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                          PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

                              MERCHANTS GROUP, INC.
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                           CONSOLIDATED BALANCE SHEET

                                 (in thousands)

                                                                         December 31,    September 30,
                              Assets                                         2002            2003
                                                                         -------------   -------------
                                                                                          (unaudited)

Investments:
  Fixed maturities:
     Held to maturity at amortized cost (fair value
         $4,259 in 2002)                                                 $       4,092   $           -
     Available for sale at fair value (amortized cost
          $186,302 in 2002 and $191,507 in 2003)                               189,476         194,026
  Preferred stock at fair value                                                  7,367           5,880
  Other long-term investments at fair value                                      2,042           2,135
  Short-term investments                                                         6,420           5,038
                                                                         -------------   -------------
                Total investments                                              209,397         207,079

Cash                                                                                 9           5,024
Interest due and accrued                                                         1,594           1,512
Premiums receivable, net of allowance for doubtful
     accounts of $288 in 2002 and $346 in 2003                                  14,496          17,156
Deferred policy acquisition costs                                                8,817           8,850
Ceded reinsurance balances receivable                                           19,086          19,074
Prepaid reinsurance premiums                                                     1,091             879
Receivable from affiliate                                                            -             294
Receivable for securities                                                            -             491
Deferred income taxes                                                            4,195           5,256
Other assets                                                                    10,031          10,970
                                                                         -------------   -------------
                Total assets                                             $     268,716   $     276,585
                                                                         =============   =============

               See Notes to the Consolidated Financial Statements

                                       2

                              MERCHANTS GROUP, INC.

                           CONSOLIDATED BALANCE SHEET

                       (in thousands except share amounts)

                                                                         December 31,    September 30,
                                                                             2002            2003
                                                                         -------------   -------------
                                                                                          (unaudited)
          Liabilities and Stockholders' Equity

Liabilities:
     Reserve for losses and loss adjustment expenses                     $     147,136   $     146,856
     Unearned premiums                                                          35,119          34,863
     Payable to affiliate                                                        3,237               -
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     Payable for securities                                                          -           8,020
     Other liabilities                                                          15,300          16,455
                                                                         -------------   -------------

                Total liabilities                                              200,792         206,194
                                                                         -------------   -------------
Stockholders' equity:
     Common stock, 10,000,000 shares authorized, 2,110,152
          shares issued and outstanding at December 31, 2002
          and September 30, 2003                                                    32              32
     Additional paid in capital                                                 35,795          35,795
     Treasury stock, 1,139,700 shares at December 31, 2002
          and September 30, 2003                                               (22,766)        (22,766)
     Accumulated other comprehensive income                                      1,937           1,470
     Accumulated earnings                                                       52,926          55,860
                                                                         -------------   -------------
                Total stockholders' equity                                      67,924          70,391
                                                                         -------------   -------------
Commitments and contingent liabilities                                               -               -

                Total liabilities and stockholders' equity               $     268,716   $     276,585
                                                                         =============   =============

               See Notes to the Consolidated Financial Statements
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                              MERCHANTS GROUP, INC.

                      CONSOLIDATED STATEMENT OF OPERATIONS

                     (in thousands except per share amounts)

                                                     Three Months              Nine Months
                                                  Ended September 30,        Ended September 30,
                                                   2002         2003         2002         2003
                                                ----------   ----------   ----------   ----------
                                                                  (unaudited)

Revenues:
     Net premiums earned                        $   20,198   $   16,341   $   64,897   $   48,697
     Net investment income                           2,593        2,201        7,890        6,715
     Net realized investment gains                       -           44        1,383        2,210
     Other revenues                                    128          127          565          284
                                                ----------   ----------   ----------   ----------
         Total revenues                             22,919       18,713       74,735       57,906
                                                ----------   ----------   ----------   ----------

Expenses:
     Net losses and loss adjustment
         expenses                                   14,752       11,972       48,501       37,240
     Amortization of deferred policy
         acquisition costs                           5,552        4,258       17,398       12,689
     Other underwriting expenses                     1,523        1,382        4,664        3,746
                                                ----------   ----------   ----------   ----------
         Total expenses                             21,827       17,612       70,563       53,675
                                                ----------   ----------   ----------   ----------
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Income before income taxes                           1,092        1,101        4,172        4,231
Income tax provision                                   442          273        1,676          664
                                                ----------   ----------   ----------   ----------
         Net income                             $      650   $      828   $    2,496   $    3,567
                                                ==========   ==========   ==========   ==========

Basic and diluted earnings per share            $      .31   $      .39   $     1.17   $     1.69
                                                ==========   ==========   ==========   ==========

Weighted average shares outstanding:
     Basic                                           2,110        2,110        2,130        2,110
     Diluted                                         2,114        2,110        2,134        2,111

               See Notes to the Consolidated Financial Statements
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                              MERCHANTS GROUP, INC.

                 CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME

                                 (in thousands)

                                                     Three Months               Nine Months
                                                  Ended September 30,       Ended September 30,
                                                   2002         2003         2002         2003
                                                ----------   ----------   ----------   ----------
                                                                    (unaudited)

Net income                                      $      650   $      828   $    2,496   $    3,567
                                                ----------   ----------   ----------   ----------
Other comprehensive income (loss)
     before taxes:
     Unrealized gains (losses) on securities           849         (852)       1,392        1,489
     Reclassification adjustment
         for gains and losses included
         in net income                                   -          (32)      (1,383)      (2,198)
                                                ----------   ----------   ----------   ----------
Other comprehensive income (loss)
     before taxes                                      849         (884)           9         (709)
Income tax provision (benefit) related to
     items of other comprehensive income               325         (301)           8         (242)
                                                ----------   ----------   ----------   ----------
Other comprehensive income (loss)                      524         (583)           1         (467)
                                                ----------   ----------   ----------   ----------
Comprehensive income (loss)                     $    1,174   ($     245)  $    2,497   $    3,100
                                                ==========   ==========   ==========   ==========

               See Notes to the Consolidated Financial Statements
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                              MERCHANTS GROUP, INC.

            CONSOLIDATED STATEMENT OF CHANGES IN STOCKHOLDERS' EQUITY
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                                 (in thousands)

                                                                                  Nine Months
                                                                              Ended September 30,
                                                                             2002             2003
                                                                         -------------   -------------
                                                                                  (unaudited)

Common stock, beginning and end                                          $          32   $          32
                                                                         -------------   -------------
Additional paid in capital, beginning and end:                                  35,795          35,795
                                                                         -------------   -------------

Treasury stock:
     Beginning of period                                                       (20,332)        (22,766)
     Purchase of treasury shares                                                (2,434)              -
                                                                         -------------   -------------
     End of period                                                             (22,766)        (22,766)
                                                                         -------------   -------------

Accumulated other comprehensive income:
     Beginning of period                                                         1,812           1,937
     Other comprehensive income (loss)                                               1            (467)
                                                                         -------------   -------------
     End of period                                                               1,813           1,470
                                                                         -------------   -------------

Accumulated earnings:
     Beginning of period                                                        51,244          52,926
     Net income                                                                  2,496           3,567
     Cash dividends                                                               (644)           (633)
                                                                         -------------   -------------
     End of period                                                              53,096          55,860
                                                                         -------------   -------------

               Total stockholders' equity                                $      67,970   $      70,391
                                                                         =============   =============

               See Notes to the Consolidated Financial Statements
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                              MERCHANTS GROUP, INC.

                      CONSOLIDATED STATEMENT OF CASH FLOWS

                                 (in thousands)

                                                                                  Nine Months
                                                                               Ended September 30,
                                                                             2002            2003
                                                                         -------------   -------------
                                                                                 (unaudited)

Cash flows from operations:
     Collection of premiums                                              $      60,522   $      46,958
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     Payment of losses and loss adjustment expenses                            (50,410)        (39,604)
     Payment of other underwriting expenses                                    (20,707)        (16,759)
     Investment income received                                                  8,625           6,756
     Investment expenses paid                                                     (242)           (218)
     Income taxes (paid) recovered                                              (1,158)            154
     Other                                                                         565             284
                                                                         -------------   -------------
          Net cash used in operations                                           (2,805)         (2,429)
                                                                         -------------   -------------

Cash flows from investing activities:
     Proceeds from fixed maturities sold or matured                            103,184         110,103
     Purchase of fixed maturities                                              (99,567)       (110,864)
     Net decrease in preferred stock                                             1,048           1,500
     Net (increase) decrease in other long-term investments                       (370)          1,958
     Net decrease in short-term investments                                        970           1,382
     Increase in receivable for securities                                           -            (491)
     Increase in payable for securities                                          1,455           8,020
                                                                         -------------   -------------
          Net cash provided by investing activities                              6,720          11,608
                                                                         -------------   -------------

Cash flows from financing activities:
     Settlement of affiliate balances, net                                      (1,809)         (3,531)
     Decrease in demand loan, net                                                 (200)              -
     Purchase of treasury stock                                                 (2,434)              -
     Cash dividends                                                               (644)           (633)
                                                                         -------------   -------------
          Net cash used in financing activities                                 (5,087)         (4,164)
                                                                         -------------   -------------

          Increase (decrease) in cash                                           (1,172)          5,015

Cash:
     Beginning of period                                                         1,197               9
                                                                         -------------   -------------
     End of period                                                       $          25   $       5,024
                                                                         =============   =============

               See Notes to the Consolidated Financial Statements
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                              MERCHANTS GROUP, INC.

                      CONSOLIDATED STATEMENT OF CASH FLOWS

                    RECONCILIATION OF NET INCOME TO NET CASH

                               USED IN OPERATIONS

                                 (in thousands)

                                                                                 Nine Months
                                                                              Ended September 30,
                                                                             2002            2003
                                                                         -------------   -------------
                                                                                  (unaudited)
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Net income                                                               $       2,496   $       3,567

Adjustments:
     Accretion                                                                      12            (257)
     Realized investment gains                                                  (1,383)         (2,210)

(Increase) decrease in assets:
     Interest due and accrued                                                      481              82
     Premiums receivable                                                         6,680          (2,660)
     Deferred policy acquisition costs                                           3,014             (33)
     Ceded reinsurance balances receivable                                        (504)             12
     Prepaid reinsurance premiums                                                2,097             212
     Deferred income taxes                                                        (143)           (820)
     Other assets                                                                   68            (941)

Increase (decrease) in liabilities:
     Reserve for losses and loss adjustment expenses                            (1,643)           (280)
     Unearned premiums                                                         (12,718)           (256)
     Other liabilities                                                          (1,262)          1,155
                                                                         -------------   -------------
               Net cash used in operations                               $      (2,805)  $      (2,429)
                                                                         =============   =============

               See Notes to the Consolidated Financial Statements
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                              MERCHANTS GROUP, INC.

                   NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Principles of Consolidation and Basis of Presentation

The consolidated balance sheet as of September 30, 2003 and the related
consolidated statements of operations and comprehensive income for the three and
nine month periods ended September 30, 2003, and changes in stockholders' equity
and cash flows for the nine month periods ended September 30, 2002 and 2003,
respectively, are unaudited. In the opinion of management, the interim financial
statements reflect all adjustments necessary for a fair presentation of
financial position and results of operations. Such adjustments consist only of
normal recurring items. Interim results are not necessarily indicative of
results for a full year.

The consolidated financial statements include the accounts of Merchants Group,
Inc. (the Company), its wholly-owned subsidiary, Merchants Insurance Company of
New Hampshire, Inc. (MNH), and M.F.C. of New York, Inc., an inactive premium
finance company which is a wholly-owned subsidiary of MNH. The accompanying
consolidated financial statements should be read in conjunction with the
following notes and the Notes to Consolidated Financial Statements included in
the Company's Annual Report on Form 10-K for the year ended December 31, 2002.

The consolidated financial statements have been prepared in conformity with
generally accepted accounting principles (GAAP) which differ in some respects
from those followed in reports to insurance regulatory authorities. All
significant intercompany balances and transactions have been eliminated.

2. Related Party Transactions

With the exception of the individual who serves as both the President of the
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Company and the Chief Operating Officer of MNH, the Company and MNH have no paid
employees. Under a management agreement dated September 26, 1986 (the Management
Agreement), Merchants Mutual Insurance Company (Mutual), which owned 12.1% of
the Company's common stock at September 30, 2003, provided the Company and MNH
with the facilities, management and personnel required to manage their
day-to-day business through December 31, 2002. All underwriting, administrative,
claims and investment expenses incurred on behalf of Mutual and MNH were shared
on an allocated cost basis. Effective January 1, 2003, the Company, MNH and
Mutual entered into a new agreement (the Services Agreement) for Mutual to
provide underwriting, administrative, claims and investment services to the
Company and MNH and to manage the traditional property and casualty insurance
business of MNH on substantially the same terms as under the Management
Agreement. As of January 1, 2003 MNH and Mutual entered into a reinsurance
pooling agreement (the Reinsurance Pooling Agreement) that provides for the
pooling, or sharing, of the insurance business traditionally written by Mutual
and MNH. The Reinsurance Pooling Agreement applies to premiums earned and losses
incurred on or after its effective date. The terms of these agreements are more
fully described in the Company's Annual Report on Form 10-K for the year ended
December 31, 2002.

                                       9

3. Earnings Per Share

Basic and diluted earnings per share were computed by dividing net income by the
weighted average number of shares of common stock outstanding during each
period. For diluted earnings per share, the weighted number of shares
outstanding was increased by the assumed exercise of options for 35,500 shares
of common stock in the nine month period in 2003 and in the three and nine month
periods in 2002, which would have resulted in 439 additional shares outstanding
for the nine month period ended September 30, 2003 and 3,641 and 3,887
additional shares outstanding for the three and nine month periods in 2002,
respectively, assuming the proceeds to the Company from exercise were used to
purchase shares of the Company's common stock at its average market value per
share during the applicable period. Options to purchase 35,500 shares of common
stock at $21.00 per share were outstanding during the three months ended
September 30, 2003 but were not included in the computation of diluted earnings
per share because the options' exercise price was greater than the average
market price of the common shares.

4. Income Taxes

The provision for income taxes for the nine month period ended September 30,
2003 includes the effect of a May 2003 change in New York State law with respect
to the taxation of insurance companies. This change eliminated state income
taxes for all non-life insurance companies and increased the premium tax rate
from 1.3% to 2.0%. As a result of this change, the Company reduced its deferred
tax liability with respect to New York State income taxes to $0, and recorded a
one time benefit, net of federal income taxes, to its income tax provision of
$505,000 during the nine month period ended September 30, 2003. This one time
benefit reduced the Company's effective income tax rate for the nine month
period ended September 30, 2003 by 12 percentage points.

                                       10

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

Results of Operations for the Nine Months Ended September 30, 2003 As Compared
to the Nine Months Ended September 30, 2002
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The following discussion should be considered in light of the statements under
the heading "Safe Harbor Statement under the Securities Litigation Reform Act of
1995," at the end of this Item. All capitalized terms used in this Item that are
not defined in this Item have the meanings given to them in the Notes to
Consolidated Financial Statements contained in Item 1 of this Form 10-Q, which
is incorporated herein by reference.

Results of operations for the nine months ended September 30, 2003 reflect the
effects of the Services Agreement and the Reinsurance Pooling Agreement between
the Company and its wholly-owned insurance subsidiary, Merchants Insurance
Company of New Hampshire, Inc. (MNH), and Merchants Mutual Insurance Company
(Mutual), effective January 1, 2003. The Services Agreement calls for Mutual to
provide underwriting, administrative, claims and investment services to the
Company and MNH. The Reinsurance Pooling Agreement provides for the pooling, or
sharing, of insurance business traditionally written by Mutual and MNH on or
after the effective date. MNH's share of pooled (combined Mutual and MNH)
premiums earned and losses and loss adjustment expenses (LAE) for 2003 in
accordance with the Reinsurance Pooling Agreement is 40%. In addition to
comparisons of the Company's share of pooled premiums for 2003 to its unpooled
premiums for the same period in 2002, this item includes comparisons of the
pooled, or combined Mutual and MNH, premiums written for 2003 to the combined
business of Mutual and MNH for the same period in 2002, even though the
companies were not party to a reinsurance pooling agreement in 2002.

Total combined Mutual and MNH or "group-wide" direct premiums (DWP) written for
the nine months ended September 30, 2003 were $131,264,000, an increase of
$1,637,000 or 1% from $129,627,000 for the nine months ended September 30, 2002.
The Company's share of combined direct premiums written for the nine months
ended September 30, 2003, in accordance with the Reinsurance Pooling Agreement,
was $52,506,000. The Company recorded $56,036,000 of direct premiums written for
the nine months ended September 30, 2002. The table below shows a comparison of
direct premiums written by major category for the nine months ended September
30, 2003 and 2002:

                                                                                              MNH
                                                                                             Pooled           MNH
                                              Group-wide DWP                                  Share           DWP
                                         --------------------------                        ----------      ----------
                                             Nine months ended                                   Nine months ended
                                                September 30,                                     September 30,
                                         --------------------------                        --------------------------
                                            2003            2002          Variance            2003            2002
                                         ----------      ----------      ----------        ----------      ----------
                                                                            (000's omitted)

Voluntary Personal Lines                 $   48,350      $   51,086              (5%)      $   19,340      $   29,676
Voluntary Commercial Lines                   78,527          73,328               7%           31,411          21,861
Involuntary                                   4,387           5,213             (16%)           1,755           4,499
                                         ----------      ----------                        ----------      ----------
Total Direct Written Premiums            $  131,264      $  129,627               1%       $   52,506      $   56,036
                                         ==========      ==========                        ==========      ==========

                                       11

The 5% decrease in group-wide voluntary personal lines direct premiums written,
which represented 37% and 39% of total group-wide direct premiums written for
the nine month periods ended September 30, 2003 and 2002, respectively, resulted
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from an 8% decrease in private passenger automobile (PPA) direct premiums
written, somewhat offset by a 3% increase in homeowners direct premiums written.
The decrease in PPA direct premiums written is primarily the result of the
group's policy, implemented in 2002, not to write new PPA policies in certain
jurisdictions and the approval of the group's plan to withdraw from the New
Jersey PPA market by the New Jersey Department of Banking and Insurance.

The 7% increase in group-wide voluntary commercial lines direct premiums
written, which comprised 60% and 57% of total group-wide direct premiums written
for the nine month periods ended September 30, 2003 and 2002, respectively,
primarily resulted from higher average premiums per commercial lines policy.

Group-wide pooled net premiums written for the nine months ended September 30,
2003 were $122,873,000, a decrease of $684,000, or less than 1% from
$123,557,000 for the nine months ended September 30, 2002. The Company's share
of pooled net premiums written in accordance with the Reinsurance Pooling
Agreement for the nine months ended September 30, 2003 was $48,653,000. Net
premiums written for the nine months ended September 30, 2002 were $54,277,000.

Total revenues for the nine months ended September 30, 2003 were $57,906,000, a
decrease of $16,829,000 or 23% from $74,735,000 for the nine months ended
September 30, 2003.

The Company's share of pooled net premiums earned in accordance with the
Reinsurance Pooling Agreement for the nine months ended September 30, 2003 was
$48,697,000. Net premiums earned for the nine months ended September 30, 2002
were $64,897,000. The decrease in net premiums earned was due to the allocation
of group-wide net premiums earned pursuant to the Reinsurance Pooling Agreement.

Net investment income was $6,715,000 for the nine months ended September 30,
2003, a decrease of 15% from $7,890,000 for the nine months ended September 30,
2002. The average pre-tax yield associated with the investment portfolio
decreased 105 basis points to 4.5% for the nine months ended September 30, 2003
compared to the nine months ended September 30, 2002. Average invested assets
for the nine months ended September 30, 2003 decreased 3% compared to the year
earlier period.

Net realized investment gains were $2,210,000 for the nine months ended
September 30, 2003 compared to $1,383,000 for the nine months ended September
30, 2002. The majority of the net realized gains for 2003 resulted from the
Company taking advantage of a share repurchase program related to an otherwise
illiquid equity security. Equity securities comprised less than 1% of the
Company's investment portfolio at September 30, 2003.

Other revenues decreased $281,000 or 50% to $284,000 for the nine months ended
September 30, 2003 from $565,000 for the nine months ended September 30, 2002.
This decrease resulted primarily from a 19% decrease in service fee income,
which in turn was due to the allocation of service fee income pursuant to the
Reinsuance Pooling Agreement.

                                       12

Net losses and LAE, which include the Company's share of pooled 2003 accident
year losses, were $37,240,000 for the nine months ended September 30, 2003, a
decrease of $11,261,000, or 23%, from $48,501,000 for the nine months ended
September 30, 2002. The loss and LAE ratio increased to 76.5% for the nine
months ended September 30, 2003 from 74.7% for the nine months ended September
30, 2002.

The ratio of amortized deferred policy acquisition costs and other underwriting
expenses to net premiums earned decreased to 33.7% for the nine months ended
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September 30, 2003 from 34.0% for the nine months ended September 30, 2002. An
increase in the premium tax rate in New York State, which is discussed in the
following paragraph, added .5 percentage points to the Company's ratio of
amortized deferred policy acquisition costs and other underwriting expenses to
net premiums earned for the 2003 period. Other underwriting expenses for the
2003 period included $253,000 of retrospective commission income to be received
from Mutual in accordance with the Reinsurance Pooling Agreement. This
retrospective commission income reduced the ratio of deferred policy acquisition
costs and other underwriting expenses to net premiums earned by .5 percentage
points. Commissions, premium taxes and other state assessments that vary
directly with the Company's premium volume represented 20.9% of net premiums
earned in the nine months ended September 30, 2003 compared to 20.2% in the nine
months ended September 30, 2002.

The provision for income taxes for the nine months ended September 30, 2003
includes the effect of a May 2003 change in New York State law with respect to
the taxation of insurance companies. This change eliminated state income taxes
for all non-life insurance companies and increased the premium tax rate from
1.3% to 2.0%. As a result of this change, the Company reduced its deferred tax
liability with respect to New York State income taxes to $0, and recorded a
one-time benefit, net of federal income taxes, to its income tax provision of
$505,000 during the nine months ended September 30, 2003. This one time benefit
reduced the Company's effective income tax rate for the nine month period ended
September 30, 2003 by 12 percentage points.

Results of Operations for the Three Months Ended September 30, 2003 As Compared
to the Three Months Ended September 30, 2002

Total combined Mutual and MNH direct premiums written for the three months ended
September 30, 2003 were $44,865,000, an increase of $882,000 or 2% from
$43,983,000 for the three months ended September 30, 2002. The Company's share
of combined direct premiums written for the three months ended September 30,
2003, in accordance with the Reinsurance Pooling Agreement was $17,946,000. The
Company recorded $17,915,000 of direct premiums written for the three months
ended September 30, 2002. The table below shows a comparison of direct premiums
written by major category for the three months ended September 30, 2003 and
2002:

                                       13

                                                                                              MNH
                                                                                             Pooled           MNH
                                               Group-wide DWP                                Share            DWP
                                         --------------------------                        ----------      ----------
                                             Three months ended                                Three months ended
                                                September 30,                                     September 30,
                                            2003            2002          Variance            2003            2002
                                         ----------      ----------      ----------        ----------      ----------
                                                                       (000's omitted)

Voluntary Personal Lines                 $   16,897      $   18,747             (10%)      $    6,759      $   11,094
Voluntary Commercial Lines                   26,892          23,258              16%           10,757           5,192
Involuntary                                   1,076           1,978             (46%)             430           1,629
                                         ----------      ----------                        ----------      ----------
Total Direct Written Premiums            $   44,865      $   43,983               2%       $   17,946      $   17,915
                                         ==========      ==========                        ==========      ==========

The 10% decrease in group-wide voluntary personal lines direct premiums written
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resulted primarily from a 14% decrease in PPA direct premiums written. The
decrease in PPA direct premiums written is primarily the result of the group's
policy, implemented in 2002, not to write new PPA policies in certain
jurisdictions and the approval of the group's plan to withdraw from the New
Jersey PPA market by the New Jersey Department of Banking and Insurance.

The 16% increase in group-wide voluntary commercial lines direct premiums
written primarily resulted from higher average premiums per commercial lines
policy.

Group-wide pooled net premiums written for the three months ended September 30,
2003 were $41,772,000, a decrease of $564,000, or 1% from $42,336,000 for the
three months ended September 30, 2002. The Company's share of pooled net
premiums written in accordance with the Reinsurance Pooling Agreement for the
three months ended September 30, 2003 was $16,709,000. Net premiums written for
the three months ended September 30, 2002 were $17,757,000.

Total revenues for the three months ended September 30, 2003 were $18,713,000, a
decrease of $4,206,000 or 18% from $22,919,000 for the three months ended
September 30, 2003.

The Company's share of pooled net premiums earned in accordance with the
Reinsurance Pooling Agreement for the three months ended September 30, 2003 was
$16,341,000. Net premiums earned for the three months ended September 30, 2002
were $20,198,000. The decrease in net premiums earned was a result of the
Company's allocated share of group-wide net premiums earned under the
Reinsurance Pooling Agreement.

Net investment income was $2,201,000 for the three months ended September 30,
2003, a decrease of 15% from $2,593,000 for the three months ended September 30,
2002. The average pre-tax yield associated with the investment portfolio
decreased 109 basis points to 4.2% for the three months ended September 30, 2003
when compared to the three months ended September 30, 2002. Average invested
assets for the three months ended September 2003 decreased 2% compared to the
year earlier period.

Net realized investment gains were $44,000 for the three months ended September
30, 2003. There were no realized gains or losses in the three months ended
September 30, 2002.
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Net losses and LAE, which include the Company's share of pooled 2003 accident
year losses, were $11,972,000 for the three months ended September 30, 2003, a
decrease of $2,780,000, or 19%, from $14,752,000 for the three months ended
September 30, 2002. The loss and LAE ratio increased to 73.3% for the three
months ended September 30, 2003 from 73.0% for the three months ended September
30, 2002.

The ratio of amortized deferred policy acquisition costs and other underwriting
expenses to net premiums earned decreased to 34.5% for the three months ended
September 30, 2003 from 35.0% for the three months ended September 30, 2002. The
aforementioned increase in the New York State premium tax rate added .5
percentage points to the ratio of amortized deferred policy acquisition costs
and other underwriting expenses to net premiums earned. Commissions, premium
taxes and other state assessments that vary directly with the Company's premium
volume represented 21.3% of net premiums earned in the three months ended
September 30, 2003 compared to 20.4% in the three months ended September 30,
2002.

Liquidity and Capital Resources
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In developing its investment strategy the Company determines a level of cash and
short-term investments which, when combined with expected cash flow, is
estimated to be adequate to meet expected cash obligations. The reduction in the
Company's share of net premiums written under the Reinsurance Pooling Agreement
will likely result in continued negative cash flows from operations. The Company
believes that careful management of the relationship between assets and
liabilities will minimize the likelihood that investment portfolio sales will be
necessary to fund insurance operations and that the effect of any such sale on
the Company's stockholders' equity will not be material.

The Company's objectives with respect to its investment portfolio include
maximizing total return within investment guidelines while protecting
policyholders' surplus and maintaining flexibility. Like other property and
casualty insurers, the Company relies on premiums as a major source of cash, and
therefore liquidity. Cash flows from the Company's investment portfolio, either
in the form of interest or principal payments, are an additional source of
liquidity. Because the duration of the Company's investment portfolio relative
to the duration of its liabilities is closely managed, increases or decreases in
market interest rates are not expected to have a material effect on the
Company's liquidity or its results of operations.

The Company designates newly acquired fixed maturity investments as available
for sale and carries these investments at fair value. Unrealized gains and
losses related to these investments are recorded as accumulated other
comprehensive income within stockholders' equity. At September 30, 2003, the
Company recorded as accumulated other comprehensive income in its Consolidated
Balance Sheet $1,470,000 of unrealized gains, net of taxes, associated with its
investments classified as available for sale. During the nine months ended
September 30, 2003 the Company recorded $467,000 of unrealized losses, net of
tax, associated with its available for sale investments as other comprehensive
income (loss).

At September 30, 2003, the Company's portfolio of fixed maturity investments
represented 93.7% of invested assets. Management believes that this level of
bond holdings is consistent with the Company's liquidity needs because it
anticipates that cash receipts from net premiums written, investment income and
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cash flows from the portion of the Company's bond portfolio invested in
mortgage-backed and other asset-backed securities which, in addition to interest
income, provide monthly paydowns of bond principal, will enable the Company to
satisfy its cash obligations.

At September 30, 2003, $96,129,000 or 49.5%, of the Company's fixed maturity
portfolio was invested in mortgage-backed and other asset-backed securities. The
Company invests in a variety of collateralized mortgage obligation ("CMO")
products but has not invested in derivative types of CMO products such as
interest only, principal only or inverse floating rate securities. All of the
Company's CMO investments have a secondary market and their effect on the
Company's liquidity does not differ from that of other fixed maturity
investments.

At September 30, 2003 $3,383,000, or 1.6%, of the Company's investment portfolio
was invested in non-investment grade securities compared to $4,965,000, or 2.4%,
at December 31, 2002.

The Company has arranged for a $2,000,000 unsecured credit facility from a bank
in the form of a master grid note. Any borrowings under this facility are
payable on demand and carry an interest rate which can be fixed or variable and
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is negotiated at the time of each advance. This facility is available for
general working capital purposes and for repurchases of the Company's common
stock. At September 30, 2003 no amount was outstanding on this loan.

As a holding company, the Company is dependent on cash dividends from MNH to
meet its obligations, pay any cash dividends and repurchase its shares. MNH is
subject to New Hampshire insurance laws which place certain restrictions on its
ability to pay dividends without the prior approval of state regulatory
authorities. These restrictions limit dividends to those that, when added to all
other dividends paid within the preceding twelve months, would not exceed 10% of
the insurer's statutory policyholders' surplus as of the preceding December
31st. The maximum amount of dividends that MNH could pay during any twelve month
period ending in 2003 without the prior approval of the New Hampshire Insurance
Commissioner is $5,492,000. MNH paid $3,700,000 of dividends to the Company in
2002. Dividends were paid in February 2002, May 2002 and November 2002, of
$2,300,000, $900,000 and $500,000, respectively. MNH paid dividends to the
Company of $600,000 in April of 2003. On October 30, 2003, the Board of
Directors of MNH authorized a $600,000 cash dividend to be paid to the Company
on November 26, 2003. The Company paid cash dividends to its common stockholders
of $.10 per share in the first, second and third quarters of 2003 amounting to
$633,000. On October 30, 2003 the Company declared a quarterly cash dividend of
$.10 per share payable on December 3, 2003 to shareholders of record as of the
close of business on November 19, 2003.

Under the Management Agreement and the Services Agreement, Mutual has provided
services and facilities for MNH to conduct its insurance business on a cost
reimbursed basis. The balance in the payable to or receivable from affiliate
account represents the amount owing by Mutual to the Company, or owed by the
Company to Mutual, for the difference between premiums collected and payments
made for losses, employees, services and facilities by Mutual on behalf of MNH.

Regulatory guidelines suggest that the ratio of a property-casualty insurer's
annual net premiums written to its statutory surplus should not exceed 3 to 1.
MNH has consistently followed a business strategy that
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would allow it to meet this 3 to 1 regulatory guideline. For the first nine
months of 2003, MNH's ratio of net premiums written to statutory surplus,
annualized for a full year, was 1.1 to 1.

Relationship with Mutual

The Company's and MNH's business and day-to-day operations are closely aligned
with those of Mutual. This is the result of a combination of factors. Mutual has
had a historical ownership interest in the Company and MNH. Prior to November
1986 MNH was a wholly-owned subsidiary of Mutual. Following the Company's
initial public offering in November 1986 and until a secondary stock offering in
July 1993 the Company was a majority-owned subsidiary of Mutual. Mutual
currently owns 12.1% of the Company's common stock. Under the Management
Agreement, which was effective from 1986 through December 31, 2002, Mutual
provided the Company and MNH with facilities and personnel to conduct the
traditional Merchants insurance business and other services. With the exception
of the individual who serves as both the President of the Company and the Chief
Operating Officer of MNH, the officers of the Company and MNH are paid full time
employees of Mutual whose services are provided under the Services Agreement.
Also, effective January 1, 2003, the Reinsurance Pooling Agreement between MNH
and Mutual provides for MNH to cede all of its net risk on its traditional
insurance business to Mutual and then to assume from Mutual an agreed percentage
(40% in 2003) of the combined traditional insurance business of both MNH and
Mutual. This will create a common underwriting result for MNH and Mutual under
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the Reinsurance Pooling Agreement and further align the interests of the
parties.

"Safe Harbor" Statement under the Private Securities Litigation Reform Act of
1995:

         With the exception of historical information, the matters and
statements discussed, made or incorporated by reference in this Quarterly Report
on Form 10-Q constitute forward-looking statements and are discussed, made or
incorporated by reference, as the case may be, pursuant to the safe harbor
provisions of the Private Securities Litigation Reform Act of 1995.
Forward-looking statements include, without limitation, statements relating to
the Company's plans, strategies, objectives, expectations and intentions. Words
such as "believes," "forecasts," "intends," "possible," "expects,"
"anticipates," "estimates," or "plans" and similar expressions are intended to
identify forward looking statements. Such forward-looking statements involve
certain assumptions, risks and uncertainties that include, but are not limited
to, those associated with factors affecting the property-casualty insurance
industry generally, including price competition, the Company's dependence on
state insurance departments for approval of rate increases; size and frequency
of claims, escalating damage awards, natural disasters, fluctuations in interest
rates and general business conditions; the Company's dependence on investment
income; the geographic concentration of the Company's business in the
northeastern United States and in particular in New York, New Hampshire, New
Jersey, Rhode Island, Pennsylvania and Massachusetts; the adequacy of the
Company's loss reserves; the Company's dependence on the general reinsurance
market; government regulation of the insurance industry; exposure to
environmental claims; dependence of the Company on its relationship with Mutual;
and the other risks and uncertainties discussed or indicated in all documents
filed by the Company with the Securities and Exchange Commission. The Company
expressly disclaims any obligation to update any forward-looking statements as a
result of developments occurring after the filing of this report.

                                       17

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Market Risk

Market risk represents the potential for loss due to changes in the fair value
of financial instruments. The market risk related to the Company's financial
instruments primarily relates to its investment portfolio. The value of the
Company's investment portfolio of $207,079,000 at September 30, 2003 is subject
to changes in interest rates and to a lesser extent on credit quality. Further,
certain mortgage-backed and asset-backed securities are exposed to accelerated
prepayment risk generally caused by interest rate movements. If interest rates
were to decline, mortgage holders would be more likely to refinance existing
mortgages at lower rates. Acceleration of future repayments could adversely
affect future investment income, if reinvestment of the accelerated receipts was
made in lower yielding securities.

The following table provides information related to the Company's fixed maturity
investments at September 30, 2003. The table presents cash flows of principal
amounts and related weighted average interest rates by expected maturity dates.
The cash flows are based upon the maturity date or, in the case of
mortgage-backed and asset-backed securities, expected payment patterns. Actual
cash flows could differ from those shown in the table.

                                       18
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Fixed Maturities

Expected Cash Flows of Principal Amounts ($ in 000's):                                                        TOTAL
                                                                                                             --------
                                                                                                                         Esti-
                                                                                                              Amor-      mated
                                                                                                   There-     tized      Market
                                             2003       2004       2005       2006       2007      after       Cost      Value
                                           --------   --------   --------   --------   --------   --------   --------   --------

Available for Sale

U.S. Treasury securities and
              obligations of U.S.
              Government corporations
              and agencies                 $  2,185   $      0   $  8,176   $      0   $      0   $  3,008   $ 13,369   $ 13,741
       Average interest rate                    4.0%       0.0%       3.6%       0.0%       0.0%       3.2%       ---        ---

Obligations of states and
              political subdivisions          3,471      1,390      8,558      9,697      3,898     17,707     44,721     45,175
       Average interest rate                    7.9%       4.1%       3.2%       3.4%       4.3%       3.9%       ---        ---

Corporate securities                          9,083      5,600     17,733          0          0      5,464     37,880     38,981
       Average interest rate                    4.3%       5.3%       4.0%       0.0%       0.0%       8.1%       ---        ---

Mortgage & asset
              backed securities               6,471     17,501     19,006     19,607      9,821     23,131     95,537     96,129
       Average interest rate                    5.4%       5.3%       5.2%       5.2%       5.3%       5.4%       ---        ---
                                           --------   --------   --------   --------   --------   --------   --------   --------
Total                                      $ 21,210   $ 24,491   $ 53,473   $ 29,304   $ 13,719   $ 49,310   $191,507   $194,026
                                           ========   ========   ========   ========   ========   ========   ========   ========

         The discussion and the estimated amounts referred to above include
forward-looking statements of market risk which involve certain assumptions as
to market interest rates and the credit quality of the fixed maturity
investments. Actual future market conditions may differ materially from such
assumptions. Accordingly, the forward-looking statements should not be
considered projections of future events by the Company.

Item 4. Controls and Procedures

         The Company's chief executive officer and chief financial officer,
after evaluating the effectiveness of the Company's "disclosure controls and
procedures" (as defined in Rules 13a-14(c) and 15d-14(c) under the Securities
Exchange Act of 1934) as of the end of the period covered by this report,
concluded that the Company's disclosure controls and procedures were effective
to ensure that material information relating to the Company was being made known
to them by others within the Company in a timely manner, including the period
when this quarterly report was being prepared.

         There was no change in the Company's internal control over financial
reporting identified in connection with the evaluation required by paragraph (d)
of Rules 13a-15 or 15d-15 under the Securities Exchange Act of 1934 that
occurred during the Company's last fiscal quarter that has materially affected,
or is reasonably likely to materially affect, the Company's internal control
over financial reporting.
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                           PART II. OTHER INFORMATION

Item 1.  Legal Proceedings.
         None.

Item 2.  Changes in Securities and Use of Proceeds.
         None.

Item 3.  Defaults Upon Senior Securities.
         None.

Item 4.  Submission of Matters to a Vote of Security Holders

Item 5.  Other Information.
         None.

Item 6.  Exhibits and Reports on Form 8-K

         (a)      Exhibits.
                  Exhibits required by Item 601 of Regulation S-K.

         3(a)     Restated Certificate of Incorporation (incorporated by
                  reference to Exhibit No. 3C to Amendment No. 1 to the
                  Company's Registration Statement No. 33-9188 on Form S-1 Filed
                  on November 7, 1986.

         (b)      Restated By-laws (incorporated by reference to Exhibit 3D to
                  Amendment No. 1 to the Company's Registration Statement No.
                  33-9188 on Form S-1 filed on November 7, 1986.

         4        Instruments defining the rights of security holders, including
                  indentures - N/A.

         5        Opinion re legality - N/A.

         10(a)    Management Agreement dated as of September 29, 1986 by and
                  among Merchants Mutual Insurance Company, Registrant and
                  Merchants Insurance Company of New Hampshire, Inc.
                  (incorporated by reference to Exhibit No. 10a to the Company's
                  Registration Statement (No. 33-9188) on Form S-1 filed on
                  September 30, 1986).

         (b)      Services Agreement Among Merchants Mutual Insurance Company,
                  Merchants Insurance Company of New Hampshire, Inc. and
                  Merchants Group, Inc. dated January 1, 2003 (incorporated by
                  reference to Exhibit No. 10b to the Company's 2003 Quarterly
                  Report on Form 10-Q filed on May 14, 2003).

         (c)      Reinsurance Pooling Agreement between Merchants Insurance
                  Company of New Hampshire, Inc. and Merchants Mutual Insurance
                  Company effective January 1, 2003

                                       20

                  (incorporated by reference to Exhibit No. 10c to the Company's
                  2003 Quarterly Report on Form 10-Q filed on May 14, 2003).

         (d)      Casualty Excess of Loss Reinsurance Agreement between
                  Merchants Mutual Insurance Company, Merchants Insurance
                  Company of New Hampshire, Inc. and American Reinsurance
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                  Company (incorporated by reference to Exhibit 10(f) to the
                  Company's 2002 Annual Report on Form 10-K filed on March 31,
                  2002).

         (e)      Endorsement to the Casualty Excess of Loss Reinsurance
                  agreement between Merchants Mutual Insurance Company,
                  Merchants Insurance Company of New Hampshire, Inc. and
                  American Reinsurance Company dated September 29, 2003 (filed
                  herewith).

         (f)      Property Per Risk Excess of Loss Reinsurance Agreement between
                  Merchants Mutual Insurance Company, Merchants Insurance
                  Company of New Hampshire, Inc. and American Reinsurance
                  Company (incorporated by reference to Exhibit 10(g) to the
                  Company's 2002 Annual Report on Form 10-K filed on March 31,
                  2002).

         (g)      Endorsement to the Property Per Risk Excess of Loss
                  Reinsurance Agreement between Merchants Mutual Insurance
                  Company, Merchants Insurance Company of New Hampshire, Inc.
                  and American Reinsurance Company dated September 24, 2003
                  (filed herewith).

         (h)      Property Catastrophe Excess of Loss Reinsurance Agreement
                  between Merchants Mutual Insurance Company, Merchants
                  Insurance Company of New Hampshire, Inc. and the various
                  reinsurers as identified by the Interest and Liabilities
                  Agreements attaching to and forming part of this Agreement
                  (filed herewith).

         (i)      Quota Share Reinsurance Treaty Agreement between Merchants
                  Insurance Company of New Hampshire, Inc. and The Subscribing
                  Underwriting Members of Lloyd's, London specifically
                  identified on the schedules attached to this agreement dated
                  January 1, 2000 (incorporated by reference to Exhibit 10h to
                  the Company's 2000 Annual Report on Form 10-K filed on March
                  28, 2001).

         (j)      Merchants Mutual Capital Accumulation Plan (incorporated by
                  reference to Exhibit No. 10g to the Company's Registration
                  Statement (No. 33-9188) on Form S-1 filed on September 30,
                  1986).

         (k)      Merchants Mutual Capital Accumulation Plan, fifth amendment,
                  effective January 1, 1999 (incorporated by reference to
                  Exhibit 10j to the Company's 2000 Annual Report on Form 10-K
                  filed on March 28, 2001).

         *(l)     Form of Amended Indemnification Agreement entered into by
                  Registrant with each director and executive officer of
                  Registrant (incorporated by reference to Exhibit No. 10n to
                  Amendment No. 1 to the Company's Registration Statement on
                  (No. 33-9188) Form S-1 filed on November 7, 1986).
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         *(m)     Merchants Mutual Insurance Company Adjusted Return on Equity
                  Incentive Compensation Plan January 1, 2000 (incorporated by
                  reference to Exhibit 10p to the Company's 2000 Annual Report
                  on Form 10-K filed on March 28, 2001).
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         *(n)     Merchants Mutual Insurance Company Adjusted Return on Equity
                  Long Term Incentive Compensation Plan January 1, 2000
                  (incorporated by reference to Exhibit 10q to the Company's
                  2000 Annual Report on Form 10-K filed on March 28, 2001).

         *(o)     Amendment No. 1 to Employee Retention Agreement between Robert
                  M. Zak and Merchants Mutual Insurance Company originally dated
                  as of May 1, 1999, dated February 6, 2002 (incorporated by
                  reference to Exhibit 10(s) to the Company's 2002 Annual Report
                  on Form 10-K filed on March 31, 2003).

         *(p)     Amendment No. 1 to Employee Retention Agreement between Edward
                  M. Murphy and Merchants Mutual Insurance Company originally
                  dated as of March 1, 1999, dated February 6, 2002
                  (incorporated by reference to Exhibit 10(t) to the Company's
                  2002 Annual Report on Form 10-K filed on March 31, 2003).

         *(q)     Amendment No. 1 to Employee Retention Agreement between
                  Kenneth J. Wilson and Merchants Mutual Insurance Company
                  originally dated as of March 1, 1999, dated February 6, 2002
                  incorporated by reference to Exhibit 10(u) to the Company's
                  2002 Annual Report on Form 10-K filed on March 31, 2003.

         *(r)     Consulting Agreement between Stephen C. June and Merchants
                  Insurance Company of New Hampshire, Inc. dated as of May 7,
                  2001 (incorporated by reference to Exhibit 10t to the
                  Company's 2001 Annual Report on Form 10-K filed on March 27,
                  2002).

         *(s)     Employment Agreement between Stephen C. June and Merchants
                  Insurance Company of New Hampshire, Inc. dated as of April 1,
                  2002 (incorporated by reference to Exhibit 10u to the
                  Company's 2001 Annual Report on Form 10-K filed on March 27,
                  2002).

         11       Statement re computation of per share earnings - N/A.

         12       Statement re computation of ratios - N/A.

         15       Letter re unaudited interim financial information - N/A.

         18       Letter re change in accounting principles - N/A.

         19       Report furnished to security holder - N/A.

         22       Published report regarding matters submitted to vote of
                  security holders - N/A.
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         23       Consents of experts and counsel - N/A.

         24       Power of attorney - N/A.

         31       Rule 13a-14(a)/15d-14(a) Certifications (filed herewith)

         32(a)    Certification Pursuant to Section 906 of the Sarbanes-Oxley
                  Act of 2002 (Subsections (a) and (b) of Section 1350, Chapter
                  63 of Title 18, United States Code) (filed herewith).

         * Indicates a management contract or compensation plan or arrangement.
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         (b)      Reports on Form 8-K.

On August 1, 2003, the Company filed a Form 8-K reporting the issuance of a
press release announcing results for the quarter ended June 30, 2003.

                                   SIGNATURES

         Pursuant to the requirements of the Securities Exchange Act of 1934,
the registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.

                                                 MERCHANTS GROUP, INC.
                                                 (Registrant)

Date: November 12, 2003                          By:/s/ Kenneth J. Wilson
                                                 ---------------------------
                                                 Kenneth J. Wilson
                                                 Chief Financial Officer and
                                                 Treasurer (duly authorized
                                                 officer of the registrant and
                                                 chief accounting officer)
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ily:Times New Roman" SIZE="2">1,443  4,658  

Research and development

 14,076   14,703   28,546   30,638  

General and administrative

 5,216   6,077   11,571   12,967  

Restructuring charges

 0   0   0   3,467  

Amortization of acquired technology and other intangibles

 173   186   349   622  
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Total operating expenses

 20,117   23,243   41,909   52,352  

Income (Loss) from operations

 1,860   (19,984)  (17,743)  (45,168) 

Interest and Other Income (Expense):

Interest income

 25   33   40   82  

Interest expense
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 (2,489)  (3,182)  (5,520)  (7,876) 

Gain (Loss) from valuation of derivative liabilities

 (16,770)  181   (19,145)  620  

Loss on extinguishment of debt

 (4,668)  0   (6,338)  (10,514) 

Other

 (57)  44   30   50  

Total interest and other expense, net

 (23,959)  (2,924)  (30,933)  (17,638) 
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Net loss

 (22,099)  (22,908)  (48,676)  (62,806) 

Deemed dividend related to beneficial conversion feature of convertible preferred stock

 0   0   (2,824)  (2,260) 

Net loss allocable to common stockholders

$(22,099) $(22,908) $(51,500) $(65,066) 
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Net loss per share allocable to common stockholders:

Basic

$(0.12) $(0.16) $(0.29) $(0.49) 
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Diluted

$(0.12) $(0.16) $(0.29) $(0.49) 

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

Basic

 190,272   142,693   177,243   132,232  
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Diluted

 190,272   142,693   177,243   132,232  

Comprehensive Loss:

Net loss

$(22,099) $(22,908) $(48,676) $(62,806) 

Foreign currency translation gain (loss)

 (2,234)  4,315   (547)  4,698  
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Comprehensive loss

$(24,333) $(18,593) $(49,223) $(58,108) 

See accompanying notes to unaudited condensed consolidated financial statements.
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Arena Pharmaceuticals, Inc.

Condensed Consolidated Cash Flow Statements

(In thousands)

(Unaudited)

Six months ended
June 30,

2012 2011
Operating Activities
Net loss $ (48,676) $ (62,806) 
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization 4,724 5,136
Amortization of acquired technology and other intangibles 349 622
Share-based compensation 2,361 2,154
(Gain) Loss from valuation of derivative liabilities 19,145 (620) 
Amortization of prepaid financing costs 224 333
Accretion of note payable to Deerfield 1,225 2,371
Accretion of note payable to Siegfried 0 252
Loss on extinguishment of debt 6,338 10,514
Changes in assets and liabilities:
Accounts receivable (19,907) 1,679
Prepaid expenses and other assets (940) 272
Accounts payable and accrued liabilities (2,498) (1,904) 
Deferred revenues 3,231 (1,902) 
Deferred rent (61) (90) 

Net cash used in operating activities (34,485) (43,989) 
Investing Activities
Purchases of land, property and equipment (636) (252) 
Other non-current assets 37 22

Net cash used in investing activities (599) (230) 
Financing Activities
Principal payments on lease financing obligations (612) (459) 
Principal payments on note payable to Deerfield (22,261) (37,739) 
Repayment on note payable to Siegfried 0 (7,346) 
Proceeds from issuance of common stock 127,612 17,828
Proceeds from issuance of preferred stock 16,463 17,662

Net cash provided by (used in) financing activities 121,202 (10,054) 
Effect of exchange rate changes on cash 61 1,198

Net increase (decrease) in cash and cash equivalents 86,179 (53,075) 
Cash and cash equivalents at beginning of period 57,632 150,669

Cash and cash equivalents at end of period $ 143,811 $ 97,594

Supplemental Disclosure Of Non-Cash Investing and Financing Information:
Conversion of preferred stock into common stock $ 14,561 $ 15,413
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Retirement of treasury stock $ 23,070 $ 0

Deemed dividend related to beneficial conversion feature of convertible preferred stock $ 2,824 $ 2,260

See accompanying notes to unaudited condensed consolidated financial statements.

3
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Notes to Unaudited Condensed Consolidated Financial Statements

1. Basis of Presentation and Recent Events

The accompanying unaudited condensed consolidated financial statements of Arena Pharmaceuticals, Inc., which include our wholly owned
subsidiaries, should be read in conjunction with the audited consolidated financial statements and notes thereto included in our Annual Report on
Form 10-K for the year ended December 31, 2011, as filed with the Securities and Exchange Commission, or SEC, from which we derived our
balance sheet as of December 31, 2011. The accompanying financial statements have been prepared in accordance with US generally accepted
accounting principles, or GAAP, for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation S-X.
Accordingly, since they are interim statements, the accompanying financial statements do not include all of the information and notes required
by GAAP for complete financial statements. The accompanying financial statements reflect all adjustments, consisting of normal recurring
adjustments, that are, in the opinion of our management, necessary to a fair statement of the results for the interim periods presented. Interim
results are not necessarily indicative of results for a full year.

In June 2011, the Financial Accounting Standards Board, or FASB, issued Accounting Standards Update, or ASU, No. 2011-05, �Presentation of
Comprehensive Income,� which amends the presentation requirements for comprehensive income. Under ASU No. 2011-05, we have the option
to present the components of net income and comprehensive income as one single continuous statement or in two separate but consecutive
statements. ASU No. 2011-05 eliminates the option to present other comprehensive income in the statement of stockholders� equity, but it does
not change the items that must be reported in comprehensive income. We adopted ASU No. 2011-05 in the three months ended March 31, 2012
by using a single-statement approach.

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

Recent Events

On June 27, 2012, the US Food and Drug Administration, or FDA, approved our internally discovered drug, lorcaserin hydrochloride (which
will be marketed in the United States under the trade name BELVIQ (pronounced �BEL-VEEK�)), for chronic weight management in adults who
are obese or are overweight with at least one weight related comorbid condition. The FDA has recommended that lorcaserin be classified as a
scheduled drug by the US Drug Enforcement Administration, or DEA, and lorcaserin will not be commercially available in the United States
until the DEA provides the final scheduling designation. Lorcaserin will be marketed in the United States by Eisai Inc., or Eisai, under the
Amended and Restated Marketing and Supply Agreement, or Marketing and Supply Agreement, between Eisai and our wholly owned
subsidiary, Arena Pharmaceuticals GmbH, or Arena GmbH. See Note 7.

2. Fair Value Disclosures

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

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

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

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

Level 3 - Significant unobservable inputs based on our assumptions.

4
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The following tables present our valuation hierarchy for our financial assets and liabilities that are measured at fair value on a recurring basis as
of June 30, 2012, and December 31, 2011, in thousands:

Fair Value Measurements at June 30, 2012

Balance at
June 30,

2012

Quoted
Prices in
Active

Markets
(Level 1)

Significant
Other

Observable
Inputs

(Level 2)

Significant
Unobservable

Inputs
(Level 3)

Assets:
Money market funds and cash equivalents1 $ 121,669 $ 121,669 $ 0 $ 0
Liabilities:
Warrants $ 20,762 $ 0 $ 0 $ 20,762

Fair Value Measurements at December 31, 2011

Balance at
December 31,

2011

Quoted
Prices in
Active

Markets
(Level 1)

Significant
Other

Observable
Inputs

(Level 2)

Significant
Unobservable

Inputs
(Level 3)

Assets:
Money market funds and cash equivalents1 $   35,307 $   35,307 $ 0 $ 0
Liabilities:
Warrants and other derivative instruments $ 1,617 $ 0 $ 0 $  1,617

1 Included in cash and cash equivalents on our consolidated balance sheet.
The following table presents the activity for our derivative liabilities, which are classified as Level 3 in our valuation hierarchy, during the three
and six months ended June 30, 2012, in thousands:

Three months ended
June 30,

2012

Six months ended
June 30,

2012
Beginning balance $ 3,992 $ 1,617
Loss from valuation of derivative liabilities 16,770 19,145

Balance at June 30, 2012 $ 20,762 $ 20,762

3. Accounts Payable and Other Accrued Liabilities

Accounts payable and other accrued liabilities consisted of the following as of June 30, 2012, and December 31, 2011, in thousands:

June 30, 
2012

December 31, 
2011

Accounts payable $ 1,670 $ 2,363
Accrued expenses 1,268 1,046
Accrued clinical and preclinical study fees 248 430
Loss provision (see Note 4) 193 1,203
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Other accrued liabilities 58 252

Total accounts payable and other accrued liabilities $ 3,437 $ 5,294
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4. Agreements with Siegfried Ltd

In January 2008, Arena GmbH acquired from Siegfried Ltd, or Siegfried, certain drug product facility assets, including manufacturing facility
production licenses, fixtures, equipment, other personal property and real estate assets in Zofingen, Switzerland, under an asset purchase
agreement. These assets are being used to manufacture lorcaserin as well as certain drug products for Siegfried. In connection with this
transaction, the parties also entered into a long-term supply agreement for the active pharmaceutical ingredient of lorcaserin, a manufacturing
services agreement and a technical services agreement. These agreements have since been amended.

Among other changes, under the amended manufacturing services agreement, Siegfried has agreed to order from us 80% of its requirements of
certain drug products for the calendar year 2012 at agreed upon prices in exchange for us providing further reductions to the prices for certain of
the manufacturing services provided to Siegfried.

At December 31, 2011, we recorded a $1.2 million estimated contract loss provision related to the amount that the costs to manufacture drug
product were expected to exceed the related revenues through December 31, 2012, under the amended manufacturing services agreement. In the
six months ended June 30, 2012, we reduced this estimated loss provision by (i) $0.7 million primarily due to a decrease in our manufacturing
costs as a result of operational efficiencies and (ii) $0.3 million to reflect the loss incurred on the services rendered in the six-month period. At
June 30, 2012, we estimated our loss provision, which is recorded in accounts payable and other accrued liabilities on our condensed
consolidated balance sheet, to be $0.2 million at June 30, 2012. See Note 3.

5. Note Payable to Deerfield

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

As of the July 2009 funding of the loan, we separately valued the following four components under the Facility Agreement: (i) the formerly
outstanding $100.0 million loan was valued at $47.9 million on a relative fair value basis and recorded as a liability on our condensed
consolidated balance sheet, (ii) the original warrants to purchase 28,000,000 shares of our common stock were valued at $39.1 million on a
relative fair value basis and recorded as additional paid-in capital on our condensed consolidated balance sheet, (iii) Deerfield�s former right to
loan us up to an additional $20.0 million under the Facility Agreement was valued at $9.5 million and classified as a liability on our condensed
consolidated balance sheet and (iv) Deerfield�s former ability to accelerate principal payments under the loan under certain circumstances was
valued at $0.5 million and classified as a liability on our condensed consolidated balance sheet.

As part of our various transactions with Deerfield subsequent to the funding of the loan, we amended the terms of the Facility Agreement, repaid
portions of the loan and exchanged all of the original warrants for a lesser number of warrants at lower exercise prices. We exchanged certain of
the warrants as part of equity financings with Deerfield in June 2010, March 2011 and January 2012. Other than the exercise period, the exercise
price and certain provisions related to cashless exercise and early termination of the warrants, all of the warrants issued in exchange contained
substantially the same terms as the original warrants. In May 2012, we repaid the remaining portion of our note payable to Deerfield.

In addition to our previous transactions with Deerfield that included warrant exchanges, in January 2012, we and Deerfield entered into a
securities purchase agreement, an exchange agreement and a third amendment to the Facility Agreement.

� Under the securities purchase agreement, Deerfield purchased 9,953,250 shares of our common stock for a purchase price of
$1.65775 per share and approximately 9,953 shares of our Series D Convertible Preferred Stock, or Series D Preferred, for a
purchase price of $1,657.75 per share. In February 2012, Deerfield converted all of the Series D Preferred into a total of 9,953,250
shares of common stock. The fair value of the common stock into which the Series D Preferred was convertible on the date of
issuance of the Series D Preferred exceeded the proceeds allocated to the Series D Preferred on a relative fair value basis by $2.8
million, resulting in a beneficial conversion feature that we recognized as a decrease to additional paid-in capital and a deemed
dividend to the Series D Preferred stockholders in the three months ended March 31, 2012.
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� Under the exchange agreement, we issued Deerfield warrants to purchase 8,631,410 shares of our common stock at an exercise price
of $1.745 per share in exchange for the cancellation of outstanding warrants to purchase (i) 11,800,000 shares of our common stock
at an exercise price of $5.42 per share and (ii) 1,831,410 shares of our common stock at an exercise price of $3.45 per share. To the
extent remaining, these new warrants are exercisable until June 17, 2015. We
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determined that the incremental value of these new warrants was $4.5 million, which was recorded as a component of the stock
issuance and warrant exchange in the stockholders� equity section of our condensed consolidated balance sheet. As of June 30, 2012,
Deerfield had outstanding warrants to purchase a total of 11,357,821 shares of our common stock. See Notes 8 and 14.

� Under the third amendment to the Facility Agreement, we prepaid $5.0 million of the principal amount that was originally scheduled
to be repaid to Deerfield in June 2013. After deducting such prepayment, net proceeds to us under this financing were $27.9 million.
In connection with the $5.0 million prepayment, we retired a proportional share of the debt discount and issuance costs directly
related to the repaid debt and recognized a non-cash loss on extinguishment of debt of $1.7 million in the three months ended
March 31, 2012.

In April and May 2012, Deerfield exercised certain of its warrants to purchase a total of 4,000,000 shares of our common stock at $1.68 per
share, and elected to pay the warrant exercise price by canceling a portion of the then outstanding principal balance on its loan. In May 2012, we
prepaid the remaining outstanding principal balance and unpaid interest on the Deerfield loan, and the Facility Agreement was terminated. In
connection with these transactions, we retired the related debt discount and issuance costs and recognized a non-cash loss on extinguishment of
debt totaling $4.7 million in the three months ended June 30, 2012.

In June 2012, Deerfield cash exercised certain of its warrants to purchase a total of 7,642,179 shares of our common stock at $1.68 per share,
resulting in net proceeds to us totaling $12.8 million.

The following table summarizes the principal repayments made on our Deerfield loan from its inception through the date it was repaid in full, in
thousands:

Loan Principal
Original loan principal $ 100,000
July 2009 repayment (10,000) 
August 2010 repayment (30,000) 
January 2011 repayment (20,000) 
March 2011 repayment (17,739) 
January 2012 repayment (5,000) 
April and May 2012 cancellation from warrant exercises (6,720) 
May 2012 repayment (10,541) 

Outstanding principal balance at June 30, 2012 $ 0

Total interest expense of $0.7 million and $1.9 million, including accretion of the debt discount attributable to the warrants and the other
derivative financial instruments and amortization of capitalized issuance costs, was recognized in connection with this loan in the three and six
months ended June 30, 2012, respectively, compared to $1.2 million and $3.9 million in the three and six months ended June 30, 2011,
respectively.

6. Derivative Liabilities

In June 2006 and August 2008, we issued seven-year warrants, which we refer to as the Series B Warrants, to purchase 829,856 and 1,106,344
shares of our common stock, respectively, at an exercise price of $15.49 and $7.71 per share, respectively. The Series B Warrants are related to
our Series B Convertible Preferred Stock, which we redeemed in 2008 and is no longer outstanding. The warrants contain an anti-dilution
provision and, as a result of certain subsequent equity issuances at prices below the adjustment price of $6.72 defined in the warrants, as of
June 30, 2012, the number of shares issuable upon exercise of the outstanding June 2006 and August 2008 Series B Warrants was increased to
1,467,405 and 1,965,418, respectively, and the exercise price was reduced to $8.76 and $4.34 per share, respectively. The Series B Warrants are
classified as a liability on our condensed consolidated balance sheets.

In accordance with relevant guidance, we have revalued these warrants on each subsequent balance sheet date, and will continue to do so until
they are exercised or expire, with any changes in the fair value between reporting periods recorded as other income or expense. The June 2006
and August 2008 Series B Warrants were valued at June 30, 2012, and 2011, using an option pricing model and the following assumptions:
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June 30, 2012 June 30, 2011
June 2006

Series
B

Warrants

August 2008
Series B

Warrants

June 2006
Series

B
Warrants

August 2008
Series B

Warrants
Risk-free interest rate 0.2% 0.5% 0.5% 1.4% 
Dividend yield 0% 0% 0% 0% 
Expected volatility 100% 92% 92% 88% 
Expected life (years) 1.00 3.12 2.00 4.12
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We separately valued Deerfield�s right to require us to accelerate payments under the loan at $0.5 million as of the July 2009 issuance date (see
Note 5). The value of this acceleration right was classified as a liability on our condensed consolidated balance sheet until it was terminated in
connection with the repayment of the then remaining outstanding principal balance on the Deerfield loan, with changes in the fair value between
reporting periods recorded as other income or expense.

Our derivative liabilities consisted of the following as of June 30, 2012, and December 31, 2011, in thousands:

June 30,
2012

December 31,
2011

Series B Warrants $ 6,191 $ 0

Total current derivative liabilities 6,191 0

Series B Warrants 14,571 1,562
Deerfield acceleration right 0 55

Total long-term derivative liabilities 14,571 1,617

Total derivative liabilities $ 20,762 $ 1,617

The change in the fair value of our derivative liabilities is recorded in the interest and other income (expense) section of our condensed
consolidated statements of operations and comprehensive loss. The following sets forth the gain (loss) we recognized in the three and six months
ended June 30, 2012, and 2011, in thousands:

Three months ended
June 30,

Six months ended
June 30,

2012 2011 2012 2011
Series B Warrants $ (16,770) $ 5 $ (19,200) $ 264
Deerfield acceleration right 0 176 55 356

Total gain (loss) from valuation of derivative liabilities $ (16,770) $ 181 $ (19,145) $ 620

7. Marketing and Supply Agreement with Eisai

In May 2012, Arena GmbH entered into the Marketing and Supply Agreement, which amended and restated the original marketing and supply
agreement the parties entered into in July 2010. This amendment expanded Eisai�s exclusive rights to commercialize lorcaserin to include, in
addition to the United States and its territories and possessions, most of North and South America, including Canada, Mexico and Brazil, subject
to applicable regulatory approval in the additional territories.

We received from Eisai upfront payments of $50.0 million when we entered into the original agreement and $5.0 million when we entered into
the amended agreement. We recorded both upfront payments as deferred revenues and are recognizing them as revenue ratably over 14.5 years
and 13.2 years, respectively, which are the periods in which we expect to have significant involvement. At June 30, 2012, our condensed
consolidated balance sheet included $3.8 million and $44.1 million for the current and non-current portion, respectively, of the total deferred
revenues attributable to such upfront payments.

In addition to the upfront payments, we received a $20.0 million non-refundable milestone payment that we earned for the inclusion in the
FDA-approved prescribing information of the efficacy and safety data from the Phase 3 BLOOM-DM (Behavioral modification and Lorcaserin
for Overweight and Obesity Management in Diabetes Mellitus) clinical trial in patients with type 2 diabetes. We recognized this $20.0 million
milestone payment as revenue when the FDA approved lorcaserin on June 27, 2012. We are also entitled to receive from Eisai up to $119.5
million of additional non-refundable milestone payments, consisting of $5.0 million upon the DEA�s scheduling designation for lorcaserin, $60.0
million upon the later to occur of the DEA�s scheduling designation and our delivery of product supply for launch, and other milestone payments
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totaling $54.5 million based on achievement of regulatory filings and approvals. Under the milestone method of revenue recognition, we will
recognize revenue for the entire amount payable to us for achieving a substantive milestone payment, if any, in the period the milestone is
achieved.
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We will sell lorcaserin to Eisai for marketing and distribution in the United States and, subject to applicable regulatory approval, in the
additional territories for a purchase price starting at 31.5% and 30.75%, respectively, of Eisai�s aggregate annual net product sales (which are the
gross invoiced sales less certain deductions described in the Marketing and Supply Agreement, including for certain taxes, credits, allowances,
discounts, rebates, chargebacks and other items) in all of the territories on an aggregate basis. The purchase price will increase on a tiered basis
in the United States and in the additional territories to as high as 36.5% and 35.75%, respectively, on the portion of Eisai�s annual net product
sales exceeding $750.0 million, subject to reduction (for sales in a particular country) in the event of generic competition in the applicable
country. The Marketing and Supply Agreement includes payments by Eisai if annual minimum sales requirements in the additional territories are
not met during the first ten years after initial commercial sale in Canada, Mexico or Brazil. In addition, we are eligible to receive up to an
aggregate of $1.19 billion in one-time purchase price adjustments and other payments based on Eisai�s annual net sales of lorcaserin in the United
States and the additional territories on an aggregate basis, with the first and last amounts payable with annual net sales of $250.0 million and
$2.5 billion, respectively. Of these payments, Eisai will pay us a total of $330.0 million for annual net sales of up to $1.0 billion. We are also
eligible to receive up to an additional $185.0 million in one-time purchase price adjustment payments based on Eisai�s annual net sales of
lorcaserin in the additional territories, with the first and last amounts payable upon first achievement of annual net sales of $100.0 million and
$1.0 billion, respectively, in the additional territories.

With respect to the post-marketing studies we and Eisai committed to conduct as part of the FDA approval of lorcaserin, Eisai will bear 90% and
we will bear 10% of the expenses for the cardiovascular outcomes trial, and Eisai and we will share equally the costs of certain pediatric studies.
Eisai is responsible for regulatory activities related to the lorcaserin New Drug Application, or NDA, and for the regulatory activities for
obtaining regulatory approval in any country in the additional territories. If the regulatory authority for a country in the additional territories
requires development work before or following approval of lorcaserin in such country, Eisai will bear 90% and we will bear 10% of the
expenses for such work, with the exception of the expenses for stability testing which will be shared equally by the parties.

Arena GmbH has agreed to indemnify Eisai for certain losses resulting from product liability claims, except to the extent caused by Eisai�s
negligence, willful misconduct, violation of law or breach of the Marketing and Supply Agreement. We have limited product liability insurance,
and are unable to predict the maximum potential amount of any future payment for product liability.

8. Warrants

As part of our January 2012 equity financing with Deerfield (see Note 5), we exchanged outstanding warrants to purchase 11,800,000 shares of
our common stock at an exercise price of $5.42 per share and outstanding warrants to purchase 1,831,410 shares of our common stock at an
exercise price of $3.45 per share for new warrants to purchase 8,631,410 shares of our common stock at an exercise price of $1.745 per share.
We determined that the incremental value of the $1.745 warrants was $4.5 million as of their issuance date.

In April and May 2012, Deerfield exercised certain of its warrants to purchase a total of 4,000,000 shares of our common stock at $1.68 per
share, and elected to pay the exercise price by canceling a portion of the then outstanding principal balance on its loan. In June 2012, Deerfield
cash exercised certain of its warrants to purchase a total of 7,642,179 shares of our common stock at $1.68 per share, resulting in net proceeds to
us totaling $12.8 million.

The following table summarizes our outstanding warrants as of June 30, 2012:

Balance Sheet
Classification

Number of
Warrants

Exercise
Price

Expiration
Date

Deerfield $1.68 warrants Equity 2,726,411 $ 1.68 June 17, 2015
Deerfield $1.745 warrants Equity 8,631,410 $ 1.745 June 17, 2015
August 2008 Series B Warrants Liability 1,965,418 $ 4.34 August 14, 2015
June 2006 Series B Warrants Liability 1,467,405 $ 8.76 June 30, 2013

Total number of warrants outstanding 14,790,644

See Note 14 regarding the exercise of the Deerfield warrants subsequent to June 30, 2012.
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9. Stockholders� Equity

Issuances of Common Stock

In January 2012, we issued Deerfield 9,953,250 shares of our common stock and approximately 9,953 shares of our Series D Preferred, and
exchanged certain of Deerfield�s warrants to purchase shares of our common stock. After deducting our $5.0 million prepayment of loan
principal, net proceeds to us from this transaction were $27.9 million. In February 2012, Deerfield converted all of the Series D Preferred into a
total of 9,953,250 shares of our common stock. See Note 5.

In March 2012, we issued 14,414,370 shares of our common stock under an equity line of credit agreement with Azimuth Opportunity, L.P.,
resulting in net proceeds to us of $24.7 million.

In May 2012, we received net proceeds of $65.7 million in a public offering of 12,650,000 shares of our common stock at $5.50 per share,
including 1,650,000 shares sold pursuant to the full exercise of an over-allotment option.

In addition to the above issuances, in the six months ended June 30, 2012, we issued Deerfield a total of 11,642,179 shares of our common stock
with respect to its exercise of certain of its warrants (see Note 8); a total of 238,722 shares of our common stock pursuant to stock option
exercises; and a total of 152,345 shares of our common stock under our employee stock purchase plan, resulting in net proceeds to us of $12.8
million, $1.0 million and $0.2 million, respectively.

See Note 14 regarding the issuance of a total of 11,357,821 shares of our common stock with respect to the exercise of Deerfield�s remaining
warrants subsequent to June 30, 2012.

Authorized Shares

On June 15, 2012, our stockholders approved an amendment to our Fifth Amended and Restated Certificate of Incorporation, as amended, to
increase the total number of authorized shares from 250,000,000 to 375,000,000 and the number of authorized shares of common stock from
242,500,000 to 367,500,000.

Equity Compensation Plans

On June 15, 2012, our stockholders approved our 2012 Long-Term Incentive Plan, or 2012 LTIP. Upon such approval, our 2009 Long-Term
Incentive Plan, or 2009 LTIP, was terminated. Our 2006 Long-Term Incentive Plan, as amended, Amended and Restated 1998 Equity
Compensation Plan, Amended and Restated 2000 Equity Compensation Plan, and 2002 Equity Compensation Plan (or together with the 2009
LTIP, the �Prior Plans�) were previously terminated. However, notwithstanding such termination of the Prior Plans, all outstanding awards under
the Prior Plans will continue to be governed by the terms of the applicable Prior Plan in effect at the time of grant and the agreements evidencing
those awards. The number of shares of common stock authorized for issuance under the 2012 LTIP may be increased by the number of shares
subject to any stock awards under the Prior Plans that are forfeited, expire or otherwise terminate without the issuance of such shares and would
otherwise be returned to the share reserve under the Prior Plans but for their termination and as otherwise provided in the 2012 LTIP.

The 2012 LTIP provides for the grant of a total of 18,000,000 shares of our common stock, as (i) decreased for grants made under the Prior
Plans between December 31, 2011, and the approval of the 2012 LTIP and (ii) increased by the number of shares subject to any stock awards
under the Prior Plans that, between December 31, 2011, and the approval of the 2012 LTIP, are forfeited, expire or settled for cash and as
otherwise provided in the 2012 LTIP. When approved by our stockholders, there were 15,384,713 shares of common stock available for issuance
under the 2012 LTIP. As of June 30, 2012, there were 15,078,299 shares of common stock available for issuance under the 2012 LTIP.

Shares may be granted under the 2012 LTIP as incentive stock options, nonstatutory stock options, stock appreciation rights, restricted stock
awards, restricted stock unit awards and performance awards. Subject to certain limited exceptions, (i) stock options and stock appreciation
rights granted under the 2012 LTIP reduce the available number of shares by one share for every share issued while awards other than stock
options and stock appreciation rights granted under the 2012 LTIP reduce the available number of shares by 1.2 shares for every share issued. In
addition, shares that are released from awards granted under the Prior Plans or the 2012 LTIP because the awards expire, are forfeited or are
settled for cash will increase the number of shares available under the 2012 LTIP by one share for each share released from a stock option or
stock appreciation right and by 1.2 shares for each share released from a restricted stock award or restricted stock unit award.
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Stock options granted under the 2012 LTIP generally vest 25% a year for four years and are exercisable for up to 10 years from the date of grant.
The recipient of a restricted stock award has all rights of a stockholder at the date of grant, subject to certain restrictions on transferability and a
risk of forfeiture. The minimum performance period under a performance award is 12 months. Neither the exercise price of an option nor the
grant price of a stock appreciation right may be less than 100% of the fair market value of the common stock on the date such option is granted,
except in specified situations. The 2012 LTIP prohibits option and stock appreciation right repricings (other than to reflect stock splits, spin-offs
or certain other corporate events) unless stockholder approval is obtained.
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Employee Stock Purchase Plan

On June 15, 2012, our stockholders approved our 2009 Employee Stock Purchase Plan, as amended, or 2009 ESPP, which (i) increased the
shares of our common stock authorized and available for future issuance under the plan to a total of 1,500,000 as of June 15, 2012, (ii) modified
the plan�s automatic transfer to a lower price offering period to be based on the enrollment date of a new offering period instead of the exercise
date of the immediately preceding offering period, (iii) eliminated references to our former 2001 Employee Stock Purchase Plan, as amended,
and (iv) changed the termination date of the plan to the date our Board of Directors determines to terminate the plan. As of June 30, 2012, a total
of 1,423,782 shares of common stock were available for issuance under the 2009 ESPP.

Under the 2009 ESPP, substantially all employees can choose to have up to 15% of their annual compensation withheld to purchase up to 625
shares of common stock per purchase period, subject to certain limitations. The shares of common stock may be purchased over an offering
period with a maximum duration of 24 months and at a price of not less than 85% of the lesser of the fair market value of the common stock on
(i) the first trading day of the applicable offering period or (ii) the last trading day of the applicable three-month purchase period.

Treasury Stock

On May 14, 2012, we retired all of the 3,000,000 shares we formerly held as treasury shares, and restored them to the status of authorized but
unissued common stock. Such retirement resulted in a $23.1 million increase to our accumulated deficit in the three months ended June 30,
2012, and no treasury stock remains outstanding.

Share-based Compensation

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

Three months ended
June 30,

Six months ended
June 30,

2012 2011 2012 2011
Research and development $ 540 $ 514 $ 707 $ 1,039
General and administrative 414 310 1,654 1,021
Restructuring charges 0 0 0 94

Total share-based compensation expense $ 954 $ 824 $ 2,361 $ 2,154

Share-based Award Activity

The following table summarizes our stock option activity during the six months ended June 30, 2012:

Options

Weighted-
Average

Exercise Price
Outstanding at January 1, 2012 10,309,972 $ 5.63
Granted 5,042,400 2.25
Exercised (238,722) 4.09
Forfeited/cancelled/expired (715,199) 7.73

Outstanding at June 30, 2012 14,398,451 $ 4.37

We granted 1,690,500 and 371,800 performance-based restricted stock unit awards in February 2007 and March 2008, respectively. The awards
provided employees until February 26, 2012, to achieve four specific drug development and strategic performance goals. As none of these
performance goals was achieved by February 26, 2012, all of the 1,171,250 then outstanding awards expired on such date without any vesting.
No compensation expense was recognized related to these awards.
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10. Concentration of Credit Risk and Major Customers

Financial instruments, which potentially subject us to concentrations of credit risk, consist primarily of cash, cash equivalents and short-term
investments. We limit our exposure to credit loss by holding our cash in US dollars or placing our cash and investments in US government,
agency and government-sponsored enterprise obligations and in corporate debt instruments that are rated investment grade, in accordance with
an investment policy approved by our Board of Directors.
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Eisai is our only customer for sales of lorcaserin in the United States and, subject to applicable regulatory approval, the additional territories. We
manufacture drug products for Siegfried under a manufacturing services agreement, and all of our manufacturing services revenues are
attributable to Siegfried.

Percentages of our total revenues are as follows for the periods presented:

Three months ended
June 30,

Six months ended
June 30,

Source of Revenue 2012 2011 2012 2011
Eisai Marketing and Supply Agreement 95.2% 59.4% 90.1% 54.7% 
Manufacturing services agreement with Siegfried 4.7% 38.9% 9.6% 37.3% 
Former collaboration with Ortho-McNeil-Janssen Pharmaceuticals, Inc. 0.0% 1.3% 0.0% 7.6% 
Other 0.1% 0.4% 0.3% 0.4% 

Total percentage of revenues 100.0% 100.0% 100.0% 100.0% 

11. Net Loss Per Share

We calculate basic and diluted net loss per share allocable to common stockholders using the weighted-average number of shares of common
stock outstanding during the period, less any shares subject to repurchase or forfeiture. There were no shares of our common stock subject to
repurchase or forfeiture for the three and six months ended June 30, 2012, or 2011.

Since we are in a net loss position, we have excluded outstanding warrants and stock options, as well as unvested restricted stock in our deferred
compensation plan, from our calculation of diluted net loss per share, and our diluted net loss per share is the same as our basic net loss per
share. The table below presents the potentially dilutive securities that would have been included in our diluted net loss per share allocable to
common stockholders if they were not antidilutive for the periods presented.

Three months ended
June 30,

Six months ended
June 30,

2012 2011 2012 2011
Warrants 8,106,184 0 6,005,728 0
Stock options 4,084,917 0 1,747,468 0
Unvested restricted stock 79,169 79,169 79,169 79,169

Total 12,270,270 79,169 7,832,365 79,169

12. Lease Obligation

In May 2007, pursuant to an agreement that was originally with BioMed Realty, L.P., a Maryland limited partnership, or BioMed, and later
assigned by BioMed to one of its subsidiaries, BMR-6114-6154 Nancy Ridge Drive LLC, a Delaware limited liability company, or BMR, we
sold to BMR three of our US properties and our right, title and interest in the option to purchase a fourth US property, which we were leasing
from another lessor. In connection with this transaction, we also (i) entered into agreements with BMR to lease back the properties under 20-year
leases, and (ii) agreed that, upon the exercise of the option on the fourth property, we would continue to lease such property, but with BMR for a
term that is concurrent with the leases for the other three properties.

In April 2012, BMR exercised its option and purchased the fourth property. As a result of the purchase, we are obligated to lease this property
through May 2027, which resulted in an operating lease obligation of $14.2 million over the term of this lease. In addition, subject to certain
restrictions, we have the option to repurchase this property, as well as the other three properties, on the 10th, 15th or 20th anniversary of the May
2007 execution date of the leases, and earlier if the leases are terminated under certain circumstances.

13. Legal Proceedings
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Beginning on September 20, 2010, a number of complaints were filed in the US District Court for the Southern District of California against us
and certain of our current and former employees and directors on behalf of certain purchasers of our common stock. The complaints have been
brought as purported stockholder class actions, and, in general, include allegations that we and certain of our current and former employees and
directors violated federal securities laws by making materially false and misleading statements regarding our lorcaserin program, thereby
artificially inflating the price of our common stock. The plaintiffs are seeking unspecified monetary damages and other relief. On November 19,
2010, eight prospective lead plaintiffs filed motions to consolidate, appoint a lead plaintiff, and appoint lead counsel. The Court took the motions
to consolidate under submission on January 14, 2011. On August 8, 2011, the Court consolidated the actions and appointed a lead plaintiff and
lead counsel. On November 1, 2011, the lead plaintiff filed a consolidated amended complaint. On December 30, 2011, we filed a motion to
dismiss the consolidated amended complaint. The motion to dismiss has been fully briefed and the Court took the motion to dismiss under
submission on April 13, 2012. In addition
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to the class actions, a complaint involving similar legal and factual issues has been brought by at least one individual stockholder and is pending
in federal court. On December 30, 2011, we filed a motion to dismiss the stockholder�s complaint. The motion to dismiss has been fully briefed
and the Court took the motion to dismiss under submission on April 13, 2012. We intend to defend against the claims advanced and to seek
dismissal of these complaints. Due to the early stage of these proceedings, we are not able to predict or reasonably estimate the ultimate outcome
or possible losses relating to these claims.

On September 24, 2010, a stockholder derivative complaint was filed in the Superior Court of California for the County of San Diego against
certain of our current and former employees and directors, and other stockholder derivative complaints were subsequently filed in state court. On
October 19, 2010, the Superior Court ordered that the pending state derivative actions be consolidated. The Superior Court also ordered that later
filed, related state derivative actions be consolidated as well. We refer to the consolidated state derivative actions as the State Derivative Action.
In November 2010, plaintiffs in the State Derivative Action filed a consolidated stockholder derivative complaint. We filed a demurrer to the
consolidated stockholder derivative complaint on February 15, 2011. On October 6, 2010, a stockholder derivative complaint was filed in the US
District Court for the Southern District of California. Thereafter, a number of other stockholder derivative complaints were also filed in federal
court. On March 3, 2011, the federal court ordered that the pending federal derivative actions be consolidated. The federal court also ordered that
later filed, related federal derivative actions be consolidated as well. We refer to the consolidated federal derivative actions as the Federal
Derivative Action. We refer to the State Derivative Action and the Federal Derivative Action collectively as the Derivative Actions. The
Derivative Actions allege breaches of fiduciary duties by the defendants and other violations of law. In general, the Derivative Actions allege
that certain of our current and former employees and directors caused or allowed for the dissemination of materially false and misleading
statements regarding our lorcaserin program, thereby artificially inflating the price of our common stock. On September 9, 2011, we and lead
counsel for the plaintiffs in the Derivative Actions entered into a stipulation of settlement to resolve the Derivative Actions. The current and
former employees and directors named as individual defendants in the Derivative Actions have also entered into the stipulation of settlement. On
October 19, 2011, the Superior Court of California entered an order preliminarily approving the proposed settlement. On December 16, 2011,
the Superior Court of California issued its final order and judgment approving the settlement and dismissing the State Derivative Action with
prejudice. On December 29, 2011, the US District Court issued an order dismissing the Federal Derivative Action with prejudice. In accordance
with the terms of the settlement, and in exchange for a release of all claims by the plaintiffs, among others, we agreed to adopt certain corporate
governance measures and cause our insurers to pay the plaintiffs� attorneys a total of $1.1 million. The time for appeals of the settlement of the
Derivative Actions has lapsed without any appeal.

14. Subsequent Events

We have evaluated subsequent events after the balance sheet date of June 30, 2012, and up to the date we filed this report.

Warrant Exercises

In July 2012, Deerfield cash exercised certain of its warrants to purchase a total of 3,078,198 shares of our common stock. The exercise price for
2,528,427 of such shares was $1.68 per share, and the exercise price for 549,771 of such shares was $1.745 per share, resulting in total net
proceeds to us of $5.2 million.

In July 2012, affiliates of Deerfield transferred warrants to purchase a total of 4,481,803 shares of our common stock to a third party. The
exercise price with respect to the portion of such warrants to purchase 197,984 shares of our common stock was $1.68 per share, and the
exercise price with respect to the portion of such warrants to purchase 4,283,819 shares of our common stock was $1.745 per share. All such
warrants were exercised subsequent to such transfer, resulting in the issuance of a total of 4,481,803 shares of our common stock and total net
proceeds to us of $7.8 million.

In August 2012, affiliates of Deerfield transferred warrants to purchase 3,797,820 shares of our common stock at $1.745 per share to a third
party. All such warrants were exercised subsequent to such transfer, resulting in the issuance of a total of 3,797,820 shares of our common stock
and net proceeds to us of $6.6 million.

After the exercise of the above warrants, none of Deerfield�s former warrants to purchase shares of our common stock remain outstanding.
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Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations.
This discussion and analysis should be read in conjunction with our financial statements and notes thereto included in this quarterly report on
Form 10-Q, or Quarterly Report, and the audited consolidated financial statements and notes thereto included in our annual report on Form 10-K
for the year ended December 31, 2011, or 2011 Annual Report, as filed with the Securities and Exchange Commission, or SEC. Operating
results are not necessarily indicative of results that may occur in future periods.

This Quarterly Report includes forward-looking statements, which involve a number of risks and uncertainties. These forward-looking
statements can generally be identified as such because the context of the statement will include words such as �may,� �will,� �intend,� �plan,� �believe,�
�anticipate,� �expect,� �estimate,� �predict,� �potential,� �continue,� �likely,� or �opportunity,� the negative of these words or other similar words. Similarly,
statements that describe our plans, strategies, intentions, expectations, objectives, goals or prospects and other statements that are not historical
facts are also forward-looking statements. For such statements, we claim the protection of the Private Securities Litigation Reform Act of 1995.
Readers of this Quarterly Report are cautioned not to place undue reliance on these forward-looking statements, which speak only as of the time
this Quarterly Report was filed with the SEC. These forward-looking statements are based largely on our expectations and projections about
future events and future trends affecting our business, and are subject to risks and uncertainties that could cause actual results to differ materially
from those anticipated in the forward-looking statements. These risks and uncertainties include, without limitation, the risk factors identified in
our SEC reports, including this Quarterly Report. In addition, past financial or operating performance is not necessarily a reliable indicator of
future performance, and you should not use our historical performance to anticipate results or future period trends. We can give no assurances
that any of the events anticipated by the forward-looking statements will occur or, if any of them do, what impact they will have on our results of
operations and financial condition. Except as required by law, we undertake no obligation to update publicly or revise our forward-looking
statements.

OVERVIEW AND RECENT DEVELOPMENTS

We are a biopharmaceutical company focused on discovering, developing and commercializing innovative drugs that selectively target G
protein-coupled receptors. Our most advanced program is for our internally discovered drug, lorcaserin hydrochloride, which was approved by
the US Food and Drug Administration, or FDA, on June 27, 2012. Lorcaserin will be marketed by Eisai Inc., or Eisai, in the United States under
the trade name BELVIQ (pronounced �BEL-VEEK�) for chronic weight management in adults who are obese or are overweight with at least one
weight related comorbid condition.

We have provided Eisai with the marketing and distribution rights for lorcaserin in most of North and South America, including Canada, Mexico
and Brazil. Eisai will launch lorcaserin in the United States following the scheduling designation by the US Drug Enforcement Administration,
or DEA. We continue to own rights to market and distribute lorcaserin outside of North and South America. We have filed marketing
authorization applications, or MAAs, for the regulatory approval of lorcaserin in the European Union and Switzerland, and the applications are
currently under review. We intend to seek regulatory approval of lorcaserin in additional jurisdictions, and ultimately commercialize lorcaserin
outside of North and South America with one or more collaborators or independently.

Our prioritized earlier-stage programs include APD811 (an orally available agonist of the prostacyclin receptor intended for the treatment of
pulmonary arterial hypertension), APD334 (an orally available agonist of the S1P1 receptor intended for the treatment of a number of conditions
related to autoimmune diseases) and APD371 (an orally available agonist of the cannabinoid receptor 2 intended for the treatment of pain), all of
which were internally discovered. This year, we plan to initiate a Phase 1b clinical trial for APD811 and advance APD334 toward clinical
development, while continuing our efforts to discover and advance other drug candidates.

Our recent and second quarter 2012 developments include:
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BELVIQ (lorcaserin HCl) Developments

� Filed an MAA for lorcaserin with the Swiss health authority, Swissmedic, which has accepted the MAA for review.

� Received a $20.0 million milestone payment from Eisai for the inclusion in the FDA-approved lorcaserin prescribing information of the
efficacy and safety data from the Phase 3 BLOOM-DM (Behavioral modification and Lorcaserin for Overweight and Obesity
Management in Diabetes Mellitus) clinical trial in patients with type 2 diabetes.

� Entered into the Amended and Restated Marketing and Supply Agreement, or Marketing and Supply Agreement, between our wholly
owned subsidiary, Arena Pharmaceuticals GmbH, or Arena GmbH, and Eisai, which expanded the original marketing and supply
agreement the parties entered into in July 2010. In addition to the United States, the territories in the expanded agreement now include
most of North and South America, including Canada, Mexico and Brazil.

Other Developments

� Received total net proceeds of $32.4 million since the beginning of the second quarter of 2012 from the cash exercise of the warrants
Deerfield formerly held to purchase 19,000,000 shares of our common stock. After such exercises, none of Deerfield�s former warrants to
purchase our common stock remain outstanding.

� Completed an underwritten public offering of 12,650,000 shares of our common stock at a price of $5.50 per share, resulting in net
proceeds to us of $65.7 million

� Paid Deerfield approximately $10.5 million for the total outstanding loan principal, which otherwise would have been required to be repaid
in June 2013, and terminated the related facility agreement and security agreement.

� Promoted Craig M. Audet to the position of Senior Vice President, Operations and Head of Global Regulatory Affairs. In his new role, Mr.
Audet serves as an executive officer, and will continue to lead regulatory affairs and oversee additional operations at Arena, including
investor relations and alliance management.

We refer you to our previously filed SEC reports for a more complete discussion of these and related developments.

The drug development and approval process is long, uncertain and expensive, and our ability to achieve our goals, including commercializing
lorcaserin in the United States, obtaining regulatory approval for lorcaserin in the European Union, Switzerland and other jurisdictions outside of
the United States, and obtaining regulatory approval for other of our drug candidates, depends on numerous factors, many of which we do not
control. We will continue to seek to balance the high costs of research, development and manufacturing against the need to sustain our
operations long enough to commercialize the results of our efforts and attain profitability. To date, we have not generated any revenues from the
sale of any of our drug candidates, and lorcaserin will not be commercially available until the DEA provides the final scheduling designation.
We expect to continue to incur substantial losses, and do not expect to generate consistent positive operating cash flows, for at least the short
term. Accordingly, we will need to receive additional funds under our Marketing and Supply Agreement with Eisai or under future collaborative
agreements for lorcaserin or one or more of our other drug candidates or programs or raise additional funds through equity, debt or other
financing transactions. We will use substantial cash in connection with manufacturing and commercializing lorcaserin and conducting
post-marketing studies, and as we continue to seek regulatory approval of lorcaserin outside of the United States, advance certain of our
earlier-stage research and development programs and incur general and administrative expenses.

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

Revenues

Three months ended
June 30,

Six months ended
June 30,

Source of revenue 2012 2011 2012 2011
Milestone payments from Eisai $ 20.0 $ 0.0 $ 20.0 $ 0.0
Manufacturing services agreement 1.1 1.3 2.3 2.7
Amortization of upfront payments from Eisai 0.9 1.0 1.8 2.0
Other payments from Eisai 0.0 1.0 0.0 1.9
Other collaborative agreements 0.0 0.0 0.1 0.6

Total revenues $ 22.0 $ 3.3 $ 24.2 $ 7.2
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Research and development expenses

Three months ended
June 30,

Six months ended
June 30,

Type of expense 2012 2011 2012 2011
Salary and other personnel costs (excluding non-cash share-based compensation) $ 5.3 $ 6.0 $ 10.9 $ 13.0
Facility and equipment costs 2.8 3.1 5.6 6.2
Internal research and development manufacturing costs for Swiss facility 2.3 1.9 4.0 3.7
External clinical and preclinical study fees and expenses, including external
manufacturing costs 1.9 1.9 4.7 3.7
Research supplies 0.7 0.9 1.4 1.7
Non-cash share-based compensation 0.5 0.5 0.7 1.0
Other 0.6 0.4 1.2 1.3

Total research and development expenses $ 14.1 $ 14.7 $ 28.5 $ 30.6

General and administrative expenses

Three months ended
June 30,

Six months ended
June 30,

Type of expense 2012 2011 2012 2011
Salary and other personnel costs (excluding non-cash share-based compensation) $ 2.1 $ 2.0 $ 4.2 $ 4.4
Legal, accounting and other professional fees 1.3 2.2 3.0 4.5
Facility and equipment costs 1.0 1.1 2.0 2.2
Non-cash share-based compensation 0.4 0.3 1.6 1.0
Other 0.4 0.5 0.8 0.9

Total general and administrative expenses $ 5.2 $ 6.1 $ 11.6 $ 13.0

THREE MONTHS ENDED JUNE 30, 2012, AND 2011

Revenues. We recognized revenues of $22.0 million for the three months ended June 30, 2012, compared to $3.3 million for the three months
ended June 30, 2011. Our revenues for the three months ended June 30, 2012, included (i) a $20.0 million non-refundable milestone payment
from Eisai that we earned in connection with the FDA approval of lorcaserin, (ii) $1.1 million under our manufacturing services agreement with
Siegfried Ltd, or Siegfried, and (iii) $0.9 million from amortization of both the $50.0 million non-refundable, upfront payment we received from
Eisai in July 2010 when we entered into the original marketing and supply agreement and the $5.0 million non-refundable, upfront payment we
received from Eisai in May 2012 when we entered into the amended marketing and supply agreement. Our revenues for the three months ended
June 30, 2011, included (i) $1.3 million under our manufacturing services agreement with Siegfried, (ii) $1.0 million from Eisai for
reimbursements related to additional lorcaserin development work and (iii) $1.0 million from amortization of the July 2010 upfront payment
from Eisai.

We expect our 2012 revenues will primarily consist of milestone payments from Eisai, amortization of the upfront payments received from Eisai
and manufacturing services revenue from Siegfried. In addition to the milestone payments received from Eisai to date in 2012, we will also
receive milestone payments of $5.0 million upon the DEA�s scheduling designation for lorcaserin and $60.0 million upon the later to occur of the
DEA�s scheduling designation and our delivery of product supply for launch. We expect the revenues we recognize in 2012 under our
manufacturing services agreement with Siegfried will be lower than in 2011, primarily due to both decreased units of drug product expected to
be manufactured and lower agreed upon prices.

With respect to the post-marketing studies we and Eisai committed to conduct as part of the FDA approval of lorcaserin, Eisai will bear 90% and
we will bear 10% of the expenses for the cardiovascular outcomes trial, and Eisai and we will share equally the costs of certain pediatric studies.
We expect it will take several years to complete these studies. Eisai is responsible for regulatory activities related to the lorcaserin New Drug
Application, or NDA, and for the regulatory activities for obtaining regulatory approval in any country in the additional territories. If the
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regulatory authority for a country in the additional territories requires development work before or following approval of lorcaserin in such
country, Eisai will bear 90% and we will bear 10% of the expenses for such work, with the exception of the expenses for stability testing which
will be shared equally by the parties. We will recognize any such reimbursements as revenues.
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Revenues for milestones that may be achieved in the future are difficult to predict, and our revenues will likely vary significantly from quarter to
quarter and year to year. We expect that any significant revenues in the short term will depend on when Eisai begins marketing lorcaserin in the
United States, as well as whether and when we (i) receive regulatory approval for lorcaserin outside of the United States, (ii) enter into any
agreements to commercialize lorcaserin outside of North and South America and (iii) enter into any agreements to collaborate on or license any
of our other drug candidates or intellectual property. Our short-term revenues will also include amounts we may earn under our manufacturing
services agreement with Siegfried.

Cost of manufacturing services. Cost of manufacturing services is comprised of direct costs associated with manufacturing drug products for
Siegfried under our manufacturing services agreement, including related salaries, other personnel costs and machinery depreciation costs. We
recognized cost of manufacturing services of $0.7 million and $2.3 million for the three months ended June 30, 2012, and 2011, respectively.
The amount recognized for the three months ended June 30, 2012, included a $0.2 million reduction in the previously estimated contract loss
provision for services expected to be rendered through December 31, 2012, under the manufacturing services agreement due to a decrease in
manufacturing costs resulting from operational efficiencies, as well as $0.1 million to reflect the loss incurred on the services rendered. The
amount recognized for the three months ended June 30, 2011, included a $1.1 million increase in the contract loss provision estimated at that
time.

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

Research and development expenses decreased by $0.6 million to $14.1 million for the three months ended June 30, 2012, from $14.7 million
for the three months ended June 30, 2011. This was primarily due to a decrease of $0.7 million in salary and other personnel costs, primarily as a
result of our 2011 workforce reduction. We expect to continue to incur substantial research and development expenses in 2012, which we expect
will be slightly higher than the 2011 level. Prior to the FDA approval of lorcaserin, we recorded lorcaserin manufacturing costs as part of our
research and development expenses. However, with the FDA approval of lorcaserin, we will begin to record our lorcaserin manufacturing costs
in inventory and subsequently in cost of goods sold as the related inventory is sold. We expect such lorcaserin manufacturing costs to be
significant.

Of the $1.9 million total external clinical and preclinical study fees and expenses noted in the table above for the three months ended June 30,
2012, $1.1 million related to our lorcaserin program and $0.8 million related to our APD371 program. Included in the $1.9 million total external
clinical and preclinical study fees and expenses noted in the table above for the three months ended June 30, 2011, was $0.9 million related to
our lorcaserin program, $0.5 million related to our APD811 program, $0.3 million related to our APD334 program and $0.2 million related to
our GPR119 program for the potential treatment of type 2 diabetes.

General and administrative expenses. General and administrative expenses decreased by $0.9 million to $5.2 million for the three months
ended June 30, 2012, from $6.1 million for the three months ended June 30, 2011. This was primarily due to a $0.9 million decrease in patent
legal fees. We expect that our 2012 general and administrative expenses will be comparable to the 2011 level.

Amortization of acquired technology and other intangibles. We recognized $0.2 million for amortization of acquired technology and other
intangibles for both of the three-month periods ended June 30, 2012, and 2011. This amortization expense relates to the manufacturing facility
production licenses we acquired in January 2008, which are being amortized over their estimated useful life of 20 years. Using the exchange rate
in effect on June 30, 2012, we expect to record amortization expense of $0.7 million per year through 2027 for the manufacturing facility
production licenses.

Interest and other expense, net. Interest and other expense, net, increased by $21.1 million to $24.0 million for the three months ended
June 30, 2012, from $2.9 million for the three months ended June 30, 2011. This was primarily due to increases of (i) $17.0 million in the
non-cash loss from revaluation of our derivative liabilities mainly due to increases in our stock price and volatility, both of which are inputs into
our Black-Scholes option pricing model, and (ii) $4.7 million in the non-cash loss on extinguishment of debt. The interest expense recognized
for the three months ended June 30, 2012, included $0.2 million we paid Deerfield in cash, compared to $0.5 million we paid Deerfield in cash
for the three months ended June 30, 2011. Although we expect that our interest expense will decrease due to the May 2012 payoff of the
Deerfield loan, it will continue to be substantial due to payments on our lease financing obligations.
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SIX MONTHS ENDED JUNE 30, 2012, AND 2011

Revenues. We recognized revenues of $24.2 million during the six months ended June 30, 2012, compared to $7.2 million during the six months
ended June 30, 2011. Our revenues for the six months ended June 30, 2012, included (i) a $20.0 million non-refundable milestone payment that
we earned in connection with the FDA approval of lorcaserin, (ii) $2.3 million in manufacturing services revenue under our manufacturing
services agreement with Siegfried, (iii) $1.7 million from amortization of the $50.0 million non-refundable, upfront payment we received from
Eisai in July 2010 and (iv) $0.1 million from amortization of the $5.0 million non-refundable, upfront payment we received from Eisai in May
2012. Our revenues for the six months ended June 30, 2011, included (i) $2.7 million under our manufacturing services agreement with
Siegfried, (ii) $2.0 million from amortization of the July 2010 upfront payment from Eisai, (iii) $1.9 million from Eisai for reimbursements
related to additional lorcaserin development work and (iv) $0.5 million, primarily for patent activities, related to our former collaboration with
Ortho-McNeil-Janssen Pharmaceuticals, Inc.

Cost of contract manufacturing. We recognized cost of manufacturing services of $1.4 million and $4.7 million for the six months ended
June 30, 2012, and 2011, respectively. The amount recognized for the six months ended June 30, 2012, included a $0.7 million reduction in the
previously estimated contract loss provision for services expected to be rendered through December 31, 2012, as well as $0.3 million to reflect
the loss incurred on the services rendered. The amount recognized for the six months ended June 30, 2011, included a $1.9 million increase in
the contract loss provision estimated at that time.

Research and development expenses. Research and development expenses decreased $2.1 million to $28.5 million for the six months ended
June 30, 2012, from $30.6 million for the six months ended June 30, 2011. This was primarily due to decreases of (i) $2.1 million in salary and
personnel costs as a result of our 2011 workforce reduction and (ii) $0.6 million in facility and equipment costs, primarily depreciation expense.
These decreases were partially offset by a $1.0 million increase in external clinical and preclinical study fees and expenses. Included in the $4.7
million of total external clinical and preclinical study fees and expenses for the six months ended June 30, 2012, was $3.7 million related to our
lorcaserin program and $0.9 million related to our APD371 program. Included in the $3.7 million of total external clinical and preclinical study
fees and expenses for the six months ended June 30, 2011, was $1.4 million related to our APD811 program, $1.2 million related to our
lorcaserin program and $0.6 million related to our APD334 program.

General and administrative expenses. General and administrative expenses decreased $1.4 million to $11.6 million for the six months ended
June 30, 2012, from $13.0 million for the six months ended June 30, 2011. This was primarily due to a $1.5 million decrease in legal fees,
primarily patent fees, which was partially offset by a $0.6 million increase in non-cash share-based compensation.

Restructuring charges. We recognized no restructuring charges for the six months ended June 30, 2012, compared to $3.5 million for the six
months ended June 30, 2011, in connection with one-time employee termination costs, including severance and other benefits related to our
2011 workforce reduction.

Amortization of acquired technology and other intangibles. We recognized $0.3 million for amortization of acquired technology and other
intangibles for the six months ended June 30, 2012, compared to $0.6 million for the six months ended June 30, 2011. This decrease was
primarily due to reaching the end of the 10-year estimated useful life of the Melanophore screening technology in the quarter ended March 31,
2011.

Interest and other expense, net. Total interest and other expense, net, increased by $13.3 million to $30.9 million for the six months ended
June 30, 2012, from $17.6 million for the six months ended June 30, 2011, primarily due to an increase of $19.8 million in the non-cash loss
from revaluation of our derivative liabilities. This expense increase was partially offset by a (i) $4.2 million decrease in the non-cash loss on
extinguishment of debt and (ii) $2.4 million decrease in interest expense primarily related to the lower outstanding balance on our Deerfield loan
prior to its payoff in May 2012. The interest expense recognized for the six months ended June 30, 2012, included $0.6 million we paid
Deerfield in cash, compared to $1.4 million we paid Deerfield in cash for the six months ended June 30, 2011.

Deemed dividend related to beneficial conversion feature of convertible preferred stock. We recorded a deemed dividend of $2.8 million in
the six months ended June 30, 2012, upon the issuance of our formerly outstanding Series D Convertible Preferred Stock and, in the six months
ended June 30, 2011, we recorded a deemed dividend of $2.3 million upon the issuance of our formerly outstanding Series C Convertible
Preferred Stock. The fair value of the common stock into which both series of preferred stock was convertible on the respective dates of issuance
of the preferred stock exceeded the allocated proceeds on a relative fair value basis, resulting in the beneficial conversion feature.
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LIQUIDITY AND CAPITAL RESOURCES

We have accumulated a large deficit since inception that has primarily resulted from the significant research and development expenditures we
have made in seeking to identify and validate new drug targets and develop compounds that could become marketed drugs. Notwithstanding the
FDA approval of lorcaserin and related payments received and expected from Eisai, we expect that we will continue to incur losses, and that our
operating expenses will continue to be substantial, for at least the short term, as a result of manufacturing and commercializing lorcaserin,
conducting post-marketing studies of lorcaserin, seeking regulatory approval of lorcaserin outside of the United States and advancing other of
our current and future compounds and drug candidates.

Short term

As of June 30, 2012, we had $143.8 million in cash and cash equivalents. We believe our cash and cash equivalents will be sufficient to fund our
operations for at least the next 12 months. Other potential sources of liquidity in the short term include (i) payments from Eisai upon
achievement of milestones and Eisai�s sales of lorcaserin, (ii) entering into new collaborative, licensing or commercial agreements for lorcaserin
outside of North and South America or one or more of our other drug candidates or programs or our patent portfolios, (iii) equity, debt or other
financing and (iv) the sale or lease of facilities or other assets we own.

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

As part of the FDA�s approval of lorcaserin in June 2012, we and Eisai committed to conduct post-marketing studies to assess the safety and
efficacy of lorcaserin for weight management in obese pediatric patients, as well as to evaluate the effect of long-term treatment with lorcaserin
on the incidence of major adverse cardiovascular events in overweight and obese subjects with cardiovascular disease or multiple cardiovascular
risk factors. With respect to such studies, which we expect will take several years to complete, Eisai will bear 90% and we will bear 10% of the
expenses for the cardiovascular outcomes trial, and Eisai and we will share equally the costs of certain pediatric studies.

Eisai is responsible for regulatory activities related to the lorcaserin NDA and for the regulatory activities for obtaining marketing approval in
any country in the additional territories. If the regulatory authority for a country in the additional territories requires development work before or
following approval of lorcaserin in such country, Eisai will bear 90% and we will bear 10% of the expenses for such work, with the exception of
the expenses for stability testing which will be shared equally by the parties. We also expect to incur costs for lorcaserin manufacturing.

In connection with the FDA approval of lorcaserin, we received a $20.0 million non-refundable milestone payment from Eisai. In addition, we
will receive milestone payments from Eisai of $5.0 million upon the DEA�s scheduling designation for lorcaserin and $60.0 million upon the
later to occur of the DEA�s scheduling designation and our delivery of product supply for launch, as well as subsequent payments based on Eisai�s
sales of lorcaserin.

In January 2008, we acquired from Siegfried certain drug product manufacturing assets under an asset purchase agreement, and, in connection
with such purchase, also entered into a manufacturing services agreement and a technical services agreement with Siegfried. Under the
agreements, as amended, Siegfried agreed (i) to use its reasonable commercial effort to order from Arena GmbH 200 million units of drug
product from January 1, 2012, to June 30, 2012, (ii) to order 80% of its requirements of certain drug products from Arena GmbH for the
calendar year 2012 at agreed upon prices, and (iii) to reduce its fees for providing Arena GmbH with certain technical and business services. The
agreed upon prices, which are generally below Arena GmbH�s cost, were reduced from those in prior years. Accordingly, we expect the cash we
receive from Siegfried in 2012 will be lower than in previous years due to decreases in both prices and units manufactured.

We expect that our research and development expenditures will be slightly higher in 2012 than in 2011 as we continue to fund lorcaserin-related
activities, and, at the same time, selectively advance certain of our research and development programs.

Long term

We will need substantial cash to achieve our objectives of discovering, developing and commercializing drugs, and this process typically takes
many years and potentially several hundreds of millions of dollars. We may not have adequate available cash, or assets that could be readily
turned into cash, to meet these objectives in the long term. We will need to obtain significant funds under our Marketing and Supply Agreement
with Eisai, under new collaborative, licensing or other commercial agreements for our drug candidates and programs and patent portfolios, or
from other potential sources of liquidity, which may include the public and private financial markets.
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We expect to continue to incur substantial costs for lorcaserin, including costs related to manufacturing and post-marketing studies. With respect
to the post-marketing studies we and Eisai committed to as part of the FDA approval of lorcaserin, Eisai will bear 90% and we will bear 10% of
the expenses for the cardiovascular outcomes trial, and Eisai and we will share equally the costs of certain pediatric studies. We expect it will
take several years to complete these studies. Eisai is responsible for regulatory activities related to the lorcaserin NDA and for the regulatory
activities for obtaining marketing approval in any country in the additional territories. If the regulatory authority for a country in the additional
territories requires development work before or following approval of lorcaserin in such country, Eisai will bear 90% and we will bear 10% of
the expenses for such work, with the exception of the expenses for stability testing which will be shared equally by the parties.

Subject to applicable regulatory approval in the additional territories, we expect Eisai to commercialize lorcaserin in most of North and South
America, including Canada, Mexico and Brazil, under our Marketing and Supply Agreement. With respect to commercializing lorcaserin outside
of North and South America, including in the European Union and Asia, we will need additional funds or a collaborative or other agreement
with one or more pharmaceutical companies.

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

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

Sources and Uses of Our Cash

Net cash used in operating activities decreased by $9.5 million to $34.5 million in the six months ended June 30, 2012, compared to
$44.0 million in the six months ended June 30, 2011. This decrease was primarily the result of (i) changes in our operating assets and liabilities,
including a $20.0 million increase in accounts receivable related to the milestone payment from Eisai that we earned in connection with the FDA
approval of lorcaserin, (ii) a $14.1 million decrease in our net loss and (iii) an increase of $13.6 million in our non-cash expenses, including a
$19.8 million increase in our loss from revaluation of our derivative liabilities.

Net cash of $0.6 million and $0.2 million was used in investing activities in the six months ended June 30, 2012, and June 30, 2011,
respectively, primarily due to purchases of equipment and improvements to our facilities. We expect that our 2012 capital expenditures will
increase over the 2011 amount due to deferments of capital spending in previous years.

Net cash of $121.2 million was provided by financing activities in the six months ended June 30, 2012, primarily due to net proceeds of (i) $65.7
million from a public offering of 12,650,000 shares of our common stock at $5.50 per share, (ii) $27.9 million, after prepayment of $5.0 million
of loan principal, from the sale of 9,953,250 shares of our common stock and 9,953 shares of our preferred stock (subsequently converted in full
into 9,953,250 shares of our common stock) to Deerfield, (iii) $24.7 million from the sale of 14,414,370 shares of common stock under an equity
line of credit agreement with Azimuth Opportunity, L.P. and (iv) $12.8 million from Deerfield�s exercise of warrants to purchase 7,642,179
shares of our common stock using cash. These proceeds were partially offset by principal repayments to Deerfield totaling $22.3 million. Net
cash of $10.1 million was used in financing activities during the six months ended June 30, 2011, primarily due to principal repayments to
Deerfield totaling $37.7 million and payments to Siegfried totaling $7.3 million. These repayments were partially offset by net proceeds of $35.3
million from the sale of 12,150,000 shares of our common stock and 12,150 shares of our preferred stock (subsequently converted in full into
12,150,000 shares of our common stock) to Deerfield.
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Contractual Obligations

In May 2007, pursuant to an agreement that was originally with BioMed Realty, L.P., a Maryland limited partnership, or BioMed, and later
assigned by BioMed to one of its subsidiaries, BMR-6114-6154 Nancy Ridge Drive LLC, a Delaware limited liability company, or BMR, we
sold to BMR three of our US properties and our right, title and interest in the option to purchase a fourth US property, which we were leasing
from another lessor. In connection with this transaction, we also (i) entered into agreements with BMR to lease back the properties under 20-year
leases and (ii) agreed that, upon the exercise of the option on the fourth property, we would continue to lease such property, but with BMR for a
term that is concurrent with the leases for the other three properties.

In April 2012, BMR exercised its option and purchased the fourth property. As a result of the purchase, we are obligated to lease this property
through May 2027, which resulted in an operating lease obligation of $14.2 million over the term of this lease. In addition, subject to certain
restrictions, we have the option to repurchase this property, as well as the other three properties, on the 10th, 15th or 20th anniversary of the May
2007 execution date of the leases, and earlier if the leases are terminated under certain circumstances.

Other than this additional future obligation, there have been no material changes to the contractual obligations set forth in our 2011 Annual
Report.

CRITICAL ACCOUNTING POLICIES AND MANAGEMENT ESTIMATES

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

Our critical accounting policies include:

Revenue recognition. Our revenues to date have been generated primarily through collaborative agreements and a manufacturing services
agreement. Our collaborative agreements can include multiple elements including commercialization rights, research and development services
and manufacturing. Consideration we receive under these arrangements may include upfront payments, research and development funding, cost
reimbursements and milestone payments. We recognize revenue when there is persuasive evidence that an arrangement exists, title has passed,
the price is fixed or determinable, and collectability is reasonably assured. Any advance payments we receive in excess of amounts earned are
classified on our consolidated balance sheet as deferred revenues until earned.

We adopted revised guidance on accounting for revenue arrangements involving multiple elements on January 1, 2011, on a prospective basis,
for agreements we entered into or materially modified after adoption. This updated guidance (i) relates to whether multiple deliverables exist,
how the deliverables in a revenue arrangement should be separated and how the consideration should be allocated, (ii) requires companies to
allocate revenues in an arrangement using estimated selling prices of deliverables if a vendor does not have vendor-specific objective evidence
or third-party evidence of selling price and (iii) eliminates the use of the residual method and requires companies to allocate revenues using the
relative selling price method.

Since adoption of this guidance, we evaluate deliverables in a multiple-element arrangement to determine whether each represents a separate
unit of accounting. A deliverable constitutes a separate unit of accounting when it has standalone value to the customer and there are no
customer return rights for the delivered elements. Items are considered to have standalone value when they could be sold separately by any
vendor or when the customer could resell the item on a standalone basis. If these criteria are not met, we combine the deliverable with the
undelivered elements and allocate the consideration and recognize revenue for the combined unit as a single unit. We allocate the consideration
to each unit of accounting at the inception of the arrangement based on the relative selling price.

For agreements that we entered into prior to the adoption of the revised multiple-element guidance, if fair value exists for the undelivered and
delivered elements whereby such elements have standalone value, we allocate the consideration to the elements based on their relative fair
values. In cases where fair value exists for the undelivered elements but does not exist for the delivered elements, we use the residual method to
allocate the arrangement consideration. In cases where fair value does not exist for the undelivered elements in an arrangement, we account for
the transaction as a single unit of accounting.
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We typically defer non-refundable upfront payments received under our collaborations if associated with future performance, and recognize
them on a straight-line basis over the period in which we expect to have significant involvement or perform services, based on various factors
specific to each collaboration. Amounts we receive for research funding are recognized as revenue as the services are performed. For amounts
received from the reimbursement of out-of-pocket expenses for research and development activities where we control the activities, with
discretion to choose suppliers, bear credit risk and perform part of the services when required, we record the revenue for the gross amount of the
reimbursement. The costs associated with such reimbursements are reflected as a component of research and development expense in our
consolidated statements of operations.

Under the milestone method, we recognize revenue that is contingent upon the achievement of a substantive milestone in its entirety in the
period in which the milestone is achieved. A milestone is an event (i) that can be achieved in whole or in part on either our performance or on
the occurrence of a specific outcome resulting from our performance, (ii) for which there is substantive uncertainty at the date the arrangement is
entered into that the event will be achieved and (iii) that would result in additional payments being due us. A milestone payment is considered
substantive when the consideration payable to us for each milestone (a) is consistent with our performance necessary to achieve the milestone or
the increase in value to the collaboration resulting from our performance, (b) relates solely to our past performance and (c) is reasonable relative
to all of the other deliverables and payments within the arrangement. In making this assessment, we consider all facts and circumstances relevant
to the arrangement, including factors such as the scientific, regulatory, commercial and other risks that must be overcome to achieve the
respective milestone, the level of effort and investment required to achieve the respective milestone and whether any portion of the milestone
consideration is related to future performance or deliverables. Other contingent event-based payments received for which payment is either
contingent solely upon the passage of time or the result of our collaborator�s performance are not considered milestones and are recognized when
earned.

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

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

Derivative liabilities. We account for our warrants and other derivative financial instruments as either equity or liabilities based upon the
characteristics and provisions of each instrument. Warrants classified as equity are recorded as additional paid-in capital on our consolidated
balance sheet and no further adjustments to their valuation are made. Some of our warrants were determined to be ineligible for equity
classification because of provisions that may result in an adjustment to their exercise price. Warrants classified as derivative liabilities and other
derivative financial instruments that require separate accounting as liabilities are recorded on our consolidated balance sheet at their fair value on
the date of issuance and will be revalued on each subsequent balance sheet date until such instruments are exercised or expire, with any changes
in the fair value between reporting periods recorded as other income or expense. We estimate the fair value of these liabilities using the
Black-Scholes option pricing model, which is affected by our stock price on the date of grant, as well as assumptions regarding other subjective
variables. Changes in the assumptions used could have a material impact on the resulting fair value.

Share-based compensation. We recognize compensation expense for all of our share-based awards based on the grant-date fair value. We
determine the grant-date fair value of share-based awards by using the Black-Scholes option pricing model, which is affected by our stock price
on the date of grant, as well as assumptions regarding other subjective variables. These assumptions include, but are not limited to, our expected
stock price volatility over the term of the awards, the risk-free interest rate and the expected term of awards. Changes in the assumptions used
could have a material impact on the compensation expense we recognize.

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

The above listing is not intended to be a comprehensive list of all of our accounting policies. In many cases, the accounting treatment of a
particular transaction is specifically dictated by GAAP. See our audited consolidated financial statements and notes thereto included in our
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Item 3. Quantitative and Qualitative Disclosures About Market Risk.
There have been no material changes from the information we included in this section of our Annual Report on Form 10-K for the year ended
December 31, 2011.

Item 4. Controls and Procedures.
Based on an evaluation carried out as of the end of the period covered by this quarterly report, under the supervision and with the participation of
our management, including our President and Chief Executive Officer and Senior Vice President, Finance and Chief Financial Officer, of the
effectiveness of our disclosure controls and procedures, our President and Chief Executive Officer and Senior Vice President, Finance and Chief
Financial Officer have concluded that, as of the end of such period, our disclosure controls and procedures (as defined in Rule 13a-15(e) under
the Securities Exchange Act of 1934) were effective at the reasonable assurance level. There was no change in our internal control over financial
reporting that occurred during the quarter covered by this quarterly report that has materially affected, or is reasonably likely to materially affect,
our internal control over financial reporting.

PART II. OTHER INFORMATION

Item 1. Legal Proceedings.
Beginning on September 20, 2010, a number of complaints were filed in the US District Court for the Southern District of California against us
and certain of our current and former employees and directors on behalf of certain purchasers of our common stock. The complaints have been
brought as purported stockholder class actions, and, in general, include allegations that we and certain of our current and former employees and
directors violated federal securities laws by making materially false and misleading statements regarding our lorcaserin program, thereby
artificially inflating the price of our common stock. The plaintiffs are seeking unspecified monetary damages and other relief. On November 19,
2010, eight prospective lead plaintiffs filed motions to consolidate, appoint a lead plaintiff, and appoint lead counsel. The Court took the motions
to consolidate under submission on January 14, 2011. On August 8, 2011, the Court consolidated the actions and appointed a lead plaintiff and
lead counsel. On November 1, 2011, the lead plaintiff filed a consolidated amended complaint. On December 30, 2011, we filed a motion to
dismiss the consolidated amended complaint. The motion to dismiss has been fully briefed and the Court took the motion to dismiss under
submission on April 13, 2012. In addition to the class actions, a complaint involving similar legal and factual issues has been brought by at least
one individual stockholder and is pending in federal court. On December 30, 2011, we filed a motion to dismiss the stockholder�s complaint. The
motion to dismiss has been fully briefed and the Court took the motion to dismiss under submission on April 13, 2012. We intend to defend
against the claims advanced and to seek dismissal of these complaints. Due to the early stage of these proceedings, we are not able to predict or
reasonably estimate the ultimate outcome or possible losses relating to these claims.

On September 24, 2010, a stockholder derivative complaint was filed in the Superior Court of California for the County of San Diego against
certain of our current and former employees and directors, and other stockholder derivative complaints were subsequently filed in state court. On
October 19, 2010, the Superior Court ordered that the pending state derivative actions be consolidated. The Superior Court also ordered that later
filed, related state derivative actions be consolidated as well. We refer to the consolidated state derivative actions as the State Derivative Action.
In November 2010, plaintiffs in the State Derivative Action filed a consolidated stockholder derivative complaint. We filed a demurrer to the
consolidated stockholder derivative complaint on February 15, 2011. On October 6, 2010, a stockholder derivative complaint was filed in the US
District Court for the Southern District of California. Thereafter, a number of other stockholder derivative complaints were also filed in federal
court. On March 3, 2011, the federal court ordered that the pending federal derivative actions be consolidated. The federal court also ordered that
later filed, related federal derivative actions be consolidated as well. We refer to the consolidated federal derivative actions as the Federal
Derivative Action. We refer to the State Derivative Action and the Federal Derivative Action collectively as the Derivative Actions. The
Derivative Actions allege breaches of fiduciary duties by the defendants and other violations of law. In general, the Derivative Actions allege
that certain of our current and former employees and directors caused or allowed for the dissemination of materially false and misleading
statements regarding our lorcaserin program, thereby artificially inflating the price of our common stock. On September 9, 2011, we and lead
counsel for the plaintiffs in the Derivative Actions entered into a stipulation of settlement to resolve the Derivative Actions. The current and
former employees and directors named as individual defendants in the Derivative Actions have also entered into the stipulation of settlement. On
October 19, 2011, the Superior Court of California entered an order preliminarily approving the proposed settlement. On December 16, 2011,
the Superior Court of California issued its final order and judgment approving the settlement and dismissing the State Derivative Action with
prejudice. On December 29, 2011, the US District Court issued an order dismissing the Federal Derivative Action with prejudice. In accordance
with the terms of the settlement, and in exchange for a release of all claims by the plaintiffs, among others, we agreed to adopt certain corporate
governance measures and cause our insurers to pay the plaintiffs� attorneys a total of $1.1 million. The time for appeals of the settlement of the
Derivative Actions has lapsed without any appeal.
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Item 1A. Risk Factors.
RISK FACTORS

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

The risk factors set forth below with an asterisk (*) before the title are new risk factors or ones containing substantive changes, including any
material changes, from the risk factors previously disclosed in Item 1A to Part I of our Annual Report on Form 10-K for the year ended
December 31, 2011, as filed with the Securities and Exchange Commission, or SEC.

Risks Relating to Our Business

*Our prospects are highly dependent on the success of lorcaserin (which is also known as BELVIQ), our first and only FDA approved
drug. To the extent lorcaserin is not commercially successful, our business, financial condition and results of operations would be
materially adversely affected and the price of our common stock would likely decline.

We are focusing a significant portion of our activities and resources on lorcaserin, and we believe our prospects are highly dependent on, and a
significant portion of the value of our company relates to, the successful commercialization of lorcaserin in the United States and potentially in
additional territories. The marketing approval and successful commercialization of lorcaserin is subject to many risks, including the risks
discussed in other risk factors, and lorcaserin may not receive marketing approval from any other regulatory agencies. If the results of the
regulatory process, the anticipated or actual timing and plan for commercializing, the market acceptance, new clinical trials and preclinical
studies, or other actions and decisions related to lorcaserin do not meet our, your, analysts� or others� expectations, the market price of our
common stock could decline significantly.

The US Food and Drug Administration, or FDA, approval of lorcaserin includes the following limitations of use: (i) the safety and efficacy of
coadministration of BELVIQ with other products intended for weight loss including prescription drugs (e.g., phentermine), over-the-counter
drugs, and herbal preparations have not been established, and (ii) the effect of BELVIQ on cardiovascular morbidity and mortality has not been
established.

In connection with approving lorcaserin, the FDA recommended to the US Drug Enforcement Administration, or DEA, that it be classified as a
Schedule IV drug. Lorcaserin will not be commercially available in the United States until the DEA provides the final scheduling designation.
Lorcaserin will be marketed in the United States by Eisai Inc., or Eisai, under the Amended and Restated Marketing and Supply Agreement, or
Marketing and Supply Agreement, between Eisai and our wholly owned subsidiary, Arena Pharmaceuticals GmbH, or Arena GmbH.

We expect that revenues under the Marketing and Supply Agreement will constitute the majority of our revenues over the next several years, and
future payments to us under the agreement will substantially depend on the achievement of additional milestones and lorcaserin product sales.
Our agreement with Eisai may be terminated early in certain circumstances, in which case we may not receive additional milestone or other
payments under the agreement. We cannot guarantee if or when any milestones or lorcaserin product sales under our agreement with Eisai will
be achieved or paid in the future.
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We have not received regulatory approval for lorcaserin in any territories outside of the United States, nor do we have any marketing and supply
agreements or similar arrangements in place other than the Marketing and Supply Agreement, which covers most of North and South America.
We are seeking regulatory approval for lorcaserin in the European Union and Switzerland, and plan to seek regulatory approval for lorcaserin in
other territories, but there is no assurance that any of our pending or future regulatory applications will be approved. We also plan to enter into
marketing and supply agreements or similar arrangements with one or more pharmaceutical companies to commercialize lorcaserin in territories
outside of North and South America, but there is no assurance that we will be able to do so at all or on terms that you or others view as
favorable.

In the United States, the degree of market acceptance and commercial success of lorcaserin, and our revenues, will depend on a number of
factors, including the following, as well as other risks identified in other risk factors:

� the DEA�s scheduling designation for lorcaserin, which designation may take longer and be more restrictive than we or others expect;

� the successful launch of lorcaserin and growth of commercial sales;

� the number of patients with the potential to use lorcaserin, the number of patients treated with lorcaserin and the results achieved by
patients treated with lorcaserin;

� the pace of market acceptance, which may depend on the timing and impact of competition and lorcaserin�s perceived advantages or
disadvantages over alternative treatments (including relative convenience and ease of administration and prevalence and severity of
any adverse events, including any unexpected adverse events);

� the actual and perceived safety and efficacy of lorcaserin among actual or potential patients, healthcare providers and
others in the medical community, regulatory agencies and insurers and other payers, on both a short- and long-term basis;

� incidence and severity of any side effects, including as a result of off-label use;

� new data relating to lorcaserin, including as a result of additional studies, trials or analyses;

� physicians may not prescribe, and patients may not take, lorcaserin until at least results from our required post-marketing studies are
available or other long-term efficacy and safety data exists;

� the claims, limitations, warnings and other information in lorcaserin�s current or future labeling;

� Eisai�s establishment and maintenance of an effective sales force and medical affairs and related functions, and its sales, marketing
and other representatives accurately describing lorcaserin consistent with its approved labeling;

� lorcaserin�s commercial price and perceived cost-effectiveness;
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� the ability of patients and physicians and other providers to obtain and maintain sufficient coverage and reimbursement, if any, by
third-party payers, including government payers;

� the ability of group purchasing organizations, or GPOs, including distributors and other network providers, to sell lorcaserin to their
constituencies; and

� the establishment and maintenance of adequate commercial manufacturing capabilities ourselves or through third-party
manufacturers, our ability to meet commercial demand for lorcaserin and supply chain issues.

If lorcaserin is approved in territories outside the United States, the degree of market acceptance and commercial success of lorcaserin in these
territories, and our revenues, will depend on similar factors as in the United States, as well as territory-specific risks.

We cannot predict the extent to which lorcaserin will be utilized by patients in the United States or, subject to applicable regulatory approval,
other patients in other territories, or whether physicians, healthcare insurers or maintenance organizations, or the medical community in general,
will accept or utilize lorcaserin. The potential population of patients eligible for treatment with lorcaserin may be reduced based on the
limitations for use included in the approved label. Our, Eisai�s and others� efforts to educate the medical community and third-party payers
regarding the benefits of lorcaserin will require significant resources and may not be successful in achieving the objectives. If lorcaserin does not
achieve sufficient market acceptance in the United States, and ultimately in other territories, the revenues we generate from sales will be limited
and our business may not be profitable.
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*Data generated or analyzed with respect to reported adverse safety events following marketing and with respect to future studies and
clinical trials may result in decreased demand, lower sales, product recall or regulatory action.

A New Drug Application, or NDA, holder is responsible for assessing and monitoring the safety of a drug that has been approved for marketing.
In addition, as a condition to obtaining FDA approval of lorcaserin, we and Eisai committed to conduct post-marketing studies, including
evaluation of the effect of long-term treatment with lorcaserin on the incidence of major adverse cardiovascular events in overweight and obese
subjects with cardiovascular disease or multiple cardiovascular risk factors. The cardiovascular outcomes trial will include echocardiographic
assessments. In addition, we may decide or need to conduct additional studies, clinical trials or analyses of lorcaserin, including in connection
with seeking regulatory approval of lorcaserin outside of the United States.

New data about lorcaserin, including from adverse event reports, post-marketing studies and trials in the United States, and registration and other
studies and trials in territories outside the United States, may result in label changes and may adversely affect sales or result in withdrawal of
lorcaserin from the market. Foreign regulatory agencies may also consider the new data in reviewing lorcaserin marketing applications in their
territories or impose post-approval requirements that require significant additional expenditures. Furthermore, the discovery of significant
problems with a product or class of products similar to lorcaserin could have an adverse effect on the lorcaserin program, including
commercialization.

In addition, new data or other information, including information about product misuse, may lead government agencies, professional societies,
practice management groups or organizations involved in various diseases to publish guidelines or recommendations related to the use of
lorcaserin or place restrictions on sales. Such guidelines or recommendations may lead to lower sales of lorcaserin.

*Our forecasting of lorcaserin sales will be difficult due to uncertainty about the timing of launch, the rate of adoption and other aspects
of commercialization. If our lorcaserin revenue projections are inaccurate, our business may be harmed and our stock price may be
adversely affected.

Our business planning requires us to forecast demand and revenues despite numerous uncertainties. Actual results may deviate materially from
projected results for various reasons, including the following, as well as risks discussed in other risk factors:

� uncertainty relating to the timing and results of the DEA scheduling process;

� uncertainty relating to the timing of the launch and rate of adoption;

� uncertainty related to pricing, reimbursement, competition and others aspects of commercialization;

� lack of patient and physician familiarity with lorcaserin;

� lack of patient use and physician prescribing history; and

� lack of commercialization experience for lorcaserin, in particular, and weight loss drugs, in general.
The extent to which any of these or other factors individually or in the aggregate may impact sales of lorcaserin is uncertain and difficult to
predict. This may lead to lower than expected revenue, inefficiency in expenditures and increased difficulty in operational planning. Revenue
shortfalls would have a negative impact on our cash flow and on our business in general. In addition, our quarterly results may greatly fluctuate,
including in the near-term, and such fluctuations can adversely affect the market price of our common stock, perceptions of our ability to
forecast demand and revenues, and our ability to maintain and fund our operations.

*We will need to further collaborate or obtain additional funds to conduct our planned research, development and commercialization
efforts; we may not be able to further collaborate or obtain adequate funds, your ownership may be substantially diluted if we do obtain
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additional funds, and you may not agree with the manner in which we allocate our available resources; and we may never become
profitable.

We have accumulated a large deficit since inception that has primarily resulted from the significant research and development expenditures we
have made in seeking to identify and validate new drug targets and develop compounds that could become marketed drugs. We expect that our
losses and operating expenses may continue to be substantial for at least the short term.

Lorcaserin will not be commercially available in the United States until after the DEA provides the final scheduling designation, which
designation may take significantly longer or be more restrictive than we or others expect. All of our other programs are in the research or early
development stage, and we may not have adequate funds to develop our compounds into marketed drugs. It takes many years and potentially
hundreds of millions of dollars to successfully develop a preclinical or early clinical compound into a marketed drug, and our efforts may not
result in marketed drugs.
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Even if Eisai begins to market lorcaserin under the Marketing and Supply Agreement, we cannot assure you that any additional payments we
receive under such agreement will be sufficient to fund our planned research and development and other activities or to result in profitability.
We will need to enter into marketing and supply agreements or other arrangements with one or more pharmaceutical companies, or obtain
additional funds, to commercialize lorcaserin outside of North and South America. We may not able to enter into any such agreement or obtain
additional funds, on terms that we or third parties, including investors or analysts, view as favorable, if at all.

Our ability to enter into new collaborations for lorcaserin or other of our drug candidates, and our ability to raise funds in the capital markets on
terms that you or others view as favorable, may depend on the outcomes of regulatory applications for marketing approval or additional
preclinical and clinical testing. We do not control these outcomes.

We may allocate our resources in ways that do not improve our results of operations or enhance the value of our assets. Our stockholders and
others may also not agree with the manner in which we choose to allocate our resources. Any failure to apply our resources effectively could
have a material adverse effect on our business or the development of our drug candidates and cause the price of our common stock to decline.

In addition, if we experience a significant setback or delay, particularly with regard to lorcaserin, or adequate funding is not available, we may
eliminate or postpone or scale back some or all of our research or development programs or delay the advancement of one or more of such
programs, including in ways with which our stockholders or others may not agree. Any such reductions may adversely impact our lorcaserin
development and commercialization timeline or narrow or slow the development of our pipeline, which we believe would reduce our
opportunities for success and result in a decline in the market price of our common stock.

We have been opportunistic in our efforts to obtain cash, and we expect to continue to evaluate various funding alternatives from time to time. If
we obtain additional funding, it may adversely affect the market price of our common stock.

*If we are unable to obtain marketing approvals for lorcaserin outside the United States, or if we are significantly delayed or limited in
doing so, our results of operations and business will be materially and adversely affected and our stock price would likely decline.

In March 2012, we filed a Marketing Authorization Application, or MAA, for lorcaserin in the European Union, and the European Medicines
Agency, or EMA, accepted the filing for review. In July 2012, we filed an MAA for lorcaserin with the Swiss health authority, Swissmedic, and
Swissmedic has accepted the filing for review. Independently or with one or more pharmaceutical companies, we also plan to seek regulatory
approval of lorcaserin in additional territories.

Despite the FDA�s approval of lorcaserin, we cannot assure you or predict with any certainty that any other regulatory authority will grant
marketing approval for lorcaserin, or the expected timeframe of any such approval. The review and potential approval of lorcaserin carries many
risks and uncertainties, and our lorcaserin regulatory submissions outside of the United States may not be satisfactory to the applicable
regulatory authorities, including with regard to demonstrating adequate safety and efficacy for regulatory approval. We have made, and expect to
make in the future, assumptions, estimations, calculations and decisions as part of our analyses of data and regulatory submissions, and the
applicable regulatory authorities may not accept or agree with our assumptions, estimations, calculations, decisions or analyses or may interpret
or weigh the importance of data differently.

Furthermore, as was the case with FDA approval, other regulatory approvals, even if obtained, may be limited to specific indications, limit the
type of patients in which the drug may be used, or otherwise require specific warning or labeling language, any of which might reduce the
commercial potential of lorcaserin. As with the FDA�s approval of lorcaserin, regulatory authorities in other territories may condition lorcaserin
marketing approval on the conduct of specific post-marketing studies to further evaluate safety and efficacy, in either particular or general
patient populations or both. The results of these studies, discovery of previously unknown issues involving safety or efficacy or failure to
comply with post-approval regulatory requirements, including requirements with respect to manufacturing practices, reporting of adverse effects,
advertising, promotion and marketing, may result in restrictions on the marketing of lorcaserin or the withdrawal of lorcaserin from the market.

With respect to the European Union, we have received a 120 day list of questions from the EMA�s Committee for Medicinal Products for Human
Use, or CHMP. We cannot assure you that we will be able to timely respond or that our response will be sufficient for approval, and we may
never receive marketing authorization in the Europe Union.
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*Our development and commercialization of lorcaserin may be adversely impacted by cardiovascular side effects associated with drugs
used for the treatment of obesity.

We developed lorcaserin to more selectively stimulate the serotonin 2C receptor than did fenfluramine or dexfenfluramine because we believe
this may avoid the cardiovascular side effects associated with fenfluramine and dexfenfluramine (often used in combination with phentermine,
the combination of which was commonly referred to as �fen-phen�). These two drugs were serotonin-releasing agents and non-selective serotonin
receptor agonists, and were withdrawn from the market in 1997 after reported incidences of heart valve disease and pulmonary hypertension
associated with their usage. In in vitro studies examining affinity, activity and serotonin receptor subtype specificity, lorcaserin demonstrated
affinity for, and activity at, serotonin 2A, 2B and 2C receptors, but demonstrated greater affinity, activity and selectivity for the serotonin 2C
receptor than for the serotonin 2A and 2B receptors. Activation of the latter two receptors has been associated with undesirable effects.
Activation of the 2A receptor has been associated with central nervous system, or CNS, effects, including altered perception, mood and abuse
potential, and activation of the 2B receptor has been associated with cardiac valvulopathy.

We may not be correct in our belief that more selectively stimulating the serotonin 2C receptor will avoid these undesired side effects, or
lorcaserin�s selectivity profile may not be adequate to avoid these side effects. Lorcaserin�s selectivity profile and the potential relationship
between the activity of lorcaserin and the activity of fenfluramine and dexfenfluramine may result in increased FDA, EMA or other regulatory
scrutiny of the safety of lorcaserin and may raise potential adverse publicity, which could affect enrollment of any future clinical trials or sales.
In addition, we cannot guarantee that the EMA or other regulatory authorities will find our safety data to be sufficient to approve lorcaserin for
marketing outside of the United States.

As a condition to obtaining FDA approval of lorcaserin, we and Eisai committed to conduct post-marketing studies to, among other things,
evaluate the effect of long-term treatment with lorcaserin on the incidence of major adverse cardiovascular events in overweight and obese
subjects with cardiovascular disease or multiple cardiovascular risk factors. The cardiovascular outcomes trial will include echocardiographic
assessments, and the results of such trial and assessments may be unfavorable. Unfavorable results from these studies could negatively impact
the commercialization of lorcaserin, limit the revenues we generate from sales, result in lorcaserin�s withdrawal from the market, and preclude us
from achieving or sustaining profitability.

*We are dependent on the Marketing and Supply Agreement with Eisai and the failure to maintain such agreement, or poor
performance under such agreement, could negatively impact our business.

Eisai has primary responsibility for the commercialization of lorcaserin in the United States, as well as other territories in North and South
America, and we have limited control over the amount and timing of resources that Eisai will dedicate to the commercialization of lorcaserin.
Eisai is also responsible for compliance with certain regulatory requirements.

We are subject to a number of other risks associated with our dependence on the Marketing and Supply Agreement, including:

� Eisai may not comply with applicable regulatory guidelines with respect to commercializing lorcaserin, which could adversely
impact commercialization or any development of lorcaserin;

� there could be disagreements regarding the agreement or the study or development of lorcaserin that delay or terminate the research,
study, development or commercialization of lorcaserin, delay or eliminate potential payments under the agreement or increase our
costs under the agreement; or

� Eisai may not perform as expected, including with regard to making research, study, development, milestone or other payments
under the agreement, and such agreement may not provide adequate protection or may not be effectively enforced.

Eisai and we each have the right to terminate the agreement in certain circumstances. Eisai and we could also agree to amend the terms of the
agreement, and we or others, including investors and analysts, may not view any amendments as favorable. If the agreement is terminated early,
we may not be able to find another company to further develop and commercialize lorcaserin in the covered territories on acceptable terms, if at
all, and even if we elected to pursue further development or commercialization of lorcaserin on our own, we might not have the funds, or
otherwise be able, to do so successfully.
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We may enter into additional agreements for the commercialization of lorcaserin or other of our drug candidates, and may be similarly
dependent on the performance of third parties with similar and potentially company-specific risks.
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*We are responsible for supplying Eisai with lorcaserin for commercial sales. We rely to an extent on other companies, including
third-party manufacturers, and we or such other companies may encounter failures or difficulties that could adversely affect the
commercial production of lorcaserin or the clinical development or regulatory approval of our drug candidates.

Under the Marketing and Supply Agreement, we are the exclusive supplier of lorcaserin to Eisai. Arena GmbH owns and operates a
manufacturing facility in Switzerland that will produce finished drug product for lorcaserin and, ultimately, certain of our other drug candidates.
Arena GmbH is currently our only source for finished drug product of lorcaserin. In addition, we do not own or operate manufacturing facilities
that can produce active pharmaceutical ingredient, or API, intermediates and other material required to make lorcaserin and other of our drug
candidates, or finished drug product for all of our drug candidates. Accordingly, we must either develop such facilities, which would require
substantial additional funds, or rely on third-party manufacturers for such production. We currently contract with other companies to produce
API, intermediates and other materials. Our dependence on others for the manufacture of our drug candidates may adversely affect our ability to
develop and deliver drug products on a timely and competitive basis.

Any performance failure on the part of us or a third-party manufacturer could delay or otherwise adversely affect the sales of lorcaserin or the
clinical development or regulatory approval of lorcaserin or other of our drug candidates. We or third-party manufacturers may encounter
difficulties involving production yields, regulatory compliance, lot release, quality control and quality assurance, as well as shortages of
qualified personnel. Approval of lorcaserin and other of our drug candidates could be delayed, limited or denied if the applicable regulatory
authority does not approve our or a third-party manufacturer�s processes or facilities. Moreover, the ability to adequately and timely manufacture
and supply drug product is dependent on the uninterrupted and efficient operation of the manufacturing facilities, which is impacted by many
manufacturing variables including:

� availability or contamination of raw materials and components used in the manufacturing process, particularly those for which we
have no other source or supplier;

� capacity of our facilities or those of our contract manufacturers;

� facility contamination by microorganisms or viruses or cross contamination;

� compliance with regulatory requirements, including Form 483 notices and Warning Letters;

� changes in actual or forecasted demand;

� timing and number of production runs;

� production success rates and bulk drug yields; and

� timing and outcome of product quality testing.
In addition, we or our third-party manufacturers may encounter delays and problems in manufacturing our drug candidates or drugs for a variety
of reasons, including accidents during operation, failure of equipment, delays in receiving materials, natural or other disasters, political or
governmental changes, or other factors inherent in operating complex manufacturing facilities. Supply chain management is complex, and
involves sourcing from a number of different companies and foreign countries. Commercially available starting materials, reagents and
excipients may be or become scarce or more expensive to procure, and we may not be able to obtain favorable terms in agreements with
subcontractors. We or our third-party manufacturers may not be able to operate our respective manufacturing facilities in a cost-effective manner
or in a time frame that is consistent with our expected future manufacturing needs. If we or our third-party manufacturers cease or interrupt
production or if our third-party manufacturers and other service providers fail to supply materials, products or services to us for any reason, such
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interruption could delay progress on our programs, or interrupt the commercial supply, with the potential for additional costs and lost revenues.
If this were to occur, we may also need to seek alternative means to fulfill our manufacturing needs.

We may not be able to enter into agreements for the manufacture of lorcaserin and other of our drug candidates with manufacturers whose
facilities and procedures comply with applicable law. Manufacturers are subject to ongoing periodic unannounced inspection by the FDA, the
DEA, corresponding state and foreign authorities and other regulatory authorities to ensure strict compliance with Current Good Manufacturing
Practices, or CGMPs, and other applicable government regulations and corresponding foreign standards. We do not have control over a
third-party manufacturer�s compliance with these regulations and standards. In addition, Arena GmbH has contracted with Siegfried Ltd, or
Siegfried, to provide to us certain technical and business services, including safety, health and environmental services. We are, therefore, relying
at least in part on Siegfried�s judgment, experience and expertise. If we or one of our manufacturers fail to maintain compliance, we or they could
be subject to civil or criminal penalties, the production of lorcaserin and other of our drug candidates could be interrupted or suspended, or our
product could be recalled or withdrawn, resulting in delays, additional costs and potentially lost revenues.

29

Edgar Filing: MERCHANTS GROUP INC - Form 10-Q

Table of Contents 74



Table of Contents

*Negative US and global economic conditions may pose challenges to our business strategy, which relies on access to capital from the
markets or collaborators, and creates other financial risks for us.

Negative conditions in the United States or global economy, including credit markets and the financial services industry, have generally made
equity and debt financing more difficult to obtain, and may negatively impact our ability to complete financing transactions. The duration and
severity of these conditions is uncertain, as is the extent to which they may adversely affect our business and the business of current and
prospective vendors or our distributors, licensees and collaborators, which we sometimes refer to generally as our collaborators. If negative
economic conditions persist or worsen, we may be unable to secure additional funding to sustain our operations or to find suitable collaborators
to advance our internal programs, even if we achieve positive results from our research and development or business development efforts. Such
negative conditions could also impact commercialization of lorcaserin or any other drugs we develop.

From time to time, we may maintain a portfolio of investments in marketable debt securities, which are recorded at fair value. Although we have
established investment guidelines relative to diversification and maturity with the objectives of maintaining safety of principal and liquidity, we
rely on credit rating agencies to help evaluate the riskiness of investments, and such agencies may not accurately predict such risk. In addition,
such agencies may reduce the credit quality of our individual holdings, which could adversely affect their value. Lower credit quality and other
market events, such as changes in interest rates and further deterioration in the credit markets, may have an adverse effect on the fair value of
our investment holdings and cash position.

We and certain of our current and former employees and directors have been named as defendants in litigation that could result in
substantial costs and divert management�s attention.

Beginning in September 2010, a number of lawsuits were filed against us and certain of our employees and directors on behalf of certain
purchasers of our common stock. The lawsuits in general include allegations that we and certain of our employees and directors violated laws by
making materially false and misleading statements regarding our lorcaserin trials, thereby artificially inflating the price of our common stock.
The plaintiffs are seeking unspecified monetary damages and other relief.

There is no guarantee that we will be successful in defending these lawsuits. Also, our insurance coverage may be insufficient, our assets may be
insufficient to cover any amounts that exceed our insurance coverage, and we may have to pay damage awards or otherwise may enter into
settlement arrangements in connection with such claims. A settlement of any of these lawsuits could involve the issuance of common stock or
other equity, which may dilute your ownership interest. Any payments or settlement arrangements could have material adverse effects on our
business, operating results, financial condition or your ownership interest. Even if the plaintiffs� claims are not successful, this litigation could
result in substantial costs and significantly and adversely impact our reputation and divert management�s attention and resources, which could
have a material adverse effect on our business, operating results or financial condition. In addition, such lawsuits may make it more difficult to
finance our operations, obtain certain types of insurance (including directors� and officers� liability insurance), and attract and retain qualified
executive officers, other employees and directors.

*Our stock price could decline significantly based on the results and timing of clinical trials and preclinical studies of, and decisions
affecting, lorcaserin and our other drug candidates.

The results and timing of clinical trials and preclinical studies can affect our stock price. Preclinical studies include experiments performed in
test tubes, in animals, or in cells or tissues from humans or animals. These studies, which are sometimes referred to as nonclinical studies,
include all drug studies except those conducted in human subjects, and may occur before or after initiation of clinical trials for a particular
compound. Results of clinical trials and preclinical studies of lorcaserin or our other drug candidates may not be viewed favorably by us or third
parties, including investors, analysts, current or potential collaborators, the academic and medical communities, and regulators. The same may
be true of how we design individual studies, trials and development programs of lorcaserin as well as for our other drug candidates, and
regulatory decisions (including by us or regulatory authorities) affecting those programs. Stock prices of companies in our industry have
declined significantly when such results and decisions were unfavorable or perceived negatively or when a drug candidate did not otherwise
meet expectations.

From time to time we have drug programs in clinical trials. In addition to successfully completing clinical trials, to conduct long-term clinical
trials and gain regulatory approval to commercialize drug candidates, regulatory authorities require that all drug candidates complete short- and
long-term preclinical toxicity and carcinogenicity studies. These preclinical, animal studies are required to help us and regulatory authorities
assess the potential risk that drug candidates may be toxic or cause cancer in humans. The results of clinical trials and preclinical studies are
uncertain and subject to different interpretations, and the design of these trials and studies (which may change significantly and be more
expensive than anticipated depending on results and regulatory decisions) may also be viewed negatively by us, regulatory authorities or other
third parties and adversely impact the development and opportunities for regulatory approval and commercialization of our drug candidates and
those under collaborative agreements.
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As a condition to obtaining FDA approval of lorcaserin, we and Eisai committed to conduct post-marketing studies to assess the safety and
efficacy of lorcaserin for weight management in obese pediatric patients, as well as to evaluate the effect of long-term treatment with lorcaserin
on the incidence of major adverse cardiovascular events in overweight and obese subjects with cardiovascular disease or multiple cardiovascular
risk factors. The cardiovascular outcomes trial will include echocardiographic assessments. In addition we may decide or need to conduct
additional studies, clinical trials or analyses of lorcaserin, including in connection with seeking regulatory approval of lorcaserin outside of the
United States. Unfavorable results from these studies, trials or analyses could negatively impact market acceptance of lorcaserin, limit the
revenues we generate from sales, result in lorcaserin�s withdrawal from the market, and preclude us from achieving or sustaining profitability.

We may not be successful in initiating or completing our studies or trials or advancing our programs on our projected timetable, if at all. Any
failure to initiate or delays in our studies, trials or development programs, or unfavorable results or decisions or negative perceptions regarding
any of our programs, could cause our stock price to decline significantly. This is particularly the case with respect to lorcaserin.

We may report top-line data from time to time, which is based on a preliminary analysis of then-available efficacy and safety data, and such
findings and conclusions are subject to change following a more comprehensive review of the data related to the particular study or trial. In
addition, we make assumptions, estimations and calculations as part of our analyses of data, and others, including regulatory agencies, may not
accept or agree with our assumptions, estimations, calculations or analyses or may interpret or weigh the importance of data differently, which
could impact the value of the particular program, the approvability of the particular drug candidate and our company in general.

*If we do not commercialize lorcaserin outside of North and South America with one or more pharmaceutical companies, our lack of
corporate experience and resources may negatively impact our ability to commercialize lorcaserin in these territories.

We expect to commercialize lorcaserin outside of North and South America, subject to applicable regulatory approval, with one or more
collaborators or independently. We may not be able to enter into agreements to commercialize lorcaserin outside of North and South America on
acceptable terms, if at all. If we are unable to enter into such agreements, and we develop our own capabilities to commercialize lorcaserin
outside of North and South America, we may require additional capital to develop such capabilities and the marketing and sale of lorcaserin
outside of North and South America may be delayed or otherwise impeded by our lack of resources. We may not be successful in developing the
requisite capabilities to commercialize lorcaserin outside of North and South America. Even if we were able to do so, we have not previously
commercialized a drug, and our limited experience may make us less effective at commercial planning, marketing and selling than a more
experienced pharmaceutical company. Our lack of corporate experience and adequate resources may impede our efforts to successfully
commercialize lorcaserin.

We face competition in our search for pharmaceutical companies to commercialize lorcaserin outside of North and South America. In addition,
if our competitors are able to establish commercialization arrangements with companies who have substantially greater resources than we have
(or, with respect to commercializing lorcaserin in North and South America, than Eisai has), our competitors may be more successful in
marketing and selling their drugs, and our ability to successfully commercialize lorcaserin will be limited.

*Our drug candidates are subject to extensive regulation, and we may not receive required regulatory approvals, or timely approvals,
for any of our drug candidates.

The preclinical, clinical development, manufacturing, labeling, packaging, storage, recordkeeping, advertising, promotion, export, marketing and
distribution, and other possible activities relating to lorcaserin and our drug candidates are, and any other resulting drugs will be, subject to
extensive regulation by the FDA and other regulatory agencies. We are subject to periodic unannounced inspections by the FDA, the DEA and
other regulatory agencies, and are also subject to inspections at Arena GmbH by the FDA, Swissmedic and other regulatory agencies. Failure to
comply with applicable regulatory requirements may, either before or after product approval, subject us to administrative or judicially imposed
sanctions that may negatively impact the commercialization of lorcaserin or approval of our other drug candidates or otherwise negatively
impact our business. Regulatory agencies have in the past inspected certain aspects of our business in the United States and Switzerland, and we
were provided with observations of objectionable conditions or practices with respect to our business in the United States. We believe we
satisfactorily addressed such observations, but there is no assurance that regulatory agencies will not provide us with observations in future
inspections or that we satisfactorily addressed observations provided to us in past inspections.

Neither collaborators nor we are permitted to market a drug candidate in the United States until the particular drug candidate is approved for
marketing by the FDA. Specific preclinical data, chemistry, manufacturing and controls data, a proposed clinical trial protocol and other
information must be submitted to the FDA as part of an investigational new drug, or IND, application, and clinical trials may commence only
after the IND application becomes effective. To market a new drug in the United States, we must submit to the FDA and obtain FDA approval of
an NDA. An NDA must be supported by extensive clinical and preclinical data, as well as extensive information regarding chemistry,
manufacturing and controls to demonstrate the safety and effectiveness of the drug candidate. Following its review of an NDA or a response to a
CRL, the FDA may approve the NDA or issue a CRL.
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Obtaining approval of an NDA can be a lengthy, expensive and uncertain process. As part of the Prescription Drug User Fee Act, or PDUFA, the
FDA has a goal to review and act on a percentage of all submissions in a given time frame. The FDA�s review goals are subject to change, and it
is unknown whether any particular FDA review will be completed within the FDA�s review goals or will be delayed. Moreover, the duration of
the FDA�s review may depend on the number and types of other submissions with the FDA around the same time period. As was the case with
lorcaserin, any drug that acts on the CNS has the potential to be scheduled as a controlled substance by the DEA. DEA scheduling is an
independent process that can delay drug launch beyond an NDA approval date. For example, the FDA approved the NDA for lorcaserin in June
2012, but lorcaserin cannot be marketed in the United States until the DEA makes its final scheduling designation, which may take several
months or longer to complete. The FDA has recommended that the DEA classify lorcaserin as a Schedule IV drug. DEA scheduling ranges from
I to V, with I being the most tightly controlled category. If lorcaserin were to be scheduled in a tightly controlled category, such scheduling
could negatively impact the ability or willingness to prescribe or dispense lorcaserin, the likelihood that patients will use it and other aspects of
our and Eisai�s ability to commercialize it.

Regulatory approval of an NDA is not guaranteed. The number and types of preclinical studies and clinical trials that will be required for FDA
approval varies depending on the drug candidate, the disease or condition that the drug candidate is designed to target and the regulations
applicable to any particular drug candidate. Despite the time and expense exerted in preclinical and clinical studies, failure can occur at any
stage, and we could encounter problems that cause us to abandon clinical trials or to repeat or perform additional preclinical studies and clinical
trials. The FDA can delay, limit or deny approval of a drug candidate for many reasons, including:

� a drug candidate may not be deemed adequately safe and effective;

� FDA officials may not find the data from preclinical studies and clinical trials sufficient;

� the FDA�s interpretation and our interpretation of data from preclinical studies and clinical trials may differ significantly;

� our or our contractors� or collaborators� failure to comply with applicable FDA and other regulatory requirements, including those
identified in other risk factors;

� the FDA may not approve the manufacturing processes or facilities;

� the FDA may change its approval policies or adopt new regulations; or

� the FDA may not accept an NDA or other submission due to, among other reasons, the content or formatting of the submission.
Even if approved, drug candidates may not be approved for all indications requested and such approval may be subject to limitations on the
indicated uses for which the drug may be marketed, restricted distribution methods or other limitations, such as those required by a Risk
Evaluation and Mitigation Strategies, or REMS.

With the exception of our regulatory submissions for lorcaserin, we have not previously submitted an application for marketing approval in the
United States or any other jurisdiction or a response to a CRL. This lack of corporate experience may impede our ability to obtain regulatory
approval in a timely manner, if at all, for lorcaserin in territories in which regulatory approval is our responsibility or for our other drug
candidates. Our preclinical and clinical data, other information and procedures relating to a drug candidate may not be sufficient to support
approval by the FDA or any other US or foreign regulatory authority, or regulatory interpretation of these data and procedures may be
unfavorable. Our business and reputation may be harmed by any failure or significant delay in receiving regulatory approval for the sale of any
drugs resulting from our drug candidates. As a result, we cannot predict when or whether regulatory approval will be obtained for any drug we
or our collaborators develop.
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To market any drugs outside of the United States, we and our current or future collaborators must comply with numerous and varying regulatory
requirements of other countries. Approval procedures vary among countries and can involve additional product testing and additional
administrative review periods. The time required to obtain approval in other countries might differ from that required to obtain FDA approval.
The regulatory approval process in other countries may include all of the risks associated with FDA approval as well as additional risks, some of
which may be unanticipated.

In March 2012, we filed an application for EU approval of lorcaserin, and the EMA accepted the filing for review. The EU regulatory authorities
could determine that our application and data from our lorcaserin studies and trials is not sufficient for EU approval. The approval requirements
in the European Union are different than in the United States. For example, the EMA guidelines provide that clinical trials assessing drug
candidates intended for weight control should subject patients to a weight reducing diet run-in period, and our Phase 3 clinical trials did not
include a run-in period. Such EMA guidelines also provide primary and alternative primary efficacy criteria for weight loss drug candidates. We
believe lorcaserin will satisfy the EMA�s alternative primary efficacy criterion, which is the proportion of responders achieving more than 10%
weight loss at the end of a 12-month period. However, we do not believe lorcaserin meets the more stringent EMA primary efficacy criterion,
which requires demonstrating weight loss of at least 10% of baseline weight that is also at least 5% greater than that associated with placebo.
The EMA has also raised questions regarding the dropout rate in our clinical trials and how this affects the analysis of efficacy in those trials.
We do not know whether the EMA will find our lorcaserin Phase 3 clinical trials or program, including with regard to lorcaserin�s efficacy or
safety, to be sufficient for approval.
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Regulatory approval in one country does not ensure regulatory approval in another, but a failure or delay in obtaining regulatory approval in one
country may negatively impact the regulatory process in others. Failure to obtain regulatory approval in a country, any delay or setback in
obtaining such approval, or our regulatory strategy or decisions could adversely affect the regulatory approval or commercialization of our drug
candidates in other countries, including that our drug candidates may not be approved for all indications requested, that such approval may be
subject to limitations on the indicated uses for which the drug may be marketed, and with regard to the pricing or reimbursement of any
approved drugs.

*Our drugs will still be subject to extensive post-marketing regulation if approved.

Following regulatory approval of lorcaserin and any of our other drug candidates, we and our collaborators will be subject to ongoing
obligations and continued regulatory review from the FDA and other applicable regulatory agencies, such as continued adverse event reporting
requirements. As was the case with lorcaserin, there may also be additional post-marketing obligations imposed by the FDA and other regulatory
agencies. These obligations may result in significant expense and limit the ability to commercialize such drugs.

The FDA or other regulatory agencies may also require that the sponsor of the NDA or foreign equivalent, as applicable, conduct additional
clinical trials to further assess approved drugs after approval under a post-approval commitment. Such additional studies may be costly and may
impact the commercialization of the drug. For example, as part of the approval of lorcaserin, we and Eisai committed to conduct post-marketing
studies to assess the safety and efficacy of lorcaserin for weight management in obese pediatric patients, as well as to evaluate the effect of
long-term treatment with lorcaserin on the incidence of major adverse cardiovascular events in overweight and obese subjects with
cardiovascular disease or multiple cardiovascular risk factors. Unfavorable results from these studies could negatively impact market acceptance
of lorcaserin, limit the revenues we generate from sales, result in lorcaserin�s withdrawal from the market, and preclude us from achieving or
sustaining profitability.

The FDA or other regulatory agencies may also impose significant restrictions on the indicated uses for which such drug may be marketed.
Additionally, the FDA may require a REMS at the time of approval to help ensure that the benefits of the drug outweigh its risks. A REMS may
be required to include various elements, such as a medication guide or patient package insert, a communication plan to educate healthcare
providers of the drug�s risks, limitations on who may prescribe or dispense the drug, requirements that patients enroll in a registry or undergo
certain health evaluations or other measures that the FDA deems necessary to ensure the safe use of the drug.

With regard to lorcaserin and any of our other drug candidates that receive regulatory approval, the labeling, packaging, adverse event reporting,
storage, advertising and promotion for the drug will be subject to extensive regulatory requirements. We and the manufacturers of our products
are also required to comply with CGMP regulations, which include requirements relating to quality control and quality assurance as well as the
corresponding maintenance of records and documentation. Further, regulatory agencies must approve these manufacturing facilities before they
can be used to manufacture our products, and these facilities are subject to ongoing regulatory inspections. In addition, regulatory agencies
subject a drug, its manufacturer and the manufacturer�s facilities to continual review and inspections. The subsequent discovery of previously
unknown problems with a drug, including adverse events of unanticipated severity or frequency, or problems with the facility where the drug is
manufactured, may result in restrictions on the marketing of that drug, up to and including withdrawal of the drug from the market. In the United
States, the DEA and comparable state-level agencies also heavily regulate the manufacturing, holding, processing, security, recordkeeping and
distribution of drugs that are considered controlled substances. If any of our drug candidates are scheduled by the DEA as controlled substances,
we will also become subject to the DEA�s regulations. The FDA has recommended to the DEA that lorcaserin be classified as a Schedule IV
drug. If lorcaserin were to be scheduled in a tightly controlled category, such scheduling could negatively impact the ability or willingness to
prescribe or dispense lorcaserin, the likelihood that patients will use it and other aspects of our and Eisai�s ability to commercialize it. The DEA
periodically inspects facilities for compliance with its rules and regulations. If our manufacturing facilities or those of our suppliers fail to
comply with applicable regulatory requirements, such noncompliance could result in regulatory action and additional costs to us. Failure to
comply with applicable FDA and other regulatory requirements may, either before or after product approval, if any, subject our company to
administrative or judicially imposed sanctions, including:

� issuance of Form 483 notices or Warning Letters by the FDA or other regulatory agencies;

� imposition of fines and other civil penalties;

� criminal prosecutions;
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� injunctions, suspensions or revocations of regulatory approvals;

� suspension of any ongoing clinical trials;

� total or partial suspension of manufacturing;

� delays in commercialization;
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� refusal by the FDA to approve pending applications or supplements to approved applications filed by us or collaborators;

� refusals to permit drugs to be imported into or exported from the United States;

� restrictions on operations, including costly new manufacturing requirements; and

� product recalls or seizures.
The FDA�s and other regulatory agencies� policies may change and additional government regulations may be enacted that could prevent or delay
regulatory approval of our drug candidates or further restrict or regulate post-approval activities. We cannot predict the likelihood, nature or
extent of adverse government regulation that may arise from future legislation or administrative action, either in the United States or abroad. If
we are not able to maintain regulatory compliance, we or our collaborators might not be permitted to market our drugs and our business could
suffer.

*Our ability to generate revenues from lorcaserin or any of our other drug candidates that receive regulatory approval will be subject
to a variety of risks, many of which are out of our control.

Even if our drug candidates obtain regulatory approval, resulting products may not gain market acceptance among physicians, patients,
healthcare payers or the medical community. We believe that the degree of market acceptance and our ability to generate revenues from such
products will depend on a number of factors, including:

� timing of market introduction of our drugs and competitive drugs;

� actual and perceived efficacy and safety of our drug candidates;

� incidence and severity of any side effects;

� potential or perceived advantages or disadvantages as compared to alternative treatments;

� strength of sales, marketing and distribution support;

� price of our future products, both in absolute terms and relative to alternative treatments;

� the effect of current and future healthcare laws on our drug candidates;

� availability of coverage and reimbursement from government and other third-party payers; and

� product labeling or product insert requirements of the FDA or other regulatory authorities.
If our approved drugs fail to achieve market acceptance, we may not be able to generate significant revenues to achieve or sustain profitability.
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The development programs for our drug candidates are expensive, time consuming, uncertain and susceptible to change, interruption,
delay or termination.

Drug development programs are very expensive, time consuming and difficult to design and implement. Our drug candidates are in various
stages of research and development and are prone to the risks of failure inherent in drug development. Clinical trials and preclinical studies are
needed to demonstrate that drug candidates are safe and effective to the satisfaction of the FDA and similar non-US regulatory authorities. These
trials and studies are expensive and uncertain processes that may take years to complete. Failure can occur at any stage of the process, and
successful early preclinical studies or clinical trials do not ensure that later studies or trials will be successful. In addition, the commencement or
completion of our planned preclinical studies or clinical trials could be substantially delayed or prevented by several factors, including the
following:

� limited number of, and competition for, suitable patients required for enrollment in our clinical trials or animals to conduct our
preclinical studies;

� limited number of, and competition for, suitable sites to conduct our clinical trials or preclinical studies;

� delay or failure to obtain FDA approval or agreement to commence a clinical trial or FDA approval of a study protocol;

� delay or failure to obtain sufficient supplies of our drug candidates or other drugs or materials for the trial or study;

� delay or failure to reach agreement on acceptable agreement terms or protocols; and

� delay or failure to obtain institutional review board, or IRB, approval to conduct a clinical trial at a prospective site.
Even if the results of our development programs are favorable, the development programs of our most advanced drug candidates, including those
being developed by collaborators, may take significantly longer than expected to complete. In addition, the FDA, other regulatory authorities,
collaborators, or we may suspend, delay or terminate our development programs at any time for various reasons, including:

� lack of effectiveness of any drug candidate during clinical trials;
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� side effects experienced by study participants or other safety issues;

� slower than expected rates of patient recruitment and enrollment or lower than expected patient retention rates;

� delays or inability to manufacture or obtain sufficient quantities of materials for use in clinical trials;

� inadequacy of or changes in our manufacturing process or compound formulation;

� delays in obtaining regulatory approvals to commence a study, or �clinical holds,� or delays requiring suspension or termination of a
study by a regulatory authority, such as the FDA, after a study is commenced;

� changes in applicable regulatory policies and regulations;

� delays in identifying and reaching agreement on acceptable terms with prospective clinical trial sites;

� uncertainty regarding proper dosing;

� unfavorable results from ongoing clinical trials and preclinical studies;

� failure of our clinical research organizations to comply with all regulatory and contractual requirements or otherwise perform their
services in a timely or acceptable manner;

� scheduling conflicts with participating clinicians and clinical institutions;

� failure to design appropriate clinical trial protocols;

� insufficient data to support regulatory approval;

� termination of clinical trials by one or more clinical trial sites;

� inability or unwillingness of medical investigators to follow our clinical protocols;

� difficulty in maintaining contact with subjects during or after treatment, which may result in incomplete data;

� lack of sufficient funding to continue clinical trials and preclinical studies; or
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� changes in business priorities or perceptions of the value of the program.
There is typically a high rate of attrition from the failure of drug candidates proceeding through clinical trials, and many companies have
experienced significant setbacks in advanced development programs even after promising results in earlier studies or trials. We have
experienced setbacks in our internal and partnered development programs and may experience additional setbacks in the future. If we or our
collaborators abandon or are delayed in our development efforts related to lorcaserin or any other drug candidate, we may not be able to generate
sufficient revenues to continue our operations at the current level or become profitable, our reputation in the industry and in the investment
community would likely be significantly damaged, additional funding may not be available to us or may not be available on terms we or others
believe are favorable, and our stock price would likely decrease significantly.

*The results of preclinical studies and completed clinical trials are not necessarily predictive of future results, and our current drug
candidates may not have favorable results in later studies or trials.

Preclinical studies and Phase 1 and Phase 2 clinical trials are not primarily designed to test the efficacy of a drug candidate, but rather to test
safety, to study pharmacokinetics and pharmacodynamics, and to understand the drug candidate�s side effects at various doses and schedules.
Favorable results in early studies or trials may not be repeated in later studies or trials, including continuing preclinical studies and large-scale
clinical trials, and our drug candidates in later-stage trials may fail to show desired safety and efficacy despite having progressed through
earlier-stage trials. Unfavorable results from ongoing preclinical studies or clinical trials could result in delays, modifications or abandonment of
ongoing or future clinical trials, or abandonment of a clinical program. Preclinical and clinical results are frequently susceptible to varying
interpretations that may delay, limit or prevent regulatory approvals or commercialization. Negative or inconclusive results or adverse medical
events during a clinical trial could cause a clinical trial to be delayed, repeated or terminated, or a clinical program to be abandoned.

Many of our research and development programs are in early stages of development, and may not result in the commencement of
clinical trials.

Many of our research and development programs are in the discovery or preclinical stage of development. The process of discovering
compounds with therapeutic potential is expensive, time consuming and unpredictable. Similarly, the process of conducting preclinical studies of
compounds that we discover requires the commitment of a substantial amount of our technical and financial resources and personnel. We may
not discover additional compounds with sufficient therapeutic potential, and any of our preclinical compounds may not result in the
commencement of clinical trials. We cannot be certain that results sufficiently favorable to justify commencement of Phase 1 clinical trials will
be obtained in these preclinical investigations. Even if such favorable preclinical results are obtained, our financial resources may not allow us to
commence Phase 1 clinical trials. If we are unable to identify and develop new drug candidates, we may not be able to maintain a clinical
development pipeline or generate revenues.
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*We may participate in new strategic transactions that could impact our liquidity, increase our expenses, present significant distractions
to our management and be viewed as unfavorable.

From time to time we consider strategic transactions, such as out-licensing or in-licensing of compounds or technologies, acquisitions of
companies and asset purchases. Additional potential transactions we may consider include a variety of different business arrangements, such as
strategic collaborations, joint ventures, spin-offs, restructurings, divestitures, business combinations and investments. In addition, another entity
may pursue us as an acquisition target. Any such transaction may be viewed as unfavorable by our stockholders or others and may require us to
incur non-recurring or other charges, may increase our near- and long-term expenditures and may pose significant integration challenges, require
additional expertise or disrupt our management or business, which could harm our operations and financial results.

As part of an effort to enter into significant transactions, we conduct business, legal and financial due diligence with the goal of identifying and
evaluating material risks involved in the transaction. Despite our efforts, we ultimately may be unsuccessful in ascertaining or evaluating all
such risks and, as a result, might not realize the intended advantages of the transaction. If we fail to realize the expected benefits from any
transaction we may consummate, whether as a result of unidentified risks, integration difficulties, regulatory setbacks or other events, our
business, results of operations and financial condition could be adversely affected.

*Drug discovery and development is intensely competitive in the therapeutic areas on which we focus. If our competitors develop
treatments that are approved faster, marketed better, less expensive or demonstrated to be more effective or safer than our drug
candidates, our commercial opportunities will be reduced or eliminated.

Many of the drugs we or our collaborators are or may attempt to discover and develop may compete with existing therapies. In addition, many
companies are pursuing the development of new drugs that target the same diseases and conditions that we target. For example, with regard to
lorcaserin, in July 2012, the FDA approved VIVUS, Inc.�s drug candidate for the treatment of chronic weight management in adult patients who
are overweight with at least one weight-related comorbidity or obese. Depending on various factors (including the timing of DEA scheduling of
lorcaserin), VIVUS may begin commercializing their drug before we begin commercializing lorcaserin, and they may have a competitive
advantage. VIVUS is also seeking regulatory approval for their drug candidate in the European Union. In addition, Orexigen Therapeutics, Inc.,
is seeking FDA approval for a drug candidate for a similar indication. Our competitors, particularly large pharmaceutical companies, may have
substantially greater research, development and marketing capabilities and greater financial, scientific and human resources than we do.
Companies that complete clinical trials, obtain required regulatory agency approvals and commence commercial sale of their drugs before we do
for the same indication may achieve a significant competitive advantage, including certain patent and marketing exclusivity rights. In addition,
our competitors� drugs may have fewer side effects, more desirable characteristics (such as route of administration or frequency of dosing) or
better efficacy than our drug candidates or drugs, if any, for the same indication. Our competitors may also market generic or other drugs that
compete with our drugs at a lower price than our drugs, which may negatively impact our drug sales, if any. Any results from our research and
development efforts, or from our joint efforts with our existing or any future collaborators, may not compete successfully with existing or newly
discovered products or therapies.

*Collaborative relationships may lead to disputes and delays in drug development and commercialization, and we may not realize the
full commercial potential of our drug candidates.

We may have conflicts with our prospective, current or past collaborators, such as conflicts concerning the interpretation of preclinical or
clinical data, the achievement of milestone or other payments, the ownership of intellectual property, or research and development or
commercialization strategy. Collaborators may stop supporting our drug candidates or drugs if they develop or obtain rights to competing drug
candidates or drugs. In addition, collaborators may fail to effectively develop or commercialize our drugs, which may result in us not realizing
their full commercial potential. If any conflicts arise with Eisai or any other prospective, current or past collaborator, such collaborator may act
in a manner that is adverse to our interests. Any such disagreement could result in one or more of the following, each of which could delay, or
lead to termination of, development or commercialization of our drug candidates or drugs, and in turn prevent us from generating revenues:

� unwillingness on the part of a collaborator to pay us research funding, milestone payments, royalties or other payments that we
believe are due to us under a collaboration;

� uncertainty regarding ownership of intellectual property rights arising from our collaborative activities, which could prevent us from
entering into additional collaborations;
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� unwillingness on the part of a collaborator to keep us informed regarding the progress of its development and commercialization
activities or to permit public disclosure of the results of those activities;

� slowing or cessation of a collaborator�s research, development or commercialization efforts with respect to our drug candidates or
drugs; or

� litigation or arbitration.
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*Setbacks and consolidation in the pharmaceutical and biotechnology industries and inadequate third-party coverage and
reimbursement could make entering into agreements with pharmaceutical companies to collaborate or commercialize our drugs more
difficult and diminish our revenues.

Setbacks in the pharmaceutical and biotechnology industries, such as those caused by safety concerns relating to drugs like Meridia, Avandia,
Vioxx and Celebrex, or drug candidates, as well as competition from generic drugs, litigation, and industry consolidation, may have an adverse
effect on us. For example, the FDA may be more cautious in approving our drug candidates based on safety concerns relating to these or other
drugs or drug candidates, or pharmaceutical companies may be less willing to enter into new collaborations or continue existing collaborations if
they are integrating a new operation as a result of a merger or acquisition or if their therapeutic areas of focus change following a merger.

Moreover, our and our collaborators� ability to commercialize any of our drugs that may be approved will depend in part on government
regulation and the availability of coverage and adequate reimbursement from third-party payers, including private health insurers and
government payers, such as the Medicaid and Medicare programs, increases in government-run, single-payer health insurance plans and
compulsory licenses of drugs. Government and third-party payers are increasingly attempting to contain healthcare costs by limiting coverage
and reimbursement levels for new drugs. In addition, in March 2010, the Patient Protection and Affordable Care Act, as amended by the Health
Care and Education Reconciliation Act, or collectively, PPACA, was passed, which has significantly affected the pharmaceutical industry. In
addition to extending coverage to patients otherwise uninsured, PPACA includes, among several other provisions relating to pharmaceuticals,
measures that impose a new nondeductible fee on certain branded drugs based on market share in government health care programs, increases in
rebates for government programs such as Medicaid, and the creation of a new Patient-Centered Outcomes Research Institute to oversee, identify
priorities in, and conduct comparative clinical effectiveness research, along with funding for such research.

Given the continuing discussion regarding the cost of healthcare, managed care, universal healthcare coverage and other healthcare issues, we
also cannot predict with certainty what additional healthcare initiatives, if any, will be implemented or the effect any future legislation or
regulation will have on our business. PPACA and any additional legislation or regulations may limit our commercial opportunities by reducing
the amount a potential collaborator is willing to pay to license our programs or drug candidates in the future due to a reduction in the potential
revenues from drug sales. Moreover, legislation and regulations affecting the pricing of pharmaceuticals may change before regulatory agencies
approve our drug candidates for marketing. Adoption of such legislation and regulations could further limit pricing approvals for, and
reimbursement of, drugs. A government or third-party payer decision not to approve pricing for, or provide adequate coverage and
reimbursements of, our drugs, if any, could limit market acceptance of and demand for our drugs.

We rely on third parties to conduct our clinical trials and many of our preclinical studies. If those parties do not comply with regulatory
and contractual requirements, successfully carry out their contractual duties or meet expected deadlines, our drug candidates may not
advance in a timely manner or at all.

In the course of our discovery, preclinical testing and clinical trials, we rely on third parties, including laboratories, investigators, clinical
research organizations and manufacturers, to perform critical services for us. For example, we rely on third parties to conduct our clinical trials
and many of our preclinical studies. Clinical research organizations are responsible for many aspects of the trials, including finding and enrolling
subjects for testing and administering the trials. Although we rely on these third parties to conduct our clinical trials, we are responsible for
ensuring that each of our clinical trials is conducted in accordance with its investigational plan and protocol. Moreover, the FDA and foreign
regulatory authorities require us to comply with regulations and standards, commonly referred to as good clinical practices, or GCPs, for
conducting, monitoring, recording and reporting the results of clinical trials to ensure that the data and results are scientifically credible and
accurate and that the trial subjects are adequately informed of the potential risks of participating in clinical trials. Our reliance on third parties
does not relieve us of these responsibilities and requirements. These third parties may not be available when we need them or, if they are
available, may not comply with all regulatory and contractual requirements or may not otherwise perform their services in a timely or acceptable
manner, and we may need to enter into new arrangements with alternative third parties and our preclinical studies or clinical trials may be
extended, delayed or terminated. These independent third parties may also have relationships with other commercial entities, some of which may
compete with us. In addition, if such third parties fail to perform their obligations in compliance with regulatory requirements and our protocols,
our preclinical studies or clinical trials may not meet regulatory requirements or may need to be repeated. As a result of our dependence on third
parties, we may face delays or failures outside of our direct control. These risks also apply to the development activities of collaborators, and we
do not control their research and development, clinical trial or regulatory activities.

*Our efforts will be seriously jeopardized if we are unable to retain and attract key and other employees.

Our success depends on the continued contributions of our principal management, development and scientific personnel, and the ability to hire
and retain key and other personnel. We face competition for such personnel, and we believe that risks and uncertainties related to our business,
including the regulatory process and our filings, our available and anticipated cash resources, pending and possible future litigation involving us,
and the volatility of our stock price, may impact our ability to hire and retain key and other
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personnel. The loss of services of any principal member of our management or scientific staff or other personnel, particularly Jack Lief, our
Chairman, President and Chief Executive Officer, and Dominic P. Behan, Ph.D., our Executive Vice President and Chief Scientific Officer, or a
combination of different key employees, could adversely impact our operations and ability to raise additional capital. To our knowledge, neither
Mr. Lief nor Dr. Behan plans to leave, retire or otherwise disassociate with us in the near future.

*We may incur substantial liabilities for any product liability claims or otherwise as a drug product manufacturer.

We develop, test and manufacture drugs that are used by humans. We face an inherent risk of product liability exposure related to the testing of
our drug candidates in clinical trials, and will face an even greater risk commercializing lorcaserin and any other drugs. In addition, under the
Marketing and Supply Agreement with Eisai, Arena GmbH has agreed to indemnify Eisai for certain losses resulting from product liability
claims, except to the extent caused by Eisai�s negligence, willful misconduct, violation of law or breach of such agreement.

Whether or not we are ultimately successful in any product liability or related litigation, such litigation would consume substantial amounts of
our financial and managerial resources, and might result in adverse publicity, all of which would impair our business. In addition, damages
awarded in a product liability action could be substantial and could have a negative impact on our financial condition.

An individual may bring a liability claim against us if one of our drugs or drug candidates causes, or merely appears to have caused, an injury.
Regardless of merit or eventual outcome, liability claims may result in:

� decreased demand for our drug;

� injury to our reputation;

� withdrawal of clinical trial subjects;

� costs of related litigation;

� substantial monetary awards to subjects or other claimants;

� loss of revenues; and

� the inability to commercialize our drug candidates.
We have limited product liability insurance that covers our clinical trials and product liability. We intend to expand our insurance coverage for
product liability, but we may not be able to obtain or maintain insurance coverage at a reasonable cost, and we may not have insurance coverage
that will be adequate to satisfy any liability that may arise, which could have an adverse effect on our capital sources and financial condition.

Arena GmbH manufactures drug products for Siegfried and will manufacture lorcaserin for commercialization in the United States and, subject
to applicable regulatory approval, in other territories. In addition to product liability, Arena GmbH is subject to liability for non-performance,
product recalls and breaches of the agreements with Siegfried and Eisai.

*We have significant contractual obligations, which may adversely affect our cash flow, cash position and stock price.

We have long-term leases on real properties and other contractual obligations. If we are unable to generate cash from operations sufficient to
meet our debt and other contractual obligations, we will need to obtain additional funds from other sources, which may include one or more
financings. However, we may be unable to obtain sufficient additional funds when we need them on favorable terms or at all. The sale of equity
or convertible debt securities in the future may be dilutive to our stockholders, and debt-financing arrangements may require us to enter into
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covenants that would further restrict certain business activities or our ability to incur additional indebtedness, and may contain other terms that
are not favorable to our stockholders or us.

Also, if we are unable to generate cash from operations or obtain additional funds from other sources sufficient to meet our contractual
obligations, or we need to use existing cash to fund our contractual obligations, we may have to delay or curtail some or all of our research,
development and commercialization programs or sell or license some or all of our assets. Our contractual obligations could have significant
additional negative consequences, including, without limitation:

� increasing our vulnerability to general adverse economic conditions;

� limiting our ability to obtain additional funds; and

� placing us at a possible competitive disadvantage to less leveraged competitors and competitors that have better access to capital
resources.
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*We may be subject, directly or indirectly, to federal and state healthcare fraud and abuse and false claims laws and regulations.
Prosecutions under such laws have increased in recent years and we may become subject to such litigation. If we are unable to comply,
or have not fully complied, with such laws, we could face substantial penalties.

In the United States, drug manufacturers and marketers are subject to various state and federal fraud and abuse laws, including, without
limitation, the federal Anti-Kickback Statute and federal False Claims Act. There are similar laws in other countries. These laws may impact,
among other things, the sales, marketing and education programs for our drugs.

The federal Anti-Kickback Statute prohibits persons from knowingly and willingly soliciting, offering, receiving or providing remuneration,
directly or indirectly, in exchange for or to induce either the referral of an individual, or the furnishing or arranging for a good or service, for
which payment may be made under a federal healthcare program such as the Medicare and Medicaid programs. Several courts have interpreted
the statute�s intent requirement to mean that if any one purpose of an arrangement involving remuneration is to induce referrals of federal
healthcare covered business, the statute has been violated. The Anti-Kickback Statute is broad and, despite a series of narrow safe harbors,
prohibits many arrangements and practices that are lawful in businesses outside of the healthcare industry. Moreover, the PPACA, among other
things, amends the intent requirement of the federal Anti-Kickback Statute and criminal healthcare fraud statutes. A person or entity no longer
needs to have actual knowledge of these statutes or specific intent to violate them. The PPACA also provides that the government may assert
that a claim including items or services resulting from a violation of the federal Anti-Kickback Statute constitutes a false or fraudulent claim for
purposes of the False Claims Act. Penalties for violations of the federal Anti-Kickback Statute include criminal penalties and civil sanctions
such as fines, imprisonment and possible exclusion from Medicare, Medicaid and other federal healthcare programs. Many states have also
adopted laws similar to the federal Anti-Kickback Statute, some of which apply to the referral of patients for healthcare items or services
reimbursed by any source, not only the Medicare and Medicaid programs.

The federal False Claims Act prohibits persons from knowingly filing, or causing to be filed, a false claim to, or the knowing use of false
statements to obtain payment from the federal government. Suits filed under the False Claims Act, known as �qui tam� actions, can be brought by
any individual on behalf of the government and such individuals, commonly known as �whistleblowers,� may share in any amounts paid by the
entity to the government in fines or settlement. The filing of qui tam actions has caused a number of pharmaceutical, medical device and other
healthcare companies to have to defend a False Claims Act action. When an entity is determined to have violated the False Claims Act, it may be
required to pay up to three times the actual damages sustained by the government, plus civil penalties for each separate false claim. Various
states have also enacted laws modeled after the federal False Claims Act.

We are unable to predict whether we could be subject to actions under any of these or other fraud and abuse laws, or the impact of such actions.
If we are found to be in violation of any of the laws described above and other applicable state and federal fraud and abuse laws, we may be
subject to penalties, including civil and criminal penalties, damages, fines, exclusion from government healthcare reimbursement programs and
the curtailment or restructuring of our operations, all of which could have a material adverse effect on our business and results of operations.

We may not be able to effectively integrate or manage our international operations and such difficulty could adversely affect our stock
price, business operations, financial condition and results of operations.

The headquarters of our operations outside of the United States is in Switzerland. Activities conducted at this location include manufacturing,
quality control, quality assurance, development of manufacturing processes, qualifying suppliers and otherwise managing the global supply
chain, regulatory compliance, distribution of finished products, and European strategic planning and development. There are significant risks
associated with foreign operations, including, but not limited to, compliance with local laws and regulations, the protection of our intellectual
property, the ability to integrate our corporate culture with local customs and cultures, the distraction to our management, foreign currency
exchange rates and the impact of shifts in the United States and local economies on those rates, and integration of our policies and procedures,
including disclosure controls and procedures and internal control over financial reporting, with our international operations.

We use biological materials, hazardous materials, chemicals and radioactive compounds.

Our research and development and manufacturing activities involve the use of potentially harmful biological materials as well as materials,
chemicals and various radioactive compounds that could be hazardous to human health and safety or the environment. These materials and
various wastes resulting from their use are stored at our facility pending ultimate use and disposal. We cannot completely eliminate the risk of
contamination, which could cause:

� interruption of our research and development or manufacturing efforts;
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� environmental damage resulting in costly clean up; and
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� liabilities under domestic or foreign federal, state and local laws and regulations governing the use, storage, handling and disposal of
these materials and specified waste products.

In such an event, we may be held liable for any resulting damages, and any such liability could exceed our resources. Although we carry
insurance in amounts and type that we consider commercially reasonable, we cannot be certain that the coverage or coverage limits of our
insurance policies will be adequate and we do not have insurance coverage for losses relating to an interruption of our research and development
efforts caused by contamination.

*Our operations might be interrupted by the occurrence of a natural disaster or other event.

Our US operations, including laboratories, offices and a chemical development facility, are located in the same business park in San Diego. We
also have a drug product facility in Zofingen, Switzerland, and we expect that, at least for the foreseeable future, this facility will be the sole
location for the manufacturing of lorcaserin finished drug product. We depend on our facilities and on collaborators, contractors and vendors for
the continued operation of our business, some of whom are located in Europe and Asia. Natural disasters or other catastrophic events, including
interruptions in the supply of natural resources, political and governmental changes, severe weather conditions, wildfires and other fires,
explosions, actions of animal rights activists, terrorist attacks, earthquakes and wars could disrupt our operations or those of our collaborators,
contractors and vendors. Even though we believe we carry commercially reasonable business interruption and liability insurance, and our
contractors may carry liability insurance that protect us in certain events, we might suffer losses as a result of business interruptions that exceed
the coverage available under our and our contractors� insurance policies or for which we or our contractors do not have coverage. For example,
we are not insured against a terrorist attack. Any natural disaster or catastrophic event could have a significant negative impact on our operations
and financial results. Moreover, any such event could delay our research and development programs and adversely affect, which may include
stopping, our commercial production.

Our executive officers and directors may sell shares of their stock, and these sales could adversely affect our stock price.

Sales of our stock by our executive officers and directors, or the perception that such sales may occur, could adversely affect the market price of
our stock. Our executive officers and directors may sell stock in the future, either as part, or outside, of trading plans under SEC Rule 10b5-1.

Currency fluctuations may negatively affect our financial condition.

We primarily spend and generate cash in US dollars, and present our consolidated financial statements in US dollars. However, a portion of our
expected and potential payments and receipts under our agreements are in foreign currencies, including Swiss francs. For example, payments
and receipts under our agreements with Siegfried are required to be paid in Swiss francs. A fluctuation of the exchange rates of foreign
currencies versus the US dollar may, thus, adversely affect our financial results, including cash balances, expenses and revenues. We may enter
into hedging transactions to try to reduce our foreign currency exposure in the future, but there is no assurance that such transactions will occur
or be successful.

Laws, rules and regulations relating to public companies may be costly and impact our ability to attract and retain directors and
executive officers.

Laws and regulations affecting public companies, including rules adopted by the SEC and by NASDAQ, as well as the laws and regulations of
foreign governments, may result in increased costs to us, particularly as we continue to develop the required capabilities in the United States and
abroad to commercialize our products. These laws, rules and regulations could make it more difficult or costly for us to obtain certain types of
insurance, including directors and officers liability insurance, and we may be forced to accept reduced policy limits and coverage or incur
substantially higher costs to obtain the same or similar coverage. The impact of these events could also make it more difficult for us to attract
and retain qualified persons to serve on our board of directors, on our board committees or as executive officers. We cannot estimate accurately
the amount or timing of additional costs we may incur to respond to these laws, rules and regulations.

Risks Relating to Our Intellectual Property

*Our success is dependent on intellectual property rights held by us and third parties and our interest in these rights is complex and
uncertain.

Our success will depend on our own and on current or future collaborators� abilities to obtain, secure and defend patents. In particular, the patents
directed to lorcaserin and our drug candidates are important to commercializing drugs. We have numerous US and foreign patent applications
pending for our technologies. There is no assurance that any of our patent applications will issue, or that any of the patents will be enforceable or
will cover a drug or other commercially significant technology or method, or that the patents will be held to be valid for their expected terms.
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United States often requires the translation of highly technical documents and an improper translation may lead to the loss of, or otherwise
jeopardize, the patent protection of our inventions. Ensuring adequate quality of translators and foreign patent attorneys is often very
challenging. Consequently, the process for having our pending patent applications issue as patents will be difficult, complex and time
consuming. Our patent position is very uncertain and we do not know when, or if, we will obtain additional patents for our technologies, or if the
scope of the patents obtained will be sufficient to protect our drugs, or be considered sufficient by parties reviewing our patent positions
pursuant to a potential licensing or financing transaction.

In addition, other entities may challenge the validity or enforceability of our patents and patent applications in litigation or administrative
proceedings. Even the issuance of a patent is not conclusive as to its validity or enforceability. We cannot make assurances as to how much
protection, if any, will be given to our patents if we attempt to enforce them or they are challenged. It is possible that a competitor or a generic
pharmaceutical provider may successfully challenge our patents and those challenges may result in reduction or elimination of our patents�
coverage.

We also rely on confidentiality agreements and trade secrets to protect our technologies. However, such information is difficult to protect. We
require our employees to contractually agree not to improperly use our confidential information or disclose it to others, but we may be unable to
determine if our employees have conformed or will conform to their legal obligations under these agreements. We also enter into confidentiality
agreements with prospective collaborators, collaborators, service providers and consultants, but we may not be able to adequately protect our
trade secrets or other proprietary information in the event of any unauthorized use or disclosure or the lawful development by others of this
information. Many of our employees and consultants were, and many of them may currently be, parties to confidentiality agreements with other
pharmaceutical and biotechnology companies, and the use of our technologies could violate these agreements. In addition, third parties may
independently discover our trade secrets or proprietary information.

Some of our academic institution licensors, research collaborators and scientific advisors have rights to publish data and information to which
we have rights. We generally seek to prevent our collaborators from disclosing scientific discoveries before we have the opportunity to file
patent applications on such discoveries. In some of our collaborations, we do not control our collaborators� ability to disclose their own
discoveries under the collaboration and in some of our academic collaborations we are limited to relatively short periods to review a proposed
publication and file a patent application. If we cannot maintain the confidentiality of our technologies and other confidential information in
connection with our collaborations, our ability to receive patent protection or protect our proprietary information will be impaired.

We believe that the United States is by far the largest single market for pharmaceuticals in the world. Because of the critical nature of patent
rights to our industry, changes in US patent laws could have a profound effect on our future profits, if any. It is unknown which, if any, patent
laws will change, how changes to the patent laws will ultimately be enforced by the courts and the impact on our business. For example, in
September 2011 the America Invents Act was signed into US law, which changes include, among others, the awarding of a patent to the first
inventor to file a patent as opposed to the first inventor to make an invention and the creation of new administrative procedures for challenging
US patents. It may be several years before the impact of the America Invents Act on patent law is understood, and we cannot predict with
certainty whether or to what extent the changes may impair our business.

*A dispute regarding the infringement or misappropriation of our proprietary rights or the proprietary rights of others could be costly
and result in delays or termination of our future research, development, manufacturing and sales activities.

Our commercial success depends upon our ability to develop and manufacture our drugs and drug candidates, market and sell drugs, and conduct
our research and development activities without infringing or misappropriating the proprietary rights of others. There are many patents and
patent applications filed, and that may be filed, by others relating to drug discovery and development programs that could be determined to be
similar, identical or superior to ours or our licensors or collaborators. We may be exposed to future litigation by others based on claims that our
drug candidates, technologies or activities infringe the intellectual property rights of others. Numerous US and foreign issued patents and
pending patent applications owned by others exist in the area of G protein-coupled receptors, or GPCRs, including some which purport to allow
the patent holder to control the use of all drugs that modulate a particular drug target or GPCR, regardless of whether the infringing drug bears
any structural resemblance to a chemical compound known to the patent holder at the time of patent filing. Numerous US and foreign issued
patents and pending patent applications owned by others also exist in the therapeutic areas in, and for the therapeutic targets for, which we are
developing drugs. There are also numerous issued patents and patent applications to chemical compounds or synthetic processes that may be
necessary or useful to use in our research, development, manufacturing or commercialization activities. These could materially affect our ability
to develop our drug candidates or manufacture, import or sell drugs, and our activities, or those of our licensors or collaborators, could be
determined to infringe these patents. Because patent applications can take many years to issue, there may be currently pending applications,
unknown to us, which may later result in issued patents that our drug candidates or technologies may infringe. There also may be existing
patents, of which we are not aware, that our drug candidates or technologies may infringe. Further, there may be issued patents or pending patent
applications in fields relevant to our business, of which we are or may become aware, that we believe (i) are invalid or we do not infringe;
(ii) relate to immaterial portions of our overall drug discovery, development, manufacturing and commercialization efforts; or (iii) in the case of
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would not likely be enforced in a manner that would materially impact such efforts. We cannot assure you that others holding any of these
patents or patent applications will not assert infringement claims against us for damages or seek to enjoin our activities. We also cannot assure
you that, in the event of litigation, we will be able to successfully assert any belief we may have as to non-infringement, invalidity or
immateriality, or that any infringement claims will be resolved in our favor.

In addition, others may infringe or misappropriate our proprietary rights, and we may have to institute costly legal action to protect our
intellectual property rights. We may not be able to afford the costs of enforcing or defending our intellectual property rights against others.

Other organizations, companies and individuals are seeking proprietary positions on genomics information that overlap with the
government-sponsored project to sequence the human genome. Our activities, or those of our licensors or collaborators, could be affected by
conflicting positions that may exist between any overlapping genomics information made available publicly as a result of the
government-sponsored project and genomics information that other organizations, companies or individuals consider to be proprietary. There
could also be significant litigation and other administrative proceedings in our industry that affect us regarding patent and other intellectual
property rights. Any legal action or administrative action against us, or our collaborators, claiming damages or seeking to enjoin commercial
activities relating to our drug discovery, development, manufacturing and commercialization activities could:

� require us, or our collaborators, to obtain a license to continue to use, manufacture or market the affected drugs, methods or
processes, which may not be available on commercially reasonable terms, if at all;

� prevent us from importing, making, using, selling or offering to sell the subject matter claimed in patents held by others and subject
us to potential liability for damages;

� consume a substantial portion of our managerial, scientific and financial resources; or

� be costly, regardless of the outcome.
Furthermore, because of the substantial amount of pre-trial document and witness discovery required in connection with intellectual property
litigation, there is a risk that some of our confidential information could be compromised by disclosure during this type of litigation. In addition,
during the course of this kind of litigation, there could be public announcements of the results of hearings, motions or other interim proceedings
or developments. If securities analysts or investors perceive these results to be negative, it could have a substantial adverse effect on the trading
price of our common stock.

We have been contacted from time to time by third parties regarding their intellectual property rights, sometimes asserting that we may need a
license to use their technologies. If we fail to obtain any required licenses or make any necessary changes to our technologies, we may be unable
to develop or commercialize some or all of our drug candidates.

We cannot protect our intellectual property rights throughout the world.

Filing, prosecuting, defending and enforcing patents on all of our drug discovery technologies and all of our potential drug candidates
throughout the world would be prohibitively expensive. Competitors may use our technologies to develop their own drugs in jurisdictions where
we have not obtained patent protection. These drugs may compete with our drugs, if any, and may not be covered by any of our patent claims or
other intellectual property rights. The laws of some foreign countries do not protect intellectual property rights to the same extent as the laws of
the United States, and many companies have encountered significant problems in protecting and defending such rights in foreign jurisdictions.
Many countries, including certain countries in Europe, have compulsory licensing laws under which a patent owner may be compelled to grant
licenses to third parties (for example, the patent owner has failed to �work� the invention in that country or the third party has patented
improvements). In addition, many countries limit the enforceability of patents against government agencies or government contractors. In these
countries, the patent owner may have limited remedies, which could materially diminish the value of the patent. Compulsory licensing of
life-saving drugs is also becoming increasingly popular in developing countries either through direct legislation or international initiatives. Such
compulsory licenses could be extended to include some of our drug candidates, which could limit our potential revenue opportunities. Moreover,
the legal systems of certain countries, particularly certain developing countries, do not favor the aggressive enforcement of patents and other
intellectual property protection, particularly those relating to biotechnology and/or pharmaceuticals, which makes it difficult for us to stop the
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and attention from other aspects of our business.

Risks Relating to Our Securities

*Our stock price will likely be volatile, and your investment in our stock could decline in value.

Our stock price has fluctuated historically. From January 1, 2010, to August 6, 2012, the market price of our stock was as low as $1.21 per share
and as high as $13.50 per share.
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Very few drug candidates being tested will ultimately receive regulatory approval, and companies in our industry sometimes experience
significant volatility in their stock price. Our stock price may fluctuate significantly depending on a variety of factors, including:

� legislation or regulatory actions or decisions affecting lorcaserin, including the timing and outcome of the DEA�s scheduling
designation and the EMA�s and Swissmedic�s decisions relating to lorcaserin, or other drugs or drug candidates, including those of our
competitors;

� the commercial launch and success or failure of lorcaserin or any of our other drug candidates;

� the entrance into, or failure to enter into, a new collaboration or the modification or termination of an existing collaboration or other
material transaction;

� the timing and receipt by us of milestone and other payments or failing to achieve and receive the same;

� inaccurate sales or cash forecasting, or fluctuation in quarterly results;

� supply chain or manufacturing issues;

� discussions or recommendations affecting our drugs or drug candidates by FDA advisory committees or other reviewers of
preclinical or clinical data or other information related to lorcaserin or other drug candidates or drugs;

� results or decisions affecting the development or commercialization of lorcaserin or any of our other drug candidates, including the
results of studies, trials and other analyses;

� the development and implementation of our continuing development and research plans, including outcome studies and life-cycle
management plans, for lorcaserin;

� the timing of the discovery of drug leads and the development of our drug candidates;

� changes in our research and development budget or the research and development budgets of our existing or potential collaborators;

� the introduction, development or withdrawal of drug candidates or drugs by others that target the same diseases and conditions that
we or our collaborators target or the introduction of new drug discovery techniques;

� the success, failure or setbacks of our or a perceived competitor�s drugs or drug candidates;

� expenses related to, and the results of, litigation, other disputes and other proceedings;
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� financing strategy or decisions;

� developments in intellectual property rights or related announcements;

� capital market conditions; and

� accounting changes.
We are not able to control many of these factors. If our financial or scientific results in a particular period do not meet stockholders� or analysts�
expectations, our stock price may decline and such decline could be significant.

*There are a substantial number of shares of our common stock that may become eligible for future sale in the public market, and the
sale of our common stock could cause the market price of our common stock to fall.

As of August 6, 2012, we had outstanding a seven-year warrant issued in June 2006 to purchase 1,467,405 shares of our common stock at an
exercise price of $8.76 per share and a seven-year warrant issued in August 2008 to purchase 1,965,418 shares of our common stock at an
exercise price of $4.34 per share. Such seven-year warrants were adjusted as a result of certain equity sales following their issuance to decrease
the exercise price and increase the number of shares issuable upon exercise of the warrants. Certain future equity issuances below the
pre-defined warrant adjustment price may result in additional adjustments to any such warrants then outstanding.

Along with our outstanding warrants, as of August 6, 2012, there were (i) options to purchase 14,028,378 shares of our common stock
outstanding under our equity incentive plans at a weighted-average exercise price of $4.38 per share, (ii) 15,085,174 additional shares
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of common stock remaining issuable under our 2012 Long-Term Incentive Plan, (iii) 1,423,782 shares of common stock remaining issuable
under our 2009 Employee Stock Purchase Plan, as amended, and (iv) 79,169 shares of common stock remaining issuable under our Deferred
Compensation Plan.

The shares described above, when issued, will be available for immediate resale in the public market. The market price of our common stock
could decline as a result of such resales due to the increased number of shares available for sale in the market. As of August 6, there were
216,817,954 shares of our common stock outstanding.

*Any future equity or debt issuances by us may have dilutive or adverse effects on our existing stockholders.

We have primarily financed our operations, and we may continue to finance our operations, by issuing and selling our common stock or
securities convertible into or exercisable for shares of our common stock. We may issue additional shares of common stock or convertible
securities that could dilute your ownership in our company and may include terms that give new investors rights that are superior to yours.
Moreover, any issuances by us of equity securities may be at or below the prevailing market price of our common stock and in any event may
have a dilutive impact on your ownership interest, which could cause the market price of our common stock to decline. In addition, we may also
raise additional funds through the incurrence of debt, and the holders of any debt we may issue would have rights superior to your rights in the
event we are not successful and are forced to seek the protection of bankruptcy laws.

*The holders of our common stock and other securities may take actions that are contrary to your interests, including selling their
stock.

A small number of stockholders may hold or acquire a significant amount of our outstanding stock. These stockholders may support competing
transactions and have interests that are different from yours. In addition, sales of a large number of shares of our stock by these large
stockholders or other stockholders within a short period of time could adversely affect our stock price.

We may also be involved with disagreements with the holders of our stock, warrants or other securities in the future. Such disagreements may
lead to litigation which may be expensive and consume management�s time, or involve settlements, the terms of which may not be favorable to
us.

*Our rights agreement, other agreements and certain provisions in our charter documents and Delaware law could delay or prevent a
change in management or a takeover attempt that you may consider to be in your best interest.

We have adopted certain anti-takeover provisions, including a stockholders� rights agreement, dated as of October 30, 2002, between us and
Computershare Trust Company, Inc., as Rights Agent, as amended. The rights agreement will cause substantial dilution to any person who
attempts to acquire us in a manner or on terms not approved by our board of directors.

We also have certain standstill agreements, such as the one in the Marketing and Supply Agreement with Eisai. These agreements and the rights
agreement, as well as other provisions in our certificate of incorporation and bylaws and under Delaware law, could delay or prevent the removal
of directors and other management and could make more difficult a merger, tender offer or proxy contest involving us that you may consider to
be in your best interest. For example, our charter provisions:

� allow our board of directors to issue preferred stock without stockholder approval;

� limit who can call a special meeting of stockholders;

� eliminate stockholder action by written consent; and

� establish advance notice requirements for nomination for election to the board of directors or for proposing matters to be acted upon
at stockholders meetings.
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On August 7, 2012, we filed certificates of elimination with the Secretary of State of the State of Delaware. These certificates of elimination,
which were effective upon filing, eliminated from our Fifth Amended and Restated Certificate of Incorporation, as amended, all matters set forth
in the Certificates of Designation with respect to the Series B-1 Convertible Preferred Stock and Series B-2 Convertible Preferred Stock, the
Series C Convertible Preferred Stock and the Series D Convertible Preferred Stock. No shares of the Series B-1 Convertible Preferred Stock,
Series B-2 Convertible Preferred Stock, Series C Convertible Preferred Stock or the Series D Convertible Preferred Stock were issued or
outstanding at the time of the filing of the certificates of elimination.
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Item 6. Exhibits.

EXHIBIT
NO. DESCRIPTION

  3.1 Fifth Amended and Restated Certificate of Incorporation of Arena (incorporated by reference to Exhibit 3.1 to Arena�s
quarterly report on Form 10-Q for the quarter ended June 30, 2002, filed with the Securities and Exchange Commission on
August 14, 2002, Commission File No. 000-31161)

  3.2 Certificate of Amendment of the Fifth Amended and Restated Certificate of Incorporation of Arena (incorporated by
reference to Exhibit 4.2 to Arena�s registration statement on Form S-8 filed with the Securities and Exchange Commission on
June 28, 2006, Commission File No. 333-135398)

  3.3 Certificate of Amendment No. 2 of the Fifth Amended and Restated Certificate of Incorporation of Arena, as amended
(incorporated by reference to Exhibit 4.3 to Arena�s registration statement on Form S-8 filed with the Securities and Exchange
Commission on June 30, 2009, Commission File No. 333-160329)

  3.4 Certificate of Amendment No. 3 of the Fifth Amended and Restated Certificate of Incorporation of Arena, as amended
(incorporated by reference to Exhibit 3.4 to Arena�s registration statement on Form S-8 filed with the Securities and Exchange
Commission on June 20, 2012, Commission File No. 333-182238)

  3.5 Amended and Restated Bylaws of Arena (incorporated by reference to Exhibit 3.1 to Arena�s current report on Form 8-K filed
with the Securities and Exchange Commission on October 4, 2007, Commission File No. 000-31161)

  3.6 Certificate of Designations of Series A Junior Participating Preferred Stock of Arena, dated November 4, 2002 (incorporated
by reference to Exhibit 3.3 to Arena�s quarterly report on Form 10-Q for the quarter ended September 30, 2002, filed with the
Securities and Exchange Commission on November 14, 2002, Commission File No. 000-31161)

  4.1 Rights Agreement, dated October 30, 2002, between Arena and Computershare Trust Company, Inc. (incorporated by
reference to Exhibit 4.1 to Arena�s current report on Form 8-K filed with the Securities and Exchange Commission on
November 1, 2002, Commission File No. 000-31161)

  4.2 Amendment No. 1, dated December 24, 2003, to Rights Agreement, dated October 30, 2002, between
Arena and Computershare Trust Company, Inc. (incorporated by reference to Exhibit 4.1 to Arena�s current
report on Form 8-K filed with the Securities and Exchange Commission on December 30, 2003, Commission
File No. 000-31161)

  4.3 Amendment No. 2, dated November 16, 2006, to Rights Agreement, dated October 30, 2002, between Arena and
Computershare Trust Company, Inc. (incorporated by reference to Exhibit 4.3 to Amendment No. 2 to Arena�s registration
statement on Form 8-A filed with the Securities and Exchange Commission on November 16, 2006, Commission File
No. 000-31161)

  4.4 Form of common stock certificate (incorporated by reference to Exhibit 4.2 to Arena�s registration statement on Form S-1, as
amended, filed with the Securities and Exchange Commission on July 19, 2000, Commission File No. 333-35944)

10.1+ Amended and Restated Marketing and Supply Agreement, dated May 9, 2012, by and between Arena Pharmaceuticals
GmbH and Eisai Inc.

10.2* Arena�s 2012 Long-Term Incentive Plan (incorporated by reference to Exhibit 99.1 to Arena�s registration statement on Form
S-8 filed with the Securities and Exchange Commission on June 20, 2012, Commission File No. 333-182238)

10.3* Arena�s 2009 Employee Stock Purchase Plan, as amended (incorporated by reference to Exhibit 99.2 to Arena�s registration
statement on Form S-8 filed with the Securities and Exchange Commission on June 20, 2012, Commission File No.
333-182238)

10.4* Form of Incentive Stock Option Grant Agreement for Employees under the Arena 2012 Long-Term Incentive Plan
(incorporated by reference to Exhibit 10.3 to Arena�s report on Form 8-K filed with the Securities and Exchange Commission
on June 20, 2012, Commission File No. 000-31161)

10.5* Form of Stock Option Grant Agreement for Employees or Consultants under the Arena 2012 Long-Term Incentive Plan
(incorporated by reference to Exhibit 10.4 to Arena�s report on Form 8-K filed with the Securities and Exchange Commission
on June 20, 2012, Commission File No. 000-31161)
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EXHIBIT

NO. DESCRIPTION

10.6* Form of Stock Option Grant Agreement for Non-Employee Directors under the Arena 2012 Long-Term Incentive Plan
(incorporated by reference to Exhibit 10.5 to Arena�s report on Form 8-K filed with the Securities and Exchange Commission
on June 20, 2012, Commission File No. 000-31161)

10.7* Form of Restricted Stock Grant Agreement under the Arena 2012 Long-Term Incentive Plan (incorporated by reference to
Exhibit 10.6 to Arena�s report on Form 8-K filed with the Securities and Exchange Commission on June 20, 2012,
Commission File No. 000-31161)

31.1 Certification of Chief Executive Officer pursuant to Rule 13a-14(A) promulgated under the Securities Exchange Act of 1934

31.2 Certification of Chief Financial Officer pursuant to Rule 13a-14(A) promulgated under the Securities Exchange Act of 1934

32.1 Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section 1350 and Rule 13a-14(B)
promulgated under the Securities Exchange Act of 1934

101.INS** XBRL Instance Document

101.SCH** XBRL Taxonomy Extension Schema Document

101.CAL** XBRL Taxonomy Extension Calculation Linkbase Document

101.DEF** XBRL Taxonomy Extension Definition Linkbase Document

101.LAB** XBRL Taxonomy Extension Label Linkbase Document

101.PRE** XBRL Taxonomy Extension Presentation Linkbase Document

+ Confidential treatment has been requested with respect to certain portions of this exhibit. Omitted portions have been filed separately with
the SEC.

* Management contract or compensatory plan or arrangement.
** Furnished herewith.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.

Date: August 9, 2012 ARENA PHARMACEUTICALS, INC.

By: /s/ Jack Lief
Jack Lief
President and Chief Executive Officer (principal executive officer
authorized to sign on behalf of the registrant)

By: /s/ Robert E. Hoffman
Robert E. Hoffman
Senior Vice President, Finance and Chief Financial Officer
(principal financial and accounting officer authorized to sign on
behalf of the registrant)
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EXHIBIT INDEX

EXHIBIT
NO. DESCRIPTION

  3.1 Fifth Amended and Restated Certificate of Incorporation of Arena (incorporated by reference to Exhibit 3.1 to Arena�s
quarterly report on Form 10-Q for the quarter ended June 30, 2002, filed with the Securities and Exchange Commission on
August 14, 2002, Commission File No. 000-31161)

  3.2 Certificate of Amendment of the Fifth Amended and Restated Certificate of Incorporation of Arena (incorporated by
reference to Exhibit 4.2 to Arena�s registration statement on Form S-8 filed with the Securities and Exchange Commission on
June 28, 2006, Commission File No. 333-135398)

  3.3 Certificate of Amendment No. 2 of the Fifth Amended and Restated Certificate of Incorporation of Arena, as amended
(incorporated by reference to Exhibit 4.3 to Arena�s registration statement on Form S-8 filed with the Securities and Exchange
Commission on June 30, 2009, Commission File No. 333-160329)

  3.4 Certificate of Amendment No. 3 of the Fifth Amended and Restated Certificate of Incorporation of Arena, as amended
(incorporated by reference to Exhibit 3.4 to Arena�s registration statement on Form S-8 filed with the Securities and Exchange
Commission on June 20, 2012, Commission File No. 333-182238)

  3.5 Amended and Restated Bylaws of Arena (incorporated by reference to Exhibit 3.1 to Arena�s current report on Form 8-K filed
with the Securities and Exchange Commission on October 4, 2007, Commission File No. 000-31161)

  3.6 Certificate of Designations of Series A Junior Participating Preferred Stock of Arena, dated November 4, 2002 (incorporated
by reference to Exhibit 3.3 to Arena�s quarterly report on Form 10-Q for the quarter ended September 30, 2002, filed with the
Securities and Exchange Commission on November 14, 2002, Commission File No. 000-31161)

  4.1 Rights Agreement, dated October 30, 2002, between Arena and Computershare Trust Company, Inc. (incorporated by
reference to Exhibit 4.1 to Arena�s current report on Form 8-K filed with the Securities and Exchange Commission on
November 1, 2002, Commission File No. 000-31161)

  4.2 Amendment No. 1, dated December 24, 2003, to Rights Agreement, dated October 30, 2002, between
Arena and Computershare Trust Company, Inc. (incorporated by reference to Exhibit 4.1 to Arena�s current
report on Form 8-K filed with the Securities and Exchange Commission on December 30, 2003, Commission
File No. 000-31161)

  4.3 Amendment No. 2, dated November 16, 2006, to Rights Agreement, dated October 30, 2002, between Arena and
Computershare Trust Company, Inc. (incorporated by reference to Exhibit 4.3 to Amendment No. 2 to Arena�s registration
statement on Form 8-A filed with the Securities and Exchange Commission on November 16, 2006, Commission File
No. 000-31161)

  4.4 Form of common stock certificate (incorporated by reference to Exhibit 4.2 to Arena�s registration statement on Form S-1, as
amended, filed with the Securities and Exchange Commission on July 19, 2000, Commission File No. 333-35944)

10.1+ Amended and Restated Marketing and Supply Agreement, dated May 9, 2012, by and between Arena Pharmaceuticals
GmbH and Eisai Inc.

10.2* Arena�s 2012 Long-Term Incentive Plan (incorporated by reference to Exhibit 99.1 to Arena�s registration statement on Form
S-8 filed with the Securities and Exchange Commission on June 20, 2012, Commission File No. 333-182238)

10.3* Arena�s 2009 Employee Stock Purchase Plan, as amended (incorporated by reference to Exhibit 99.2 to Arena�s registration
statement on Form S-8 filed with the Securities and Exchange Commission on June 20, 2012, Commission File No.
333-182238)

10.4* Form of Incentive Stock Option Grant Agreement for Employees under the Arena 2012 Long-Term Incentive Plan
(incorporated by reference to Exhibit 10.3 to Arena�s report on Form 8-K filed with the Securities and Exchange Commission
on June 20, 2012, Commission File No. 000-31161)
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EXHIBIT

NO. DESCRIPTION

10.5* Form of Stock Option Grant Agreement for Employees or Consultants under the Arena 2012 Long-Term Incentive Plan
(incorporated by reference to Exhibit 10.4 to Arena�s report on Form 8-K filed with the Securities and Exchange Commission
on June 20, 2012, Commission File No. 000-31161)

10.6* Form of Stock Option Grant Agreement for Non-Employee Directors under the Arena 2012 Long-Term Incentive Plan
(incorporated by reference to Exhibit 10.5 to Arena�s report on Form 8-K filed with the Securities and Exchange Commission
on June 20, 2012, Commission File No. 000-31161)

10.7* Form of Restricted Stock Grant Agreement under the Arena 2012 Long-Term Incentive Plan (incorporated by reference to
Exhibit 10.6 to Arena�s report on Form 8-K filed with the Securities and Exchange Commission on June 20, 2012,
Commission File No. 000-31161)

31.1 Certification of Chief Executive Officer pursuant to Rule 13a-14(A) promulgated under the Securities Exchange Act of 1934

31.2 Certification of Chief Financial Officer pursuant to Rule 13a-14(A) promulgated under the Securities Exchange Act of 1934

32.1 Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section 1350 and Rule 13a-14(B)
promulgated under the Securities Exchange Act of 1934

101.INS** XBRL Instance Document

101.SCH** XBRL Taxonomy Extension Schema Document

101.CAL** XBRL Taxonomy Extension Calculation Linkbase Document

101.DEF** XBRL Taxonomy Extension Definition Linkbase Document

101.LAB** XBRL Taxonomy Extension Label Linkbase Document

101.PRE** XBRL Taxonomy Extension Presentation Linkbase Document

+ Confidential treatment has been requested with respect to certain portions of this exhibit. Omitted portions have been filed separately with
the SEC.

* Management contract or compensatory plan or arrangement.
** Furnished herewith.
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