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PART I - FINANCIAL INFORMATION
ITEM I. FINANCIAL STATEMENTS
ALTEON INC.
BALANCE SHEETS
(UNAUDITED)
ASSETS
September 30, Decembe
2001 2000

Current Assets:
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Cash and cash equivalents ......c.eiiiiinmnnneeeeeennnnnn S 4,548,792 S 3,60

Short—term investments .......c.ii ittt ittt neeneennenns 8,552,640 6,35

Other current asset s ...ttt ittt ittt ettt et eeeenennn 474,930 1,73

Total current asSsSet s ittt ittt ittt it ettt eeeeneean 13,576,362 11,69

Property and equipment, net .........iiiiiiiitttnnenens 1,266,493 1,69
Deposits and other assets ...... it einnnnnns 2,815

I o= = = $ 14,845,670 S 13,38

LIABILITIES AND STOCKHOLDERS' EQUITY

Current Liabilities:

ACCOUNTS PAVADle ittt ittt e et e ettt e e S 399,220 S 30
ACCTUEA EXPENSES « v vt v v vt teneeeeeeeenneeeeeeeeaeeeeeeeens 1,836,585 1,63
Total current liabilities ...ttt ieeeennnnn 2,235,805 1,93

Stockholders' Equity:

Preferred Stock, $0.01 par value,
1,993,329 shares authorized, and 971 and
912 of Series G and 2,917, and 2,739 of
Series H shares issued and outstanding,
as of September 30, 2001 and
December 31, 2000, respectively ......iouiiiiineeennnnn 39

Common Stock, $0.01 par value,
80,000,000 shares authorized, and
27,262,640 and 22,399,660 shares issued
and outstanding, as of September 30, 2001

and December 31, 2000, respectively .....ceueiiieenenenn. 272,626 22
Additional paid-in capital .......i ittt 157,456,401 145, 24
Accumulated deficit ..ttt ittt it e e e e e e e (145,140, 380) (134,01
Accumulated other comprehensive income/ (1l0SS) .......... 21,179

Total stockholders' equity ....iiiiiiiiiiiiiinnnennnn. 12,609,865 11,45

Total liabilities and stockholders' equity ................ $ 14,845,670 S 13,38

The accompanying notes are an integral part of this statement.

ALTEON INC.
STATEMENTS OF OPERATIONS
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(UNAUDITED)

Revenues:
Investment 1NCOmME . ...ttt ittt ettt e eaeeeeeeeens
Expenses:

Research and development
(which includes non-cash stock compensation
(benefit) /expense of $(52,676) and $160,276,
for the three months ended September 30, 2001
and September 30, 2000, respectively, and $83,479
and $160,276, for the nine months ended
September 30, 2001 and September 30, 2000,
TESPECEIVE LY ) ittt e e e e e e e e e e e

General and administrative
(which includes non-cash stock compensation
(benefit) /expense of $(401,344) and $549,019,
for the three months ended September 30, 2001
and September 30, 2000, respectively, and
$(328,055) and $549,019, for the nine months
ended September 30, 2001 and September 30, 2000,
TESPECEIVE LY ) ittt i e e e e e e e e e e e e

TOLALl EXPENSES ittt ettt teee e et eeeeeeeseeaneeeeeses
LS L N

Preferred stock dividends ...... ..ttt ittt ttennnneennn
Common stock warrant deemed dividends .............cceii...

Net loss applicable to common stockholders ...................

Basic/diluted loss per share to
common StoCKhOolders . ...ttt ittt ettt eeeeeeeeeeann

Weighted average common shares used
in computing basic/diluted loss per share .................

For the Three Months
Ended September 30,

$ 107,404

1,824,239

497,236

815,591
209,528

$ 109,771

1,736,549

1,602,814

The accompanying notes are an integral part of this statement.
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ALTEON INC.
STATEMENTS OF CASH FLOWS
(UNAUDITED)

Fo
E
2001
Cash Flows from Operating Activities:

= S X 7= = $ (8,548,5
Adjustments to reconcile net loss to net cash used in operating activities:

Depreciation and amortization . ... ...ttt ittt ittt ettt 479,1

Amortization of deferred compensation . .......eiiiittittteeeeeennneeens 91,0

Non-cash compensation (benefit)/expense

related to variable plan employee stock options ............ ... (244,5
Changes in operating assets and liabilities:
Other CUrrent aSSel S v ittt ittt it it ettt ettt ettt ettt tneeaneenens 1,260,7
Accounts payable and acCrued EXPENSES v vttt v ennneeeeeeenneeeeeeenneeeens 299, 4
Net cash used in operating activities ....... ..ttt eennnnn (6,662,717
Cash Flows from Investing Activities:

Capital exXpPenditUres .ttt ittt ittt ettt ettt aeeeeee e (49,5

Purchases of marketable secUrities ... ..ttt ittt tteeeneenenn (14,198,1

Sales and maturities of marketable securities .........c.ciiiiiiiiiii.. 12,022,0

Net cash (used in)/provided by investing activities ..........c..oc.... (2,225,717
Cash Flows from Financing Activities:

Net proceeds from issuance of common StOCK ...ttt eennnnnns 9,836,9
Net increase in cash and cash equivalents ....... ittt nneneennnneens 948, 4
Cash and cash equivalents, beginning of period ........ ...ttt eennnnn 3,600, 3
Cash and cash equivalents, end of period ........iiiiiiiitineeeeeeeeannnn $ 4,548,7

The accompanying notes are an integral part of this statement.

ALTEON INC.
NOTES TO FINANCIAL STATEMENTS
(UNAUDITED)

NOTE 1 - BASIS OF PRESENTATION
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The accompanying unaudited financial statements have been prepared in
accordance with generally accepted accounting principles for interim financial
information and with the instructions to Form 10-Q and Rule 10-01 of Regulation
S-X of the Securities and Exchange Commission. Accordingly, they do not include
all of the information and footnotes required by generally accepted accounting
principles for complete financial statements. In the opinion of Management, all
adjustments (consisting of only normal recurring accruals) considered necessary
for a fair presentation have been included. Operating results for the three and
nine months ended September 30, 2001, are not necessarily indicative of the
results that may be expected for the year ending December 31, 2001. For further
information, refer to the financial statements and footnotes thereto included in
the Company's Annual Report on Form 10-K for the year ended December 31, 2000.

NOTE 2 - CASH, CASH EQUIVALENTS AND SHORT-TERM INVESTMENTS

Cash and cash equivalents include highly liquid investments which have
a maturity of less than three months at the time of purchase. Short-term
investments are recorded at fair market value.
NOTE 3 - NET LOSS PER SHARE

Basic loss per share is based on the average number of shares
outstanding during the year. Diluted loss per share is the same as basic loss
per share, as the inclusion of common stock equivalents would be antidilutive.

NOTE 4 - COMPREHENSIVE INCOME/ (LOSS)

The following sets forth comprehensive income as required by SFAS 130
for the periods ended September 30, 2001 and 2000 (dollars in thousands) :

2001 2000
= o 70 = $(8,549) $(8,085)
Net Unrealized Gain/ (Loss) on Marketable Securities 22 (2)
Comprehensive LOSS vttt eeenenneeeeeeeeeeennnneens $(8,527) $(8,087)

NOTE 5 - STOCK COMPENSATION

In March 2000, the Financial Accounting Standards Board ("FASB")
released Interpretation No. 44, "Accounting for Certain Transactions Involving
Stock Compensation, An Interpretation of APB Opinion No. 25." The interpretation
became effective on July 1, 2000, but in some circumstances applies to
transactions that occurred prior to the effective date. Under the
interpretation, stock options that are repriced must be accounted for as
variable-plan arrangements until the options are exercised, forfeited or expire.
This requirement applies to any options repriced after December 15, 1998. On
February 2, 1999, the Company repriced certain stock options. This
interpretation requires the Company to record compensation expense or benefit,
which is adjusted every quarter, for increases or decreases in the fair market
value of the repriced options based on changes in our stock price from the wvalue
at July 1, 2000, until the repriced options are exercised, forfeited or expire.
The total non-cash stock compensation (benefit)/expense resulting from the
repricing for the three and nine months ending September 30, 2001, is $(454,020)
and $(244,576), respectively, which includes research and development charges of
$(52,676) and $83,479, respectively, and general and administrative charges of
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$(401,344) and $(328,055), respectively.

ALTEON INC.
NOTES TO FINANCIAL STATEMENTS
(UNAUDITED)

NOTE 6 - RECENTLY ISSUED ACCOUNTING STANDARDS

During June 2001, the FASB issued Statements of Financial Accounting
Standards No. 141, Business Combinations (SFAS No. 141) and No. 142, Goodwill
and Other Intangible Assets (SFAS No. 142). SFAS No. 141 changes the accounting
for business combinations, requiring that all business combinations be accounted
for using the purchase method and that intangible assets be recognized as assets
apart from goodwill if they arise from contractual or other legal rights, or if
they are separable or capable of being separated from the acquired entity and
sold, transferred, licensed, rented or exchanged. SFAS No. 141 is effective for
all business combinations initiated after June 30, 2001. SFAS No. 142 specifies
the financial accounting and reporting for acquired goodwill and other
intangible assets. Goodwill and intangible assets that have indefinite useful
lives will not be amortized, but rather will be tested at least annually for
impairment. SFAS No. 142 is effective for fiscal years beginning after December
15, 2001.

SFAS No. 142 requires that the useful lives of intangible assets
acquired on or before June 30, 2001, be reassessed and the remaining
amortization periods adjusted accordingly. Previously recognized intangible
assets deemed to have indefinite lives shall be tested for impairment. Goodwill
recognized on or before June 30, 2001, shall be assigned to one or more
reporting units and shall be tested for impairment as of the beginning of the
fiscal year in which SFAS No. 142 is initially applied in its entirety.

Based on the Company's current activities, the adoption of these
pronouncements will not have a material impact on the Company's results of
operations, cash flows or financial position.

NOTE 7 - STOCKHOLDERS' EQUITY

In July 2001, the Company completed a public offering of 4,500,000
shares of Common Stock, which provided net proceeds of approximately $9.4
million.

In connection with the offering, certain previously issued warrants
were repriced pursuant to antidilution provisions contained in the warrants.
This resulted in a one-time, deemed dividend in the quarter of $209,528.

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

OVERVIEW

Alteon is discovering and developing oral drugs that reverse or slow
down diseases of aging and diabetes. Our lead product candidates are unlike any
drugs currently prescribed, and target some of the largest pharmaceutical
markets, such as cardiovascular and kidney diseases. Three of our compounds are
in clinical development; several others are undergoing pre-clinical testing.
These potential pharmaceutical products were discovered as a result of our
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research on structures called Advanced Glycosylation End-products, or A.G.E.s,
that are formed in our body and accumulate as we age, potentially resulting in
many medical disorders.

Our lead compound, ALT-711, is initially being developed for
cardiovascular disease, including isolated systolic hypertension. We completed a
Phase IIa trial to evaluate the effect of ALT-711 on cardiovascular compliance.
Based on the positive results of this trial, we have initiated two Phase IIb
efficacy trials of ALT-711.

We are pursuing development of other compounds from our library of
A.G.E. crosslink breakers and A.G.E.-formation inhibitors in additional aging-
and diabetes-related diseases.

As we continue clinical development of ALT-711, we will determine if it
is appropriate to retain development and marketing rights for one or several
indications in North America, while at the same time continuing to evaluate
potential corporate partnerships for the further development and ultimate
marketing of the compound in other territories throughout the world.

Since our inception in October 1986, we have devoted substantially all
of our resources to research, drug discovery and development programs. To date,
we have not generated any revenues from the sale of products and do not expect
to generate any such revenues for a number of years, if at all. We have incurred
an accumulated deficit of approximately $145,140,000 as of September 30, 2001,
and expect to incur operating losses, potentially greater than losses in prior
years, for a number of years.

We have financed our operations through proceeds from an initial public
offering of Common Stock in 1991, a follow-on offering of Common Stock completed
in 1995, and private placements of common and preferred equity securities,
revenue from present and former collaborative relationships, reimbursement of
certain of our research and development expenses by our collaborative partners,
investment income earned on cash balances and short-term investments and the
sale of a portion of our New Jersey State Net Operating Losses carryforwards. In
July 2001, we completed a public offering of 4,500,000 shares of Common Stock,
which provided net proceeds of approximately $9.4 million.

In March 2000, the Financial Accounting Standards Board ("FASB")
released Interpretation No. 44, "Accounting for Certain Transactions Involving
Stock Compensation, An Interpretation of APB Opinion No. 25." The interpretation
became effective on July 1, 2000, but in some circumstances applies to
transactions that occur prior to the effective date. Under the interpretation,
stock options that are repriced must be accounted for as variable-plan
arrangements until the options are exercised, forfeited or expire. This
requirement applies to any options repriced after December 15, 1998. On February
2, 1999, we repriced certain stock options. This interpretation requires us to
record compensation expense or benefit, which is adjusted every quarter, for
increases or decreases in the fair market value of the repriced options based on
changes in our stock price from the value at July 1, 2000, until the repriced
options are exercised, forfeited or expire. The total non-cash stock
compensation (benefit)/expense resulting from the repricing and included in net
loss for the three and nine months ended September 30, 2001, is $(454,000) and
$(245,000), respectively.

Our business is subject to significant risks including, but not limited
to, (i) our ability to obtain funding, (ii) the risks inherent in our research
and development efforts, including clinical trials, (iii) uncertainties
associated with obtaining and enforcing our patents and with the patent rights
of others, (iv) the lengthy, expensive and uncertain process of seeking
regulatory approvals, (v) uncertainties regarding government reforms and product
pricing and reimbursement levels, (vi) technological change and competition,
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(vii) manufacturing uncertainties and (viii) dependence on collaborative
partners and other third parties. Even if our product candidates appear
promising at an early stage of development, they may not reach the market for
numerous reasons. Such reasons include the possibilities that the products will
prove ineffective or unsafe during clinical trials, will fail to receive
necessary regulatory approvals, will be difficult to manufacture on a large
scale, will be uneconomical to market or will be precluded from
commercialization by proprietary rights of third parties. These risks and others
are discussed under the heading "Forward-Looking Statements and Cautionary
Statements."

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

RESULTS OF OPERATIONS
THREE MONTHS ENDED SEPTEMBER 30, 2001 AND 2000

Total revenues for the three months ended September 30, 2001, and the
three months ended September 30, 2000, were $107,000 and $110,000, respectively.
Revenues were derived from interest earned on cash and cash equivalents and
short-term investments. The 2.7% decrease in income was attributable to the
decrease in cash, cash equivalents and short-term investment balances.

Our total expenses decreased to $2,321,000 for the three months ended
September 30, 2001, from $3,339,000 for the three months ended September 30,
2000, and includes $(454,000) and $709,000, respectively, of non-cash stock
compensation (benefit)/expense related to variable plan employee stock options
(See Note 5 to the Financial Statements).

Research and development expenses were $1,824,000 and $1,736,000 for
the three months ended September 30, 2001 and 2000, respectively, which includes
$(53,000) and $160,000, respectively, for non-cash stock compensation
(benefit) /expense. Excluding non-cash stock compensation, research and
development expenses increased by 19.1%. Research and development expenses
primarily consist of third-party expenses associated with pre-clinical and
clinical studies, manufacturing costs of clinical supplies, personnel and
personnel-related expenses and an allocation of facility expenses. Increases for
the three months ended September 30, 2001, included the cost of ongoing studies
of ALT-711, including the initiation of the Phase IIb SAPPHIRE (Systolic And
Pulse Pressure Hemodynamic Improvement by Restoring Elasticity) trial, as well
as manufacturing and personnel costs. For the three months ended September 30,
2000, expenses included costs for the Phase IIa clinical trial, which was
completed in the fourth quarter of 2000.

General and administrative expenses decreased to $497,000 for the three
months ended September 30, 2001 from $1,603,000 for the same period in 2000, and
includes non-cash stock compensation (benefit)/expense of $(401,000) and
$549,000, respectively. Excluding non-cash stock compensation, general and
administrative expenses were $899,000 and $1,054,000, respectively, a decrease
of $155,000 or 14.7% due to decreased personnel and personnel-related costs.

Our net loss applicable to common stockholders decreased to $3,239,000
for the three months ended September 30, 2001, from $3,977,000 in the same
period in 2000, a decrease of 18.6%. This decrease was primarily a result of
non-cash stock compensation (benefit) in 2001, offset by increased research and
development expenses, decreased investment income and increased preferred stock
dividends. Included in the net loss applicable to common stockholders are
preferred stock dividends of approximately $816,000 and $748,000 for the three
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months ended September 30, 2001 and 2000, respectively, and common stock warrant
deemed dividends of $210,000 for the three months ended September 30, 2001 (See
Note 7 to the Financial Statements).

NINE MONTHS ENDED SEPTEMBER 30, 2001 AND 2000

Total revenues for the nine months ended September 30, 2001, and the
nine months ended September 30, 2000, were $360,000 and $418,000, respectively.
Revenues were derived from interest earned on cash and cash equivalents and
short-term investments. The 13.9% decrease in income was attributable to the
decrease in cash, cash equivalents and short-term investment balances.

Our total expenses increased to $8,909,000 for the nine months ended
September 30, 2001, from $8,503,000 for the nine months ended September 30,
2000, and includes $(245,000) and $709,000, respectively, of non-cash stock
compensation (benefit)expense related to variable plan employee stock options
(See Note 5 to the Financial Statements).

Research and development expenses were $6,025,000 and $4,739,000 for
the nine months ended September 30, 2001 and 2000, respectively, which includes
$83,000 and $160,000 of non-cash stock compensation expense, respectively.
Excluding non-cash stock compensation, research and development expenses
increased by 29.8%. Research and development expenses primarily consist of
third-party expenses associated with pre-clinical and clinical studies,
manufacturing costs of clinical supplies, personnel and personnel-related
expenses and an allocation of facility expenses. Increases for the nine months
ended September 30, 2001, resulted from the cost of ongoing ALT-711 studies,
including the initiation of the Phase IIb SAPPHIRE trial, pre-clinical, as well
as manufacturing and personnel

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

costs. For the nine months ended September 30, 2000, expenses included costs for
the Phase IIa clinical trial, which was completed in the fourth quarter of 2000.

General and administrative expenses decreased to $2,883,000 for the
nine months ended September 30, 2001, from $3,764,000 for the same period in
2000, and includes non-cash stock compensation (benefit)/expense of $(328,000)
and $549,000, respectively (See Note 5 to the Financial Statements). Excluding
non-cash stock compensation, general and administrative expenses remained flat.

Our net loss applicable to common stockholders increased to $11,129,000
for the nine months ended September 30, 2001, from $10,267,000 in the same
period in 2000, an increase of 8.4%. This was primarily a result of increased
research and development expenses, the inclusion of non-cash stock compensation,
decreased investment income and increased preferred stock dividends. Included in
the net loss applicable to common stockholders are preferred stock dividends of
approximately $2,371,000, and $2,182,000 for the nine months ended September 30,
2001 and 2000, respectively, and common stock warrant deemed dividends of
$210,000 for the nine months ended September 30, 2001 (See Note 7 to the
Financial Statements).

LIQUIDITY AND CAPITAL RESOURCES

We had cash, cash equivalents and short-term investments at September
30, 2001, of $13,101,000 compared to $9,955,000 at December 31, 2000. This is an
increase in cash, cash equivalents and short-term investments for the nine
months ended September 30, 2001, of $3,146,000. This consisted of net proceeds

10
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of $9,460,000 from a public offering of 4,500,000 shares of common stock, the
receipt of $1,548,000 from the sale of our NOLs and $377,000 of financing
activities related to proceeds from stock option exercises. This was offset by
$8,211,000 of cash used in operations consisting primarily of research and
development expenses, personnel and related costs, facility expenses and
approximately $50,000 of capital expenditures. As of September 30, 2001, we had
invested $7,472,000 in capital equipment and leasehold improvements.

In December 2000, we sold $14.1 million of our gross State net
operating loss carryforwards and $590,000 of our State research and development
tax credit carryforwards under the State of New Jersey's Technology Business Tax
Certificate Transfer Program (the "Program"). The Program allowed qualified
technology and biotechnology business in New Jersey to sell unused amounts of
net operating loss carryforwards and defined research and development tax
credits for cash. The proceeds from the sale in 2000 were $1,548,000 and were
recorded as a tax benefit in the statements of operations. The proceeds from the
sale of the net operating loss carryforwards and the research and development
tax credit carryforwards sold in 2000 were received on January 8, 2001.

We anticipate that our existing available cash and cash equivalents
and short-term investments will be adequate to satisfy our working capital
requirements for our current operations into the second half of 2002. While we
expect to apply a portion of the proceeds of our July 2001 sale of Common Stock
to the Phase IIb efficacy trial of ALT-711, the timing and extent of ALT-711's
clinical development will be determined by our ability to secure additional
financing. In addition, we will require substantial new funding in order to
continue the research, product development, pre-clinical testing and clinical
trials of our other product candidates, including Pimagedine. We will also
require additional funding for operating expenses, the pursuit of regulatory
approvals for our product candidates and the establishment of marketing and
sales capabilities.

The amount of our future capital requirements will depend on numerous
factors, including the progress of our research and development programs, the
conduct of pre-clinical tests and clinical trials, the development of regulatory
submissions, the costs associated with protecting patents and other proprietary
rights, the development of marketing and sales capabilities and the availability
of third-party funding.

Because of our long-term capital requirements, we may seek access to
the public or private equity markets whenever conditions are favorable. We may
also seek additional funding through corporate collaborations and other
financing vehicles, potentially including off-balance sheet financing through
limited partnerships or corporations. There can be no assurance that such
funding will be available at all or on terms acceptable to us. If adequate funds
are not available, we may be required to curtail significantly one or more of
our research or development programs. If we obtain funds through arrangements
with collaborative partners or others, we may be required to relinquish rights
to certain of our technologies or product candidates.

Our current priorities are the evaluation and continued development of
ALT-711, our lead A.G.E. Crosslink Breaker candidate, and determining the
optimal course for the continued development of Pimagedine. We are focusing our
resources on the development of ALT-711. As we continue clinical development of
ALT-711, we will

10
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determine if it 1is appropriate to retain development and marketing rights for
one or several indications in North America, while at the same time continuing
to evaluate potential corporate partnerships for the further development and
ultimate marketing of the compound throughout the world. We have also decided to
pursue the continued development of Pimagedine and are actively seeking one or
more corporate partners. As described above, we believe that additional
development of this compound and other product candidates will require us to
find sources of funding.

FORWARD-LOOKING STATEMENTS AND CAUTIONARY STATEMENTS

Statements in this Form 10-Q that are not statements or descriptions of
historical facts are "forward-looking" statements under Section 21E of the
Securities Exchange Act of 1934, as amended, and the Private Securities
Litigation Reform Act of 1995 and are subject to numerous risks and
uncertainties. These forward-looking statements and other forward-looking
statements made by us or our representatives are based on a number of
assumptions. The words "believe," "expect," "anticipate," "intend," "estimate"
or other expressions which are predictions of or indicate future events and
trends and which do not relate to historical matters identify forward-looking
statements. Readers are cautioned not to place undue reliance on these
forward-looking statements as they involve risks and uncertainties, and actual
results could differ materially from those currently anticipated due to a number
of factors, including those set forth in this section and elsewhere in this Form
10-Q. These factors include, but are not limited to, the risks set forth below.
The forward-looking statements represent our judgment and expectations as of the
date of this Report. We assume no obligation to update any such forward-looking
statements.

IF WE DO NOT OBTAIN SUFFICIENT ADDITIONAL FUNDING TO MEET OUR NEEDS, WE MAY HAVE
TO CURTAIL OR DISCONTINUE THE RESEARCH, PRODUCT DEVELOPMENT, PRE-CLINICAL
TESTING AND CLINICAL TRIALS OF SOME OR ALL OF OUR PRODUCT CANDIDATES.

We anticipate that our existing available cash and cash equivalents
and short-term investments will be adequate to satisfy our working capital
requirements for our current operations into the second half of 2002. While we
expect to apply a portion of the proceeds of our July 2001 sale of Common Stock
to the Phase IIb efficacy trial of ALT-711, the timing and extent of ALT-711's
clinical development will be determined by our ability to secure additional
financing. In addition, we will require substantial new funding in order to
continue the research, product development, pre-clinical testing and clinical
trials of our other product candidates, including ALT-711 and Pimagedine. We
will also require additional funding for operating expenses, the pursuit of
regulatory approvals for our product candidates and the establishment of
marketing and sales capabilities.

Our future capital requirements will depend on many factors, including
continued scientific progress in our research and development programs, the size
and complexity of these programs, progress with pre-clinical testing and
clinical trials, the time and costs involved in obtaining regulatory approvals,
the costs involved in filing, prosecuting and enforcing patent claims, competing
technological and market developments, the establishment of additional
collaborative arrangements, the cost of manufacturing arrangements,
commercialization activities and the cost of product in-licensing and strategic
acquisitions, if any. Our cash reserves and other liquid assets may not be
adequate to satisfy our capital and operating requirements.

IF WE DO NOT SUCCESSFULLY DEVELOP ANY PRODUCTS, WE MAY NOT DERIVE ANY REVENUES.
All of our product candidates are in research or clinical development.

We may not succeed in the development and marketing of any therapeutic or
diagnostic product. To achieve profitable operations, we must, alone or with
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others, successfully identify, develop, introduce and market proprietary
products. Such products will require significant additional investment,
development and pre-clinical and clinical testing prior to potential regulatory
approval and commercialization.

We have not yet requested or received requlatory approval for any
product from the FDA or any other regulatory body. Before obtaining regulatory
approvals for the commercial sale of any of our products under development, we
must demonstrate through pre-clinical studies and clinical trials that the
product 1s safe and effective for use in each target indication. The results
from pre-clinical studies and early clinical trials may not be predictive of
results that will be obtained in large-scale testing. In addition, some or all
of the clinical trials we undertake may not demonstrate sufficient safety and
efficacy to obtain the requisite regulatory approvals, which could prevent the
creation of marketable products.

11

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

The development of new pharmaceutical products is highly uncertain and
subject to a number of significant risks. Potential products that appear to be
promising at early stages of development may not reach the market for a number
of reasons. Potential products may be found ineffective or cause harmful side
effects during pre-clinical testing or clinical trials, fail to receive
necessary regulatory approvals, be difficult to manufacture on a large scale, be
uneconomical, fail to achieve market acceptance or be precluded from
commercialization by proprietary rights of third parties. We may not be able to
undertake additional clinical trials. In addition, our product development
efforts may not be successfully completed, we may not obtain regulatory
approvals, and our products, if introduced, may not be successfully marketed or
achieve customer acceptance. We do not expect any of our products, including
ALT-711 and Pimagedine, to be commercially available for a number of years, if
at all.

IF WE ARE UNABLE TO DERIVE REVENUES FROM PRODUCT SALES, WE MAY NEVER BE
PROFITABLE.

All of our revenues to date have been generated from collaborative
research agreements and financing activities, or interest income earned on these
funds. We have not received any revenues from product sales. We may not realize
product revenues on a timely basis, if at all.

At September 30, 2001, we had an accumulated deficit of $145,140,000.
We anticipate that we will incur substantial, potentially greater losses 1in the
future. Our products under development may not be successfully developed and our
products, if successfully developed, may not generate revenues sufficient to
enable us to earn a profit. We expect to incur substantial additional operating
expenses over the next several years as our research, development and clinical
trial activities increase. We do not expect to generate revenues from the sale
of products, if any, for a number of years. Our ability to achieve profitability
depends, in part, on our ability to enter into agreements for product
development, obtain regulatory approval for our products and develop the
capacity, or enter into agreements, for the manufacture, marketing and sale of
any products. We may not obtain required regulatory approvals, or successfully
develop, manufacture, commercialize and market product candidates, and we may
never achieve product revenues or profitability.

PRIOR STOCK OPTION REPRICING MAY HAVE AN ADVERSE EFFECT ON OUR FUTURE FINANCIAL
PERFORMANCE .

13
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Based on the performance of our stock, we repriced certain employee
stock options on February 2, 1999, in order to bolster employee retention. As a
result of this repricing, options to purchase 1.06 million shares of stock were
repriced and certain vesting periods related to these options were modified or
extended. This repricing may have a material adverse impact on future financial
performance based on Interpretation No. 44, "Accounting for Certain Transactions
Involving Stock Compensation, An Interpretation of APB Opinion No. 25." This
interpretation requires us to record compensation expense or benefit, which is
adjusted every quarter, for increases or decreases in the fair market value of
the repriced options based on changes in our stock price from the value at July
1, 2000, until the repriced options are exercised, forfeited or expire.

IF WE ARE NOT ABLE TO FORM AND MAINTAIN THE COLLABORATIVE RELATIONSHIPS THAT OUR
BUSINESS STRATEGY REQUIRES, THEN OUR PROGRAMS WILL SUFFER AND WE MAY NOT BE ABLE
TO DEVELOP PRODUCTS.

Our strategy for developing and deriving revenues from our products
depends, in large part, upon entering into arrangements with research
collaborators, corporate partners and others.

We have established collaborative arrangements with Yamanouchi
Pharmaceutical Co., Ltd., Roche Diagnostics GmbH, IDEXX laboratories, Inc. and
Gamida for Life with respect to the development of drug therapies and
diagnostics utilizing our scientific platforms. To succeed, we will have to
develop additional relationships. We are seeking to establish new collaborative
relationships to provide the funding necessary for continuation of our product
development, but such effort may not be successful. If we are unable to enter
into or manage additional collaborations, our programs may suffer and we may be
unable to develop products.

IF WE ARE UNABLE TO MAINTAIN OUR COLLABORATIVE RELATIONSHIPS, OUR PRODUCT
DEVELOPMENT MAY BE DELAYED AND DISPUTES OVER RIGHTS TO TECHNOLOGY MAY RESULT.

We will, in some cases, be dependent upon outside partners to conduct
pre-clinical testing and clinical trials and to provide adequate funding for our
development programs. Our corporate partners may have all or a significant
portion of the development and regulatory approval responsibilities. Failure of
the corporate partners to develop marketable products or to gain the appropriate
regulatory approvals on a timely basis, if at all, would have a material adverse
effect on our business, financial condition and results of operations.
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

In most cases, we will not be able to control the amount and timing of
resources that our corporate partners devote to our programs or potential
products. If any of our corporate partners breached or terminated its agreements
with us or otherwise failed to conduct its collaborative activities in a timely
manner, the pre-clinical or clinical development or commercialization of product
candidates or research programs could be delayed, and we would be required to
devote additional resources to product development and commercialization or
terminate certain development programs.

Disputes may arise in the future with respect to the ownership of
rights to any technology we develop with third parties. These and other possible
disagreements between us and collaborators could lead to delays in the
collaborative research, development or commercialization of product candidates
or could require or result in litigation or arbitration, which would be
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time-consuming and expensive and would have a material adverse effect on our
business, financial condition and results of operations.

Any corporate partners we have may develop, either alone or with
others, products that compete with the development and marketing of our
products. Competing products, either developed by the corporate partners or to
which the corporate partners have rights, may result in their withdrawal of
support with respect to all or a portion of our technology, which would have a
material adverse effect on our business, financial condition and results of
operations.

IF WE CANNOT SUCCESSFULLY DEVELOP A MARKETING AND SALES FORCE OR MAINTAIN
SUITABLE ARRANGEMENTS WITH THIRD PARTIES TO MARKET AND SELL OUR PRODUCTS, OUR
ABILITY TO DELIVER PRODUCTS MAY BE IMPAIRED.

For certain of our products, we have licensed exclusive marketing
rights to our corporate partners or formed collaborative marketing arrangements
within specified territories in return for royalties to be received on sales, a
share of profits or beneficial transfer pricing. These agreements are terminable
at the discretion of our partners upon as little as 90 days' prior written
notice. If the licensee or marketing partner terminates an agreement or fails to
market a product succes