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Washington, D.C. 20549
PRE-EFFECTIVE AMENDMENT NO. 1TO
FORM S-3
REGISTRATION STATEMENT UNDER THE SECURITIES ACT OF 1933
DUSA PHARMACEUTICALS, INC.
(Exact Name of Registrant as Specified in Its Charter)

New Jersey 22-3103129
(State or Other Jurisdiction (I.R.S. Employer
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(978) 657-7500
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Reed Smith LLP
136 Main Street Suite 250
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(609) 987-0050
Approximate date of commencement of proposed sale to the public: From time to time after the effective date of this
Registration Statement.
If the only securities being registered on this Form are being offered pursuant to dividend or interest reinvestment
plans, please check the following box. o
If any of the securities being registered on this Form are to be offered on a delayed or continuous basis pursuant to
Rule 415 under the Securities Act of 1933, other than securities offered only in connection with dividend or interest
reinvestment plans, check the following
box. p
If this Form is filed to register additional securities for an offering pursuant to Rule 462(b) under the Securities Act,
please check the following box and list the Securities Act registration statement number of the earlier effective
registration statement for the same offering. o
If this Form is a post-effective amendment filed pursuant to Rule 462(c) under the Securities Act, check the following
box and list the Securities Act registration statement number of the earlier effective registration statement for the same
offering. o
If this Form is a Registration Statement pursuant to General Instruction I.D. or a post-effective amendment thereto that
shall become effective upon filing with the Commission pursuant to Rule 462(e) under the Securities Act, check the
following box. o
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If this Form is a post-effective amendment to a Registration Statement filed pursuant to General Instruction I.D. to
register additional securities or classes of securities pursuant to Rule 413(b) under the Securities Act, check the

following box. o

CALCULATION OF REGISTRATION FEE

Title of Each Class of Securities
to be Registered
Shares of common stock without par
value()
Shares of common stock without par
value®
TOTAL REGISTRATION FEE*

(1) Represents
shares issued to
certain Selling
Shareholders in
a private
placement
completed
October 29,
2007 under
Rule 506 of
Regulation D of
the Securities
Act of 1933, as
amended,
pursuant to a
securities
purchase
agreement.

(2) Estimated solely
for the purpose
of calculating
the registration
fee pursuant to
Rule 457(c) of
the Securities
Act, based upon
the average of
the high and low
price as reported
on The
NASDAQ
National Market
on
November 21,
2007.
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Amount
to be
Registered
4,581,043

1,145,259

Proposed Maximum Proposed Maximum Amount of

Offering Price Per
Share
$2.12@

$2.85@

Aggregate Offering Registration
Price Fee

$9,711,811.16 $298.15
$3,263,988.15 $100.20
$398.35



3)

)

Pursuant to Rule 416(a) under the Securities Act, this registration statement also covers any additional securities that
may be offered or issued in connection with any stock split, stock dividend or similar transaction.

*$398.35 previously paid.

The registrant hereby amends this registration statement on such date or dates as may be necessary to delay its
effective date until the registrant shall file a further amendment which specifically states that this registration
statement shall thereafter become effective in accordance with Section 8(a) of the Securities Act of 1933 or until
the registration statement shall become effective on such date as the Commission, acting pursuant to said

Issuable to the
Selling
Shareholders
upon the
exercise of
warrants to
purchase
common stock.

Calculated
pursuant to
Rule 457(g)(1)
of the Securities
Act of 1933, as
amended, based
upon the
exercise price of
$2.85, for the
warrants issued
to the Selling
Shareholders in
the private
placement.
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The information in this prospectus is not complete and may be changed. We may not sell these securities until the
registration statement filed with the Securities and Exchange Commission is effective. This prospectus is not an offer
to sell these securities and it is not soliciting an offer to buy these securities in any state where the offer or sale is not
permitted.
Prospectus
Subject to Completion, Dated January 22, 2008
5,726,302 Shares
DUSA PHARMACEUTICALS, INC.
Common Stock

This prospectus relates to the offer and sale, from time to time, of up to 5,726,302 shares of our common stock, no par
value per share, including shares of common stock issuable upon the exercise of outstanding warrants, held by the
Selling Shareholders listed on page 19 of this prospectus. The Selling Shareholders acquired the common stock from
us in a private placement completed on October 29, 2007 and is more fully described on page 18 of this prospectus
under Selling Shareholders . We will not receive any of the proceeds from the sale of these shares of our common
stock by the Selling Shareholders.

The Selling Shareholders may resell or dispose of the shares of our common stock, or interests therein, from time to
time, at prevailing market prices at the time of sale or at prices negotiated with purchasers, to or through underwriters,
broker-dealers, agents, or through any other means described in this prospectus under the section entitled Plan of
Distribution. The Selling Shareholders will bear all commissions and discounts, if any, attributable to the sale or
disposition of the shares, or interests therein. We will bear all costs, expenses and fees in connection with the
registration of the shares.

Our common stock is traded on the NASDAQ Global Market under the symbol DUSA. The last reported sale price of
our common stock on January 18, 2008 was $1.99 per share.

Investing in the common stock involves a high degree of risk.
See Risk Factors beginning on page 4.

Neither the Securities and Exchange Commission nor any state securities commission has approved or
disapproved of these securities or passed upon the adequacy or accuracy of this prospectus. Any representation
to the contrary is a criminal offense.

The date of this prospectus is January [ ], 2008
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DUSA PHARMACEUTICALS, INC.
About DUSA

DUSA is a vertically integrated dermatology company that is developing and marketing Levulan® PDT and other
products for common skin conditions. Our currently marketed products include among others Levulan® Kerastick®
20% Topical Solution with photodynamic therapy, the BLU-U® brand light source, certain products acquired in the
March 10, 2006 merger with Sirius Laboratories, Inc., including, Nicomide®, Nicomide-T® and the newly launched
product, ClindaReach .

Historically, we devoted most of our resources to advancing the development and marketing of our Levulan®
PDT/PD technology platform. In addition to our marketed products, our drug, Levulan® brand of aminolevulinic acid
HCI, or ALA, in combination with light, has been studied in a broad range of medical conditions. When Levulan® is
used and followed with exposure to light to treat a medical condition, it is known as Levulan® PDT. When Levulan®
is used and followed with exposure to light to detect medical conditions, it is known as Levulan® photodetection, or
Levulan® PD. Our Kerastick® is the proprietary applicator that delivers Levulan®.

The Levulan® Kerastick® 20% Topical Solution with PDT and the BLU-U® brand light source were launched in
the United States, or U.S., in September 2000 for the treatment of non-hyperkeratotic actinic keratoses, or AKs, of the
face or scalp under a former dermatology collaboration. AKs are precancerous skin lesions caused by chronic sun
exposure that can develop over time into a form of skin cancer called squamous cell carcinoma. In addition, in
September 2003 we received clearance from the United States Food and Drug Administration, or FDA, to market the
BLU-U® without Levulan® PDT for the treatment of moderate inflammatory acne vulgaris and general dermatological
conditions.

Sirius Laboratories, Inc., or Sirius, a dermatology specialty pharmaceuticals company, was founded in 2000 with a
primary focus on the treatment of acne vulgaris and acne rosacea. Nicomide®, its key product, is an oral prescription
vitamin supplement which targets the market for inflammatory skin conditions such as acne. The merger has allowed
us to expand our product portfolio, capitalize on cross-selling and marketing opportunities, increase our sales force
size, as well as provide us with the opportunity to launch ClindaReach in March 2007.

We are responsible for manufacturing of our Levulan® Kerastick® and for the regulatory, sales, marketing, and
customer service of our Levulan® Kerastick®, and other related product activities for all of our products. Our current
objectives include increasing the sales of our products in the United States and Canada, launching Levulan® with our
distributors in Brazil and other Latin American countries and Asia, continuing our efforts of exploring partnership
opportunities for Levulan® PDT for dermatology in Europe, continuing our Levulan® PDT clinical development
program for the moderate to severe acne indication and development of our pipeline product programs.

1
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To further these objectives, we entered into a marketing and distribution agreement with Stiefel Laboratories, Inc.
in January 2006 granting Stiefel an exclusive right to distribute the Levulan® Kerastick® in Mexico, Central and South
America. The product was launched in Mexico and Argentina in late September 2007. Similarly, we entered into a
marketing and distribution agreement with Daewoong Pharmaceutical Co., Ltd. and DNC Daewoong Derma & Plastic
Surgery Network Company, or collectively, Daewoong, granting Daewoong exclusive rights to distribute the
Levulan® Kerastick® in certain Asian countries. Subsequent to September 30, 2007 the Korean Food and Drug
Administration, or KFDA, approved Levulan® Kerastick® for PDT for the treatment of actinic keratosis. Daewoong
launched our product during the fourth quarter of 2007.

We are developing Levulan® PDT and PD under an exclusive worldwide license of patents and technology from
PARTEQ Research and Development Innovations, the licensing arm of Queen s University, Kingston, Ontario,
Canada. We also own or license certain other patents relating to methods for using pharmaceutical formulations which
contain our drug and related processes and improvements. In the United States, DUSA®, DUSA Pharmaceuticals,
Inc.®, Levulan®, Kerastick®, BLU-U® Nicomide®, Nicomide-T®, Meted®, Psoriacap® and Psoriatec® are registered
trademarks. Several of these trademarks are also registered in Europe, Australia, Canada, and in other parts of the
world. Numerous other trademark applications are pending.

As of September 30, 2007, our accumulated deficit was approximately $128,613,000. We cannot predict whether
any of our products will achieve significant enough market acceptance or generate sufficient revenues to enable us to
become profitable on a sustainable basis. We expect to continue to incur operating losses until sales of our products
increase substantially. As discussed above, we expect to record a significant impairment charge of goodwill during the
fourth quarter of 2007. Achieving our goal of becoming a profitable operating company is dependent upon greater
acceptance of our PDT therapy by the medical and consumer constituencies, increased sales of our products and other
factors contained in this prospectus and in the filings we make with the Securities and Exchange Commission, or SEC.

As of September 30, 2007, we had a staff of 86 employees, including 4 part-time employees, as compared to 85
full-time employees, including 2 part-time employees at the end of 2006, who worked across all operating functions at
DUSA.

Our principal executive offices are located at 25 Upton Drive, Wilmington, Massachusetts, 01887 and our
telephone number is (978) 657-7500. Unless the context otherwise requires, the terms we, our, us, the company anc

DUSA refer to DUSA Pharmaceuticals, Inc., a New Jersey corporation, and not to the Selling Shareholders.
Recent Event

We are in the process of performing our annual test for goodwill impairment as required by Statement of Financial
Accounting Standards No. 142, Goodwill and Other Intangible Assets (SFAS 142). We use December 15 as the date
of our annual goodwill impairment test. The preliminary results of the impairment test have been reviewed and
discussed by management. Based on this preliminary review, we expect that we will be required to recognize a
non-cash goodwill impairment charge in the fourth quarter of 2007 in the range of $6.5 million $ 6.8 million, a range
which includes additonal milestone payments made or accrued since September 30, 2007. The final amount of the
goodwill impairment will be determined upon the completion of step two of the goodwill impairment test, which
requires us to compare the implied fair value goodwill (as determined by calculating the fair value of all assets and
liabilities of the reporting unit) with the carrying amount of that goodwill. The carrying value of the goodwill as of
September 30, 2007 was $6,272,500. The expected goodwill impairment charge is primarily related to the Company s
revised estimate of cash flows associated with the Sirius products and product pipeline. Decisions related to the
product pipeline are based on a number of factors, most importantly, our development partner s, Altana, Inc. s, recent
receipt of a non-approvable letter from the U.S. Food and Drug Administration ( FDA ) with respect to its abbreviated
new drug application ( ANDA ) supplement covering one of the potential products we acquired from Sirius. We no
longer expect to launch this product.

About the Offering and this Prospectus

On October 29, 2007, we entered into a securities purchase agreement, common stock purchase warrants, and a
registration rights agreement with certain accredited investors for the private placement of 4,581,043 shares of our
common stock at a purchase price of $2.40 per share which resulted in gross proceeds to us of $11,000,000, and
warrants to purchase an additional 1,145,259 shares of common stock. The warrants become exercisable on April 30,
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2008, have a term of 5 years from April 30, 2008, and have an exercise price of $2.85 per share. We committed to
register the shares, including the shares underlying the warrants, with the Securities and Exchange Commission, or
SEC, on a Form S-3 registration statement. If the registration statement does not become effective within a stated
period of time, then the investors are entitled to receive a cash payment of 1% of the aggregate purchase price they
paid for their respective shares of common stock for each month that the registration statement is delayed beyond the
time periods stated in the agreements with the investors, up to a maximum of 12% of such aggregate purchase price.
We paid the placement agent its fee, including expenses, of $695,000 for its services in connection with the
transaction.

We will not receive any proceeds from the resale of the common stock by the Selling Shareholders. We have
agreed to bear all expenses of registration of the common stock offered by this prospectus.

This prospectus is part of a registration statement that we have filed with the SEC. The Selling Shareholders may,
from time to time, sell the common stock described in this prospectus. We may prepare a

2
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prospectus supplement at any time to add, update or change the information contained in this prospectus. This
prospectus does not contain all the information you can find in the registration statement or the exhibits filed with or
incorporated by reference into the registration statement. Whenever a reference is made in this prospectus to an
agreement or other document of ours, be aware that such reference is not necessarily complete and you should refer to
the exhibits that are filed with or incorporated by reference in the registration statement for a copy of the agreement or
other document. You should read this prospectus and any prospectus supplement together with the registration
statement, the exhibits filed with or incorporated by reference into the registration statement and the additional
information described under the section of this prospectus entitled Where You Can Find More Information.

3
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RISK FACTORS

Investing in our common stock is very speculative and involves a high degree of risk. You should carefully consider
and evaluate all of the information in, or incorporated by reference in, this prospectus. The following are among the
risks we face related to our business, assets and operations. They are not the only ones we face. Any of these risks
could materially and adversely affect our business, results of operations and financial condition, which in turn could
materially and adversely affect the trading price of our common stock and you might lose all or part of your
investment.

This prospectus contains forward-looking statements that involve risks and uncertainties, such as statements of our
plans, objectives, expectations and intentions. We use words such as anticipate , believe , expect , future and

intend and similar expressions to identify forward-looking statements. Our actual results could differ materially
from those anticipated in these forward-looking statements for many reasons, including the factors described below
and elsewhere in this prospectus. You should not place undue reliance on these forward-looking statements, which
apply only as of the date of this prospectus.

Risks Related To DUSA

We Are Not Currently Profitable And May Not Be Profitable In The Future Unless We Can Successfully
Market And Sell Significantly Higher Quantities Of Our Products.
Nicomide® Will Likely Lose Significant Market Share If Another Generic Product Enters the Market And Our
Ability To Become Profitable Will Be More Difficult

In March 2006, we acquired Nicomide®, in connection with our merger with Sirius Laboratories, Inc. Shortly after
the closing of the merger, we became engaged in patent litigation with River s Edge Pharmaceuticals, LLC, or River s
Edge, a company that launched a niacinamide-based product in competition with our Nicomide® product. River s Edge
has also requested that the United States Patent and Trademark Office reexamine the Nicomide® patent claiming that
it is invalid. The USPTO accepted the application for reexamination of the patent and the parties have submitted their
responses to the first office action. Nicomide® sales were adversely impacted throughout the litigation process and had
a material negative impact on our revenues, results of operations and liquidity. On October 28, 2007, we entered into a
settlement and mutual release agreement, or settlement agreement, to dismiss the lawsuit brought by DUSA against
River s Edge, asserting a number of claims arising out of River s Edge s alleged infringement of U.S. Patent
No. 6,979,468 under which DUSA has marketed, distributed and sold Nicomide®. Under the terms of the settlement
agreement, River s Edge unconditionally acknowledges the validity and enforceability of the Nicomid® patent. River s
Edge has made a lump-sum settlement payment to DUSA in the amount of $425,000 for damages and will pay to
DUSA a per unit amount for every bottle of NIC 750 above a certain number of units that is substituted for Nicomide®
after September 30, 2007. River s Edge shall be responsible for all returns of NIC 750 from the distribution chain
and/or order its destruction and will immediately cease the manufacture, distribution and sale of NIC 750. River s Edge
is obligated to withdraw and cease participating in the re-examination of the Nicomide® patent and consented to the
return to us of the $750,000 bond that was held by the court with all accrued interest. On November 19, 2007, the
USPTO issued an Order to Show Cause providing River s Edge with one month or 30 days, whichever is longer, to
demonstrate to the USPTO why it should not terminate the reexamination process in light of the dismissal of the
patent litigation. River s Edge did not respond.

If another company launches a substitutable niacinamide product, or if the USPTO finds that the Nicomide® patent
is invalid, our revenues from sales of Nicomide® will decrease, perhaps permanently, and our ability to become
profitable will be more difficult.

Any Failure To Comply With Ongoing Governmental Regulations In The United States And Elsewhere Will Limit
Our Ability To Market Our Products.

The manufacture and marketing of our products are subject to continuing FDA review as well as comprehensive

regulation by the FDA and by state and local regulatory authorities. These laws require, among other things:
4

Table of Contents 11



Edgar Filing: DUSA PHARMACEUTICALS INC - Form S-3/A

Table of Contents

approval of manufacturing facilities, including adherence to good manufacturing and laboratory practices
during production and storage,

controlled research and testing of some of these products even after approval, and

control of marketing activities, including advertising and labeling.

If we, or any of our contract manufacturers, fail to comply with these requirements, we may be limited in the
jurisdictions in which we are permitted to sell our products. Additionally, if we or our manufacturers fail to comply
with applicable regulatory approval requirements, a regulatory agency may also:

send us warning letters,

impose fines and other civil penalties on us,

seize our products,

suspend our regulatory approvals,

cease the manufacture of our products

refuse to approve pending applications or supplements to approved applications filed by us,
refuse to permit exports of our products from the United States,

require us to recall products,

require us to notify physicians of labeling changes and/or product related problems,

impose restrictions on our operations, and/or

criminally prosecute us.

We and our manufacturers must continue to comply with cGMP and Quality System Regulation, or QSR, and
equivalent foreign regulatory requirements. The cGMP requirements govern quality control and documentation
policies and procedures. In complying with cGMP and foreign regulatory requirements, we and our third-party
manufacturers will be obligated to expend time, money and effort in production, record keeping and quality control to
assure that our products meet applicable specifications and other requirements.

Certain of the products acquired in connection with the Sirius merger must meet certain minimum manufacturing
and labeling standards established by the FDA and applicable to products marketed without approved marketing
applications including Nicomide®. The FDA regulates such products under its marketed unapproved drugs
compliance policy guide entitled, Marketed New Drugs without Approved NDAs or ANDAs. Under this policy, the
FDA recognizes that certain unapproved products, based on the introduction date of their active ingredients and the
lack of safety concerns, have been marketed for many years and, at this time, will not be the subject of any
enforcement action. The FDA has recently taken a more proactive role and is strongly encouraging manufacturers of
such products to submit applications to obtain marketing approval and we have begun discussions with the FDA to
begin that process. The FDA s enforcement discretion policy does not apply to drugs or firms that may be in violation
of regulatory requirements other than preapproval submission requirements and the FDA may bring an action against
a drug or a firm when the FDA concludes that such other violations exist. The contract manufacturer of Nicomide®
has received notice that the FDA considers prescription dietary supplements to be unapproved new drugs that are
misbranded and that cannot be legally marketed, and has received notice that the FDA believes Nicomide® could not
be marketed as a dietary supplement with its current labeling. There can be no
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assurance that the FDA will continue this policy or not take a contrary position with Nicomide®. If the FDA were to
take further action, we may be required to make certain labeling changes and market Nicomide® as an
over-the-counter product or as a dietary supplement under applicable legislation, or withdraw the product from the
market, unless and until we submit a marketing application and obtain FDA marketing approval. Any such action by
the FDA could have a material impact on our Non-PDT Drug Product revenues. Label changes eliminating claims of
certain medicinal benefits could make it more difficult to market these products and could therefore, negatively affect
our revenues and profits.

Manufacturing facilities are subject to ongoing periodic inspection by the FDA, including unannounced
inspections. We cannot guarantee that our third-party supply sources, or our own Kerastick® facility, will continue to
meet all applicable FDA regulations. If we, or any of our manufacturers, including without limitation, the
manufacturer of Nicomide®, who has received warning letters from the FDA, fail to maintain compliance with FDA
regulatory requirements, it would be time consuming and costly to remedy the problem(s) or to qualify other sources.
These consequences could have a significant adverse effect on our financial condition and operations.

As part of our FDA approval for the Levulan® Kerastick® for AK, we were required to conduct two Phase IV
follow-up studies. We successfully completed the first study; and submitted our final report on the second study to the
FDA in January 2004. The FDA could request additional information and/or studies. Additionally, if previously
unknown problems with the product, a manufacturer or its facility are discovered in the future, changes in product
labeling restrictions or withdrawal of the product from the market may occur. We have implemented changes in our
marketing materials due to the warning letter we recently received from the FDA. This letter caused us to cease using
a good portion of our marketing materials which made the selling effort of our Levulan® Kerastick® more difficult. If
we receive other warning letters, our revenues may suffer.

Patent Litigation Is Expensive And We May Not Be Able To Afford The Costs.

The costs of litigation or any proceeding relating to our intellectual property rights could be substantial even if
resolved in our favor. Some of our competitors have far greater resources than we do and may be better able to afford
the costs of complex patent litigation. For example, third-parties may infringe one or more of our patents, and cause us
to spend significant resources to enforce our patent rights. Also, in a lawsuit against a third-party for infringement of
our patents in the United States, that third-party may challenge the validity of our patent(s). We cannot guarantee that
a third-party will not claim, with or without merit, that our patents are not valid, as in the case described below, or that
we have infringed their patent(s) or misappropriated their proprietary material. Defending these types of legal actions
involve considerable expense and could negatively affect our financial results.

Additionally, if a third-party were to file a United States patent application in the United States, or be issued a
patent claiming technology also claimed by us in a pending United States application(s), we may be required to
participate in interference proceedings in the United States Patent and Trademark Office to determine the priority of
the invention. A third-party could also request the declaration of a patent interference between one of our issued
United States patents and one of its patent applications. Any interference proceedings likely would require
participation by us and/or PARTEQ, could involve substantial legal fees and result in a loss or lessening of our patent
protection.

On April 20, 2006, we filed a patent infringement suit in the United States District Court in Trenton, New Jersey
alleging that River s Edge s niacinamide-based product infringed our United States Patent No. 6,979,468. River s Edge
requested that the United States Patent and Trademark Office reexamine the patent. Although we have now settled the
litigation, if we do not ultimately prevail in the reexamination process, our revenues from sales of Nicomide® will
decrease permanently. On November 19, 2007, the USPTO issued an Order to Show Cause providing River s Edge
with one month or 30 days, whichever is longer, to demonstrate to the USPTO why it should not terminate the
reexamination process in light of the dismissal of the patent litigation. River s Edge did not respond.

During 2005 and 2006, we filed several lawsuits against chemical suppliers, compounding pharmacies, a light
device company, its distributor and a sales representative, and physicians alleging violations of patent law. While we
have been successful in obtaining a default

6
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judgment against one compounding pharmacy, and settled other suits favorably to us, we do not know whether these
lawsuits will prevent others from infringing our patents or whether we will be successful in stopping these activities
which we believe are negatively affecting our revenues.

If Product Sales Do Not Increase Significantly We May Not Be Able To Advance Development Of Our Other
Potential Products As Quickly As We Would Like To, Which Would Delay The Approval Process And
Marketing Of New Potential Products.

If we do not generate sufficient revenues from our approved products, we may be forced to delay or abandon some
or all of our product development programs. The pharmaceutical development and commercialization process is time
consuming and costly, and any delays might result in higher costs which could adversely affect our financial
condition. Without sufficient product sales, we would need alternative sources of funding. There is no guarantee that
adequate funding sources could be found to continue the development of all our potential products. We might be
required to commit substantially greater capital than we have available to research and development of such products
and we may not have sufficient funds to complete all or any of our development programs.

If We Are Unable To Obtain The Necessary Capital To Fund Our Operations, We Will Have To Delay Our
Development Programs And May Not Be Able To Complete Our Clinical Trials.

While we recently completed a private placement raising net proceeds of approximately $10.3 million, we may
need substantial additional funds to fully develop, manufacture, market and sell our other potential products. We may
obtain funds through other public or private financings, including equity financing, and/or through collaborative
arrangements. We cannot predict whether any additional financing will be available at all or on acceptable terms.
Depending on the extent of available funding, we may delay, reduce in scope or eliminate some of our research and
development programs. We may also choose to license rights to third parties to commercialize products or
technologies that we would otherwise have attempted to develop and commercialize on our own which could reduce
our potential revenues.

The availability of additional capital to us is uncertain. There can be no assurance that additional funding will be
available to us on favorable terms, if at all. Any equity financing, if needed, would likely result in dilution to our
existing shareholders and debt financing, if available, would likely involve significant cash payment obligations and
include restrictive covenants that restrict our ability to operate our business. Failure to raise capital if needed could
materially adversely impact our business, our financial condition, results of operations and cash flows.

Since We Now Operate The Only FDA Approved Manufacturing Facility For The Kerastick® And Continue
To Rely Heavily On Sole Suppliers For The Manufacture Of Levulan®, The BLU-U®, Nicomide®,
Nicomide-T®, Meted®, Psoriacap® And Psoriatec®, Any Supply Or Manufacturing Problems Could Negatively
Impact Our Sales.

If we experience problems producing Levulan® Kerastick® units in our facility, or if any of our contract suppliers
fail to supply our requirements for products, our business, financial condition and results of operations would suffer.
Although we have received approval by the FDA to manufacture the BLU-U® and the Levulan® Kerastick® in our
Wilmington, Massachusetts facility, at this time, with respect to the BLU-U®, we expect to utilize our own facility
only as a back-up to our current third party manufacturer or for repairs.

The sole supplier of Nicomide® has received warning letters from the FDA regarding certain regulatory
observations. The primary observations noted in the warning letters were not related to Nicomide®. However, with
respect to Nicomide® and certain other products manufactured by this supplier, the FDA also notified the
manufacturer that the FDA believes that Nicomide® could not be marketed as a dietary supplement with its current
labeling. The FDA regulates such products under the compliance policy guide described above entitled, Marketed
New Drugs without Approved NDAs or ANDAs.

Nicomide® is the key product DUSA acquired from Sirius in connection with our merger completed in March,
2006. Nicomide® is an oral prescription vitamin supplement. If the FDA is not satisfied with the response to the
warning letters issued to the manufacturer of Nicomide® and causes the manufacturer to cease operations, our
revenues will be significantly negatively affected.

7
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We have recently been advised that the sole manufacturer of our product, Psoriatec®, may have produced batches
that are not meeting stability specifications. We are currently conducting testing of these batches and may have to
recall the product that is in the distribution channel which will impact our sales of this product. We do not expect the
costs of the potential recall, if any, to be material. The license agreement for Psoriatec is due to expire on January 31,
2008 and we do not intend to renew the license.

Manufacturers and their subcontractors often encounter difficulties when commercial quantities of products are
manufactured for the first time, or large quantities of new products are manufactured, including problems involving:

product yields,

quality control,
component and service availability,
compliance with FDA regulations, and

the need for further FDA approval if manufacturers make material changes to manufacturing processes and/or
facilities.

We cannot guarantee that problems will not arise with production yields, costs or quality as we and our suppliers
seek to increase production. Any manufacturing problems could delay or limit our supplies which would hinder our
marketing and sales efforts. If our facility, any facility of our contract manufacturers, or any equipment in those
facilities is damaged or destroyed, we may not be able to quickly or inexpensively replace it. Likewise, if there are any
quality or supply problems with any components or materials needed to manufacturer our products, we may not be
able to quickly remedy the problem(s). Any of these problems could cause our sales to suffer.

We Have Only Limited Experience Marketing And Selling Pharmaceutical Products And, As A Result, Our
Revenues From Product Sales May Suffer.

If we are unable to successfully market and sell sufficient quantities of our products, revenues from product sales
will be lower than anticipated and our financial condition may be adversely affected. We are responsible for marketing
our products in the United States and the rest of the world, except Canada, Latin America and parts of Asia, where we
have distributors. We are doing so without the experience of having marketed pharmaceutical products prior to 2000.
In October 2003, DUSA began hiring a small direct sales force and we increased the size of our sales force to market
our products in the United States. If our sales and marketing efforts fail, then sales of the Levulan® Kerastick®, the
BLU-U®, Nicomide® and other products will be adversely affected.

If We Cannot Improve Physician Reimbursement And/Or Convince More Private Insurance Carriers To
Adequately Reimburse Physicians For Our Product Sales May Suffer.

Without adequate levels of reimbursement by government health care programs and private health insurers, the
market for our Levulan® Kerastick® for AK therapy will be limited. While we continue to support efforts to improve
reimbursement levels to physicians and are working with the major private insurance carriers to improve coverage for
our therapys, if our efforts are not successful, a broader adoption of our therapy and sales of our products could be
negatively impacted. Although positive reimbursement changes related to AK were made in 2005 and again in 2007,
some physicians still believe that reimbursement levels do not fully reflect the required efforts to routinely execute our
therapy in their practices.

If insurance companies do not cover, or stop covering products which are covered, including Nicomide®, our sales
could be dramatically reduced.
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The Commercial Success Of Any Products That We May Develop Will Depend Upon The Degree Of Market
Acceptance Of Our Products Among Physicians, Patients, Health Care Payors, Private Health Insurers And
The Medical Community.

Our ability to commercialize any products that we may develop will be highly dependent upon the extent to which
these products gain market acceptance among physicians, patients, health care payors, such as Medicare and
Medicaid, private health insurers, including managed care organizations and group purchasing organizations, and the
medical community. If these products do not achieve an adequate level of acceptance, we may not generate material
product revenues, and we may not become profitable. The degree of market acceptance of our product candidates, if
approved for commercial sale, will depend on a number of factors, including:

the effectiveness, or perceived effectiveness, of our products in comparison to competing products;

the existence of any significant side effects, as well as their severity in comparison to any competing products;
potential advantages over alternative treatments;

the ability to offer our products for sale at competitive prices;

relative convenience and ease of administration;

the strength of marketing and distribution support; and

sufficient third-party coverage or reimbursement.
We Have Significant Losses And Anticipate Continued Losses

We have a history of operating losses. We expect to have continued losses until sales of our products increase
substantially. We incurred net losses of $1,878,000 and $7,726,000 for the three and nine-month periods ended
September 30, 2007, respectively. As of September 30, 2007, our accumulated deficit was approximately
$128,613,000. We cannot predict whether any of our products will achieve significant enough market acceptance or
generate sufficient revenues to enable us to become profitable on a sustainable basis.

If We Are Unable To Protect Our Proprietary Technology, Trade Secrets Or Know-How, We May Not Be Able
To Operate Our Business Profitably.

We Have Limited Patent Protection And If We Are Unable To Protect Our Proprietary Rights, Competitors
Might Be Able To Develop Similar Products To Compete With Our Products And Technology.

Our ability to compete successfully depends, in part, on our ability to defend patents that have issued, obtain new
patents, protect trade secrets and operate without infringing the proprietary rights of others. We have no compound
patent protection for our Levulan® brand of the compound ALA. Our basic ALA patents are for methods of detecting
and treating various diseased tissues using ALA (or related compounds called precursors), in combination with light.
We own or exclusively license ALA patents and patent applications related to the following:

methods of using ALA and its unique physical forms in combination with light,

compositions and apparatus for those methods, and

unique physical forms of ALA.
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We have limited ALA patent protection outside the United States, which may make it easier for third-parties to
compete there. Our basic method of treatment patents and applications have counterparts in only six foreign countries,
and certain countries under the European Patent Convention. Even where we have patent protection, there is no
guarantee that we will be able to enforce our patents. Additionally, enforcement of a given patent may not be
practicable or an economically viable alternative.

Some of the indications for which we may develop PDT therapies may not be covered by the claims in any of our
existing patents. Even with the issuance of additional patents to DUSA, other parties are free to develop other uses of
ALA, including medical uses, and to market ALA for such uses, assuming that they have obtained appropriate
regulatory marketing approvals. ALA in the chemical form has been commercially supplied for decades, and is not
itself subject to patent protection. There are reports of third-parties conducting clinical studies with ALA in countries
outside the United States where PARTEQ, the licensor of our ALA patents, does not have patent protection. In
addition, a number of third-parties are seeking patents for uses of ALA not covered by our patents. These other uses,
whether patented or not, and the commercial availability of ALA, could limit the scope of our future operations
because ALA products could come on the market which would not infringe our patents but would compete with our
Levulan® products even though they are marketed for different uses.

Nicomide® is covered by a United States patent which issued in December 2005. River s Edge Pharmaceuticals,
LLC filed an application with the U.S. Patent and Trademark Office, or USPTO, for the reexamination of the patent.
The USPTO accepted the application for reexamination of the patent and the parties have submitted their responses to
the first office action. On November 19, 2007, the USPTO issued an Order to Show Cause providing River s Edge
with one month or 30 days, whichever is longer, to demonstrate to the USPTO why it should not terminate the
reexamination process in light of the dismissal of the patent litigation. River s Edge did not respond. If the USPTO
finds that the patent is invalid, generic products will be able to lawfully compete with Nicomide®. Also, recently two
new products have been launched that could compete with Nicomide®. These events could cause us to lose significant
revenues and put our ability to be profitable at risk.

Furthermore, PhotoCure received FDA approval to market Metvixia® for treatment of AKs in July 2004 and this
product, which would be directly competitive with our Levulan® Kerastick® product, could be launched at any time.
While we are entitled to royalties from PhotoCure on its net sales of Metvixia®, this product which will be marketed
in the U.S. by a large dermatology company, may adversely affect our ability to maintain or increase our Levulan®
market.

While we attempt to protect our proprietary information as trade secrets through agreements with each employee,
licensing partner, consultant, university, pharmaceutical company and agent, we cannot guarantee that these
agreements will provide effective protection for our proprietary information. It is possible that:

these persons or entities might breach the agreements,

we might not have adequate remedies for a breach, and/or

our competitors will independently develop or otherwise discover our trade secrets;
all of which could negatively impact our ability to be profitable.
We Have Only 3 Therapies That Have Received Regulatory Approval Or Clearance And We Cannot Predict
Whether We Will Ever Develop Or Commercialize Any Other Levulan® Products.
Our Potential Products Are In Early Stages Of Development And May Never Result In Any Commercially
Successful Products.

To be profitable, we must successfully research, develop, obtain regulatory approval for, manufacture, introduce,
market and distribute our products. Except for Levulan® PDT for AKs, the BLU-U® for acne, the ClindaReach
pledget and the currently marketed products we acquired in our merger with Sirius, all of our other potential Levulan®
and other potential product candidates are at an early stage of development and subject to the
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risks of failure inherent in the development of new pharmaceutical products and products based on new technologies.
These risks include:
delays in product development, clinical testing or manufacturing,

unplanned expenditures in product development, clinical testing or manufacturing,
failure in clinical trials or failure to receive regulatory approvals,

emergence of superior or equivalent products,

inability to market products due to third-party proprietary rights, and

failure to achieve market acceptance.

We cannot predict how long the development of our investigational stage products will take or whether they will be
medically effective. We cannot be sure that a successful market will continue to develop for our Levulan® drug
technology.

We Must Receive Separate Approval For Each Of Our Potential Products Before We Can Sell Them Commercially
In The United States Or Abroad.

All of our potential Levulan® products will require the approval of the FDA before they can be marketed in the
United States. If we fail to obtain the required approvals (as we did for the product we were developing with Altana
mentioned above in the section entitled About DUSA and in the Form 8-K we filed on January 18, 2008) for these
products our revenues will be limited. Before an application to the FDA seeking approval to market a new drug, called
an NDA, can be filed, a product must undergo, among other things, extensive animal testing and human clinical trials.
The process of obtaining FDA approvals can be lengthy, costly, and time-consuming. Following the acceptance of an
NDA, the time required for regulatory approval can vary and is usually 1 to 3 years or more. The FDA may require
additional animal studies and/or human clinical trials before granting approval. Our Levulan® PDT products are based
on relatively new technology. To the best of our knowledge, the FDA has approved only 3 drugs for use in
photodynamic therapy, including Levulan®. This factor may lengthen the approval process. We face much trial and
error and we may fail at numerous stages along the way.

We cannot predict whether we will obtain approval for any of our potential products. Data obtained from
preclinical testing and clinical trials can be susceptible to varying interpretations which could delay, limit or prevent
regulatory approvals. Future clinical trials may not show that Levulan® PDT or photodetection, known as PD, is safe
and effective for any new use we are studying. In addition, delays or disapprovals may be encountered based upon
additional governmental regulation resulting from future legislation or administrative action or changes in FDA
policy. During September 2005, the FDA issued guidance for the pharmaceutical industry regarding the development
of new drugs for acne vulgaris treatment. We are developing Levulan® PDT for acne. We have received comments on
our acne development program from the FDA statistical reviewer assigned to our investigational new drug application
or IND. In this letter, the reviewer stated concern about whether we will have sufficient data to select an appropriate
dosing regimen for Phase III trials. We believe that we have the data to indicate that sufficient drug dose ranging has
been done; however, if the FDA does not accept our rationale, additional clinical trials and/or formulation
development work may be required for the acne development program, which may extend the expected development
time lines for such program. The FDA may issue additional guidance in the future, which may result on additional
costs and delays. We must also obtain foreign regulatory clearances before we can market any potential products in
foreign markets. The foreign regulatory approval process includes all of the risks associated with obtaining FDA
marketing approval and may impose substantial additional costs.

Certain of the products acquired in connection with the Sirius merger must meet certain minimum manufacturing
and labeling standards established by the FDA and applicable to products marketed without approved marketing
applications including Nicomide®. FDA regulates such products under its marketed unapproved drugs compliance
policy guide entitled, Marketed New Drugs without Approved NDAs or ANDAs. Under this policy,
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FDA recognizes that certain unapproved products, based on the introduction date of their active ingredients and the
lack of safety concerns, have been marketed for many years and, at this time, will not be the subject of any
enforcement action. The FDA has recently taken a more proactive role and is strongly encouraging manufacturers of
such products to submit applications to obtain marketing approval and we have begun discussions with FDA to begin
that process. FDA s enforcement discretion policy does not apply to drugs or firms that may be in violation of
regulatory requirements other than preapproval submission requirements and FDA may bring an action against a drug
or a firm when FDA concludes that such other violations exist. The contract manufacturer of Nicomide® has received
notice that the FDA considers prescription dietary supplements to be unapproved new drugs that are misbranded and
that cannot be legally marketed, and has received notice that the FDA believes Nicomide could not be marketed as a
dietary supplement with its current labeling. There can be no assurance that the FDA will continue this policy or not
take a contrary position with Nicomide®. If the FDA were to take further action, we may be required to make certain
labeling changes and market Nicomide® as over-the-counter product or as a dietary supplement under applicable
legislation, or withdraw the product from the market, unless and until we submit a marketing application and obtain
FDA marketing approval.

In December 2007 we decided not to develop a third product from the list of potential products we acquired from
Sirius because these products would have either been classified as unapproved drug products or had development
timeframes and costs which were greater than would have been justified by the products market potential. As a result,
we made a payment to the former Sirius shareholders as provided in the merger agreement. If FDA takes action
against Nicomide, or other unapproved marketed drugs we sell which we acquired from Sirius, our revenues will be
significantly negatively impacted.

Because Of The Nature Of Our Business, The Loss Of Key Members Of Our Management Team Could Delay
Achievement Of Our Goals.

We are a small company with only 86 employees, including 4 part-time employees as of September 30, 2007. We
are highly dependent on several key officer/employees with specialized scientific and technical skills without whom
our business, financial condition and results of operations would suffer, especially in the photodynamic therapy
portion of our business. The photodynamic therapy industry is still quite small and the number of experts is limited.
The loss of these key employees could cause significant delays in achievement of our business and research goals
since very few people with their expertise could be hired. Our growth and future success will depend, in large part, on
the continued contributions of these key individuals as well as our ability to motivate and retain other qualified
personnel in our specialty drug and light device areas.

Collaborations With Outside Scientists May Be Subject To Restriction And Change.

We work with scientific and clinical advisors and collaborators at academic and other institutions that assist us in
our research and development efforts. These scientists and advisors are not our employees and may have other
commitments that limit their availability to us. Although our advisors and collaborators generally agree not to do
competing work, if a conflict of interest between their work for us and their work for another entity arises, we may
lose their services. In addition, although our advisors and collaborators sign agreements not to disclose our
confidential information, it is possible that valuable proprietary knowledge may become publicly known through
them.

Risks Related To Our Industry
Product Liability And Other Claims Against Us May Reduce Demand For Our Products Or Result In
Damages.
We Are Subject To Risk From Potential Product Liability Lawsuits Which Could Negatively Affect Our Business.

The development, manufacture and sale of medical products expose us to product liability claims related to the use
or misuse of our products. Product liability claims can be expensive to defend and may result in significant judgments
against us. A successful claim in excess of our insurance coverage could materially harm our business, financial
condition and results of operations. Additionally, we cannot guarantee that continued product liability
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insurance coverage will be available in the future at acceptable costs. If the cost is too high, we may have to
self-insure.

Our Business Involves Environmental Risks And We May Incur Significant Costs Complying With Environmental
Laws And Regulations.

We have used various hazardous materials, such as mercury in fluorescent tubes in our research and development
activities. We are subject to federal, state and local laws and regulations which govern the use, manufacture, storage,
handling and disposal of hazardous materials and specific waste products. Now that we have established our own
production line for the manufacture of the Kerastick®, we are subject to additional environmental laws and
regulations. we believe that we are in compliance in all material respects with currently applicable environmental laws
and regulations. However, we cannot guarantee that we will not incur significant costs to comply with environmental
laws and regulations in the future. We also cannot guarantee that current or future environmental laws or regulations
will not materially adversely affect our operations, business or assets. In addition, although we believe our safety
procedures for handling and disposing of these materials comply with federal, state and local laws and regulations, we
cannot completely eliminate the risk of accidental contamination or injury from these materials. In the event of such
an accident, we could be held liable for any resulting damages, and this liability could exceed our resources.

We May Not Be Able To Compete Against Traditional Treatment Methods Or Keep Up With Rapid Changes
In The Biotechnology And Pharmaceutical Industries That Could Make Some Or All Of Our Products
Non-Competitive Or Obsolete.

Competing Products And Technologies Based On Traditional Treatment Methods May Make Some Or All Of Our
Programs Or Potential Products Noncompetitive Or Obsolete.

Well-known pharmaceutical, biotechnology and medical device companies are marketing well-established
therapies for the treatment of many of the same conditions that we are seeking to treat, including AKs, acne, rosacea,
and Barrett s Esophagus. Doctors may prefer to use familiar methods, rather than trying our products. Reimbursement
issues affect the economic competitiveness of our products as compared to other more traditional therapies.

Many companies are also seeking to develop new products and technologies, and receiving approval for medical
conditions for which we are developing treatments. Our industry is subject to rapid, unpredictable and significant
technological change. Competition is intense. Our competitors may succeed in developing products that are safer or
more effective than ours. Many of our competitors have substantially greater financial, technical and marketing
resources than we have. In addition, several of these companies have significantly greater experience than we do in
developing products, conducting preclinical and clinical testing and obtaining regulatory approvals to market products
for health care.

We cannot guarantee that new drugs or future developments in drug technologies will not have a material adverse
effect on our business. Increased competition could result in:

price reductions,

lower levels of third-party reimbursements,
failure to achieve market acceptance, and

loss of market share, any of which could adversely affect our business. Further, we cannot give any assurance
that developments by our competitors or future competitors will not render our technology obsolete.
On May 30, 2006, we entered into a patent license agreement with PhotoCure ASA whereby DUSA granted a
non-exclusive license to PhotoCure under the patents DUSA licenses from PARTEQ, the licensing arm of
13
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Queens University, Kingston, Ontario Canada for esters of aminolevulinic acid ( ALA ). ALA is the active ingredient in
DUSA s Levulafi products. Furthermore, DUSA granted a non-exclusive license to PhotoCure for its existing
formulations of its Hexvix® and Metvix® (known in the United States as Metvixia®) products for any DUSA patents

that may issue or be licensed by DUSA in the future. PhotoCure received FDA approval to market Metvixia for
treatment of AKs in July 2004 and it would be directly competitive with our Levulan® Kerastick® product should
PhotoCure decide to begin marketing this product. While we are entitled to royalties from PhotoCure on its net sales

of Metvixia, this product, which will be marketed in the U.S. by a large dermatology company which may start to

market Metvixia at any time, would adversely affect our ability to maintain or increase our market.

We Have Learned That Some Compounding Pharmacies Are Producing A Form Of Aminolevulinic Acid Hcl And
Are Marketing It To The Medical Community.

We are aware that there are compounding pharmacies that market compounded versions of aminolevulinic acid
HCI as an alternative to our Levulan® product. Since December 2004, we filed lawsuits against some compounding
pharmacies and physicians alleging violations of the Lanham Act for false advertising and trademark infringement,
and of United States patent law. All of the lawsuits that have been concluded settled favorably to us. More recently,
we have sued chemical suppliers, and a light device companys, its distributor and a sales representative, alleging that
they induce physicians to infringe patents licensed to us, among other things. While we believe that certain actions of
compounding pharmacies and others go beyond the activities which are permitted under the Food, Drug and Cosmetic
Act and have advised the FDA and local health authorities of our concerns, we cannot be certain that our lawsuits will
be successful in curbing the practices of these companies or that regulatory authorities will intervene to stop their
activities. In addition, there may be other compounding pharmacies which are following FDA guidelines, or others
conducting illegal activities of which we are not aware, which may be negatively impacting our sales revenues.
Generic Manufacturers May Launch Products at Risk of Patent Infringement

If generic manufacturers, like River s Edge, launch products to compete with Nicomid® in spite of our patent
position, or if the United States Patent and Trademark Office determines that our patent is invalid, these manufacturers
may erode our market and negatively impact our sales revenues, liquidity and operations.

Our Competitors In The Biotechnology And Pharmaceutical Industries May Have Better Products, Manufacturing
Capabilities Or Marketing Expertise.

We are aware of several companies commercializing and/or conducting research with ALA or ALA-related
compounds, including: medac GmbH and photonamic GmbH & Co. KG (Germany); Biofrontera, PhotoTherapeutics,
Inc. (U.K.) and PhotoCure ASA (Norway) which entered into a marketing agreement with Galderma S.A. for
countries outside of Nordic countries for certain dermatology indications. We also anticipate that we will face
increased competition as the scientific development of PDT and PD advances and new companies enter our markets.
Several companies are developing PDT agents other than Levulan®. These include: QLT Inc. (Canada); Axcan
Pharma Inc. (U.S.); Miravant, Inc. (U.S.); and Pharmacyclics, Inc. (U.S.). There are many pharmaceutical companies
that compete with us in the field of dermatology, particularly in the acne and rosacea markets.

PhotoCure has received marketing approval of its ALA precursor (ALA methyl-ester) compound for PDT
treatment of AKs and basal cell carcinoma in the European Union, New Zealand, Australia and countries in
Scandinavia. PhotoCure s marketing partner, a large dermatology company, could begin to market its product in direct
competition with Levulan® in the U.S., at any time, under the terms of our patent license agreement and we may lose
market share.

Axcan Pharma Inc. has received FDA approval for the use of its product, PHOTOFRIN®, for PDT in the treatment
of high grade dysplasia associated with Barrett s Esophagus. Axcan is the first company to market a PDT therapy for
this indication for which we designed our proprietary sheath device and have conducted pilot clinical trials.

We expect that our principal methods of competition with other PDT products will be based upon such factors as:
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the ease of administration of our method of PDT,
the degree of generalized skin sensitivity to light,
the number of required doses,
the selectivity of our drug for the target lesion or tissue of interest, and

the type and cost of our light systems.

Our primary competition in the acne and rosacea markets include oral and topical antibiotics, other topical
prescription and over-the-counter products, as well as various laser and non-laser light treatments. The market is
highly competitive and other large and small companies have more experience than we do which could make it
difficult for us to penetrate the market. We are also aware of new products that were launched recently which will
compete with Nicomide® which could negatively impact our market share. In addition, other generic companies may
also decide to enter the market while our patent reexamination process is proceeding, or thereafter if the USPTO finds
that our Nicomide patent is invalid. On November 19, 2007, the USPTO issued an Order to Show Cause providing
River s Edge with one month or 30 days, whichever is longer, to demonstrate to the USPTO why it should not
terminate the reexamination process in light of the dismissal of the patent litigation. River s Edge did not respond. The
entry of new products from time to time would likely cause us to lose market share.

Risks Related To Our Stock
If The Shares Of Common Stock Held By Former Sirius Shareholders or our new Investors Are Sold, The
Price Of The Shares Could Become Depressed

All of the shares of DUSA s common stock which were issued to the former Sirius shareholders were subject to a
lock-up provision under the terms of the merger agreement. On March 10, 2007, the lock-up provision on 1,380,151
shares was lifted. These shares have been registered and are freely tradable. If these shareholders decide to sell their
shares, the price of the shares on NASDAQ could be depressed. If the shares of DUSA s common stock which were
issued in the recent private placement are sold following the effective date of the registration statement which we are
obligated to file, the price of our shares could be depressed.

If Outstanding Options, Warrants And Rights Are Converted, The Value Of Those Shares Of Common Stock
Outstanding Just Prior To The Conversion Will Be Diluted.

As of January 15, 2008 there were outstanding options and warrants to purchase 4,250,259 shares of common
stock, with exercise prices ranging from U.S. $1.60 to $31.00 per share, and of CDN $6.79 per share, respectively.
The holders of the options and warrants have the opportunity to profit if the market price for the common stock
exceeds the exercise price of their respective securities, without assuming the risk of ownership. The holders are likely
to exercise their securities when we would probably be able to raise capital from the public on terms more favorable
than those provided in these securities.

Results Of Our Operations And General Market Conditions For Specialty Pharmaceutical And Biotechnology
Stocks Could Result In Sudden Changes In The Market Value Of Our Stock.

The price of our common stock has been highly volatile. These fluctuations create a greater risk of capital losses
for our shareholders as compared to less volatile stocks. From January 1, 2006 to January 15, 2008, the price of our
stock has ranged from a low of $1.63 to a high of $11.12. Factors that contributed to the volatility of our stock during
this period included:

quarterly levels of product sales;

clinical trial results;
15
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general market conditions;
patent litigation;
increased marketing activities or press releases; and
changes in third-party payor reimbursement for our therapy.
The significant general market volatility in similar stage pharmaceutical and biotechnology companies made the

market price of our common stock even more volatile.
Significant Fluctuations In Orders For Our Products, On A Monthly And Quarterly Basis, Are Common Bas

ed

On External Factors And Sales Promotion Activities. These Fluctuations Could Increase The Volatility Of Our

Stock Price.

The price of our common stock may be affected by the amount of quarterly shipments of our products to end-users.

Since our PDT products are still in the early stages of adoption, and sales volumes are still low, a number of factors
could affect product sales levels and growth rates in any period. These could include the timing of medical
conferences, sales promotion activities, and large volume purchases by our higher usage customers. In addition,
seasonal fluctuations in the number of patients seeking treatment at various times during the year could impact sales
volumes. These factors could, in turn, affect the volatility of our stock price.

Effecting A Change Of Control Of DUSA Would Be Difficult, Which May Discourage Offers For Shares Of
Our Common Stock.

Our certificate of incorporation authorizes the board of directors to issue up to 100,000,000 shares of stock,
40,000,000 of which are common stock. The board of directors has the authority to determine the price, rights,
preferences and privileges, including voting rights, of the remaining 60,000,000 shares without any further vote or
action by the shareholders. The rights of the holders of our common stock will be subject to, and may be adversely
affected by, the rights of the holders of any preferred stock that may be issued in the future.

On September 27, 2002, we adopted a shareholder rights plan at a special meeting of DUSA s board of directors.

The rights plan could discourage, delay or prevent a person or group from acquiring 15% or more of our common
stock, thereby limiting, perhaps, the ability of our shareholders to benefit from such a transaction.

The rights plan provides for the distribution of one right as a dividend for each outstanding share of our common
stock to holders of record as of October 10, 2002. Each right entitles the registered holder to purchase one
one-thousandths of a share of preferred stock at an exercise price of $37.00 per right. The rights will be exercisable
subsequent to the date that a person or group either has acquired, obtained the right to acquire, or commences or
discloses an intention to commence a tender offer to acquire, 15% or more of our outstanding common
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Shares used in the computation of basic net income per share
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3,272,350 3,251,850

Net income per share  basic

$0.14  $0.11

Diluted:

Shares used in the computation of basic net income per share
3,272,350 3,251,850

Net shares assumed issued using the treasury stock method for outstanding common stock options

7,695 11,516
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Shares used in the computation of diluted net income per share

3,280,045 3,263,366

Net income per share diluted

$0.14 $0.10

Options having exercise prices that are greater than the per share market price for our common stock have been excluded from the diluted per
share calculation due to their anti-dilutive effect. Shares represented by such options amounted to 277,508 and 143,509 for the three months
ended September 30, 2011 and 2010, respectively
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NOTE 5. BANK DEBT

Union Bank Credit Facility

On February 4, 2011, we entered into a credit facility agreement with Union Bank that provides for the following:

A revolving credit line of up to $1,500,000 in borrowing availability, under which no amounts have been borrowed,;

A non-revolving credit line of up to $350,000 in borrowing availability for the purchase of equipment, under which no amounts have
been borrowed; and

A term loan of $1,250,000, of which $1,042,000 was outstanding at September 30, 2011.
The maximum amount of borrowing under the revolving credit line is the lesser of:

(a) $1,500,000; or

(b) the sum of 80% of eligible domestic accounts receivable, plus the lesser of:

@) $400,000; or

(ii) 15% of the eligible raw materials and finished goods inventories.
Based on the foregoing, at September 30, 2011 we had the ability to borrow up to $1,422,000 on the revolving line of credit.

The revolving credit line s terms require monthly interest payments based on borrowed amounts at a floating interest rate, calculated as Union
Bank s Reference Rate plus 0.5% (an aggregate interest rate of 3.75% at September 30, 2011). The line s initial term expires on December 15,
2012, after which it is renewable annually at Union Bank s option. Should Union Bank decide not to renew the line, it must give us a 60-day
notice of such decision.

The terms of the non-revolving credit line, which is to be used for equipment purchases, require monthly interest payments based on borrowed
amounts at a floating interest rate, calculated as Union Bank s Reference Rate plus 0.5% (an aggregate interest rate of 3.75% at September 30,
2011). The line has a one-year term, after which amounts outstanding under the line at the end of the term will automatically convert into a
three-year term loan at a floating interest rate calculated in the same manner as described above with respect to the non-revolving credit line.

The terms of the $1.25 million term loan, the proceeds of which were used to pay off in full the Wells Fargo term loan described below, require
monthly principal payments of $29,762, plus interest over its 42-month term. The term loan bears interest at a floating rate, calculated as Union
Bank s Reference Rate plus 0.5% (an aggregate interest rate of 3.75% at September 30, 2011).

All personal property assets of the Company collateralize the outstanding borrowings under the Union Bank credit facility.

The Union Bank credit facility agreement contains financial covenants that require us to comply with minimum quarterly liquidity and annual
profitability thresholds, non-financial covenants that include monthly, quarterly and annual reporting requirements, and certain operational
restrictions. At September 30, 2011, we were in compliance with these covenants and requirements.
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Wells Fargo Bank Credit Facility

From November 2008 until February 4, 2011, we had a credit facility with Wells Fargo Bank consisting of the following:

A revolving credit line of up to $1,000,000 in borrowing availability, under which no amounts were outstanding during its term; and

A five-year term loan with an initial balance of $2,000,000, of which $1,367,000 was outstanding at September 30, 2010. On
February 4, 2011, the term loan was paid off in full, as discussed further above.

Union Bank Mortgage

In March 2006, we entered into a ten-year mortgage with Union Bank for $1,650,000. The principal balance of the mortgage bore interest at a
fixed annual rate of 6.73%. Payments on the mortgage were $11,379 per month (based on a 25-year amortization), with the balance of
$1,291,666 in principal due on April 1, 2016. The mortgage was collateralized by our Carson City land and building. On September 16, 2010,
we paid the remaining $1,519,000 balance due on the Union Bank mortgage, fully retiring such indebtedness.
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NOTE 6. INCOME TAXES

Deferred income taxes are provided on a liability method whereby deferred tax assets and liabilities are recognized for temporary differences.
Temporary differences are the differences between the reported amounts of assets and liabilities and their tax bases. Deferred tax assets are
reduced by a valuation allowance when, in the opinion of management, it is more likely than not that some portion or all of the deferred tax
assets will not be realized. Deferred tax assets and liabilities are adjusted for the effects of changes in tax laws and rates on the date of
enactment.

Significant management judgment is required in determining our provision for income taxes and the recoverability of our deferred tax assets.
Such determination is based primarily on our historical taxable income, with some consideration given to our estimates of future taxable income
by jurisdictions in which we operate and the period over which our deferred tax assets will be recoverable. Due to cumulative taxable losses
during the past three years, we maintained a $2,362,000 valuation allowance against our deferred tax assets as of June 30, 2011.

As of September 30, 2011, the valuation allowance against our deferred tax assets is approximately $2,211,000. The change in valuation
allowance is due primarily to the expected realization of deferred tax attributes in the current year.

As of September 30, 2011, we have accrued $285,000 of unrecognized tax benefits related to federal and state income tax matters. The amount

that would reduce the Company s income tax expense if recognized and result in a corresponding decrease in the Company s effective tax rate is
$105,000.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows:

Balance at July 1, 2011 $ 277,000
Additions based on tax positions related to the current year 8,000
Balance at September 30, 2011 $ 285,000

We recognize accrued interest and penalties related to unrecognized tax benefits in income tax expense when applicable. As of September 30,
2011, no interest or penalties applicable to our unrecognized tax benefits have been accrued since we have sufficient tax attributes available to
fully offset any potential assessment of additional tax.

Pro-Dex and its subsidiaries are subject to U.S. federal income tax, as well as income tax of multiple state tax jurisdictions. We are currently
open to audit under the statute of limitations by the Internal Revenue Service for the years ended June 30, 2008 and later. Our state income tax
returns are open to audit under the statute of limitations for the years ended June 30, 2007 and later. We do not anticipate a significant change to
the total amount of unrecognized tax benefits within the next 12 months.

NOTE 7. SHARE-BASED COMPENSATION

We have two equity compensation plans, the First Amended and Restated 2004 Stock Option Plan (the Employees Plan ) and the 2004 Directors
Stock Option Plan (the Directors Plan ) (collectively, the Plans ), pursuant to which (i) options to purchase share of common stock, or
(ii) restricted shares of common stock, may be granted up to an aggregate amount of 833,333
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common shares. Upon its adoption, the Employees Plan and the Directors Plan had 666,667 and 166,666 shares of common stock available for
issuance, respectively. The Plans are substantially similar, providing for vesting periods, unless otherwise approved by the Board, of five years
and six months for the Employees Plan and the Directors Plan, respectively, and allow for the options to be outstanding for a period of up to ten
years, subject to forfeit 30 days after the holder ceases to be an employee or 90 days after the holder ceases to be director. At September 30,
2011, options to purchase an aggregate of 27,183 and 11,667 shares under the Employees Plan and the Directors Plan, respectively, are available
to grant in future years. Aggregate share-based compensation expense under the Plans for the three months ended September 30, 2011 and 2010
are as follows:

2011 2010
Share-based compensation expense
Common stock options $ 12,000 $ 4,000
Decrease in net income $ 12,000 $ 4,000
Decrease in basic and diluted earnings per share $ 0.00 $ 0.00

The following weighted-average assumptions were used in the calculation of share-based compensation expense for options granted during the
three months ended September 30, 2011 and 2010:

2011 2010
Dividend rate None None
Price volatility 42% 44%
Risk-free interest rate 0.9% - 1.4% 1.8% - 2.4%
Expected life 6.5 years 5.25 years

As of September 30, 2011, there was an aggregate of $115,000 of unrecognized compensation cost under the Plans related to 208,000
non-vested outstanding stock options with a per share weighted average value of $1.22. The unrecognized expense is anticipated to be
recognized on a straight-line basis over a weighted average period of 2.5 years. Following is a summary of stock option activity for the three
months ended September 30, 2011 and 2010:

2011 2010
Weighted- Weighted-
Average Average
Shares Exercise Price Shares Exercise Price

Outstanding at beginning of period 320,842 $ 3.04 193,843 $ 3.94
Granted 115,000 1.80 5,000 1.89
Exercised

Forfeited

Outstanding at end of period 435,842 $ 2.71 198,843 $ 3.88
Exercisable at end of period 228,064 $ 3.44 181,758 $ 3.96
Weighted-average fair value per option granted during the

period $ 0.78 $ 0.79
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Following is a summary of information regarding options outstanding and options exercisable at September 30, 2011:

Options Outstanding Options Exercisable

Range of Average Average  Aggregate Average Average  Aggregate

Number Contractual  Exercise Intrinsic Number Remaining Exercise Intrinsic
Exercise Price Outstanding Life Price Value Outstanding Contractual Life Price Value
$1.35 to $2.09 308,334 9.2 years $ 1.86 $ 46,617 120,001 8.6years $ 1.85 $ 21,417
$2.41 to $4.68 84,173 5.6 years 3.52 64,729 5.6 years 3.85
$5.22 to $5.76 20,001 3.2 years 5.51 20,001 3.2 years 5.51
$7.65 to $9.90 23,334 3.8 years 8.65 23,334 3.8 years 8.65
Total 435,842 8.0 years $ 271 $ 46,617 228,064 6.5years $ 3.44 § 21,417

Our Board of Directors recently approved an increase in available shares under the Plans of an additional 500,000 shares, with 400,000 and
100,000 shares distributed between the Employees Plan and the Directors Plan, respectively. Each of the Plans, as modified, will be placed
before our shareholders for approval at our 2011 Annual Shareholders Meeting. Accordingly, these additional shares have not been included in
the information presented in the foregoing paragraphs.

NOTE 8. MAJOR CUSTOMERS

Information with respect to two customers, both accounting for sales in excess of 10% of our total sales in each of the three-month periods ended
September 30, 2011 and 2010, is as follows:

2011 2010
Accounts Accounts
Sales Receivable Sales Receivable
Customer 1 $ 1,661,000 $ 545,000 $ 750,000 $ 406,000
Customer 2 $ 2,388,000 $ 632,000 $ 2,783,000 $ 843,000

In December 2009, our largest customer informed us that it was in the process of developing, and planned to eventually manufacture, its own
surgical devices which are functionally comparable to the products we currently provide to the customer. We have been the exclusive
manufacturer of these products since they were developed.

We currently provide this Customer with two products ( Product A and Product B ) and repair services for such products. Sales for each of these
categories for the three months ended September 30, 2011 and 2010 were as follows:

Average %
2011 2010 of Total
Product A $ 793,000 $ 1,642,000 56%
Product B 1,191,000 894,000 34%
Repairs 404,000 247,000 10%
$ 2,388,000 $ 2,783,000 100%

On June 21, 2011, the Customer indicated that it planned to purchase all of the products it currently had on order with us for Products A and B
but did not plan to place any new orders with us for these products. During the period from July 1 through October 31, 2011, the Customer
amended its purchase orders to adjust the mix of product and the timing of delivery. As a result, during this period we sold to the Customer
$793,000 and $1,638,000 of Product A and Product B, respectively. As of October 31, 2011, the Customer has remaining orders of (i) $940,000
for Product A scheduled for delivery through April 2012 and (ii) $1,638,000 for Product B scheduled for delivery through February 2012.
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The Customer has indicated that its plan is contingent on several factors, including the registration of the Customer s product in a foreign
jurisdiction and the successful completion of its field testing for the product that will replace Product B. The Customer indicated that the results
to date from the field testing have been positive but that the number of units and length of service in the field are still insufficient to draw
conclusions.

In addition, the Customer indicated that it plans to limit repair requests from us to those Products A and B that are covered by our product
warranty, thus most likely nearly eliminating repair revenue for out-of-warranty products.

Resulting from the foregoing, revenue attributable to the Customer could decline to zero or a negligible amount by the end of fiscal year 2012.

However, the Customer is not obligated either to abide by the timetables it has communicated to us or to update us as to the status of its current
plan. Accordingly, we are unable to know or predict the status of the Customer s plan or initiatives on an ongoing basis. The Customer could
accelerate, delay or terminate its transition to its own products at any time and without notice to us, which could have a material impact on our
revenues. The identity of the Customer is protected by a confidentiality agreement.

We are continuing to implement steps to identify and capture additional revenue opportunities. There can be no assurance, however, as to either
the timing or success of achieving this objective, and it would be our intent to reduce operating costs, if and as necessary, to minimize the impact
of a revenue reduction, should it occur. In the event that the Customer s future purchases are reduced beyond the realization of such opportunities
or cost reductions, we are likely to experience a material and adverse impact on our business.

NOTE 9. COMMITMENTS AND CONTINGENCIES

In April 2011, we settled the lawsuit filed against us in June 2008 by the Orange County Water District ( OCWD ) for alleged groundwater

contamination from our former site in Santa Ana, California. At the time of our settlement, the lawsuit included approximately 45 defendants

associated with past or current operations in a three-mile diameter area covering parts of Santa Ana and Irvine, California that OCWD calls the
South Basin. On May 3, 2011, we timely paid the full settlement amount of $250,000 to OCWD, with funds provided by our insurer. Therefore,

the settlement did not result in any material adverse impact to our cash flow or results of operations. On August 1, 2011, we effected the

dismissal with prejudice and thereby concluded our involvement in the lawsuit.

In February 2011, another defendant in the lawsuit described above supplied us with a copy of a document entitled Site Discovery Report,

Southeast Santa Ana Project DTSC  Cypress Region, dated February 2010 (the Report ). The Report was prepared by the Cypress regional office
of the Cal/EPA Department of Toxic Substances Control ( DTSC ) for Region 9 of the U.S. Environmental Protection Agency ( USEPA ) under an
agreement between the two agencies. The purpose of the Report was to identify sites within an area of southeast Santa Ana, California that may

be sources of groundwater contamination previously detected in that area. The Report identified 25 sites, including our former Santa Ana site,

for further screening by DTSC staff over the next two years. DTSC has informed us that no further evaluation of our former site took place

during fiscal year 2011, and that it has decided not to evaluate our former site during fiscal year 2012. It is uncertain whether future

developments, if any, from DTSC s screening process would have any application to our former site.
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In general, we are from time to time a party to various legal proceedings incidental to our business, none of which we consider may be material.
There can be no certainty, however, that we may not ultimately incur liability or that such liability will not be material and adverse.

NOTE 10. FAIR VALUE MEASUREMENTS

Fair value is measured based on the prices that would be received to sell an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date. Fair value measurements are based on a three-tier hierarchy that prioritizes the inputs used to
measure fair value. These tiers include: Level 1, defined as observable inputs such as quoted prices in active markets; Level 2, defined as inputs
other than quoted prices in active markets that are either directly or indirectly observable; and Level 3, defined as unobservable inputs for which
little or no market data exists, therefore requiring an entity to develop its own assumptions.

Cash and cash equivalents: The carrying value of cash and cash equivalents is considered to be representative of their fair values based on the
short term nature of these instruments. As such these investments are classified within Level 1 of the valuation hierarchy.

Land and building: In the fourth quarter of fiscal year 2010, we determined that the carrying value of the land and building we own in Carson
City, Nevada was impaired, and accordingly was written down to estimated fair value based on then-existing market conditions and data related
to comparable transactions. As such, the land and building are classified within Level 2 of the valuation hierarchy.

Although the methods above may produce a fair value calculation that may not be indicative of the net realizable value or reflective of future fair
values, the Company believes its valuation methods are appropriate.

NOTE 11. SUBSEQUENT EVENTS

We have evaluated events or transactions that occurred after the balance sheet date of September 30, 2011 and have identified no such events or
transactions which require adjustment to, or disclosure in, these financial statements.

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

The following discussion and analysis provides information that management believes is relevant to an assessment and understanding of the
results of operations and financial condition of Pro-Dex, Inc. ( Company , Pro-Dex , we , our or us ) foreach of the three month periods
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ended September 30, 2011 and 2010. This discussion should be read in conjunction with the Condensed Consolidated Financial Statements and
the Notes thereto included elsewhere in this report. This report contains certain forward-looking statements and information. The cautionary
statements included herein should be read as being applicable to all related forward-looking statements wherever they may appear. Our actual
future results could differ materially from those discussed herein.

Except for the historical information contained herein, the matters discussed in this report, including, but not limited to, discussions of our
product development plans, business strategies and market factors influencing our results, are forward-looking statements that involve certain
risks and uncertainties. Actual results may differ from those anticipated by us as a result of various factors, both foreseen and unforeseen,
including, but not limited to, our ability to continue to develop new products and increase sales in markets characterized by rapid technological
evolution, consolidation within our target marketplace and among our competitors, and competition from larger, better capitalized competitors.
Many other economic, competitive, governmental and technological factors could impact our ability to achieve our goals. You are urged to
review the risks, uncertainties and other cautionary language described in this report, as well as in our other public disclosures and reports filed
with the Securities and Exchange Commission ( SEC ) from time to time, including, but not limited to, the risks, uncertainties and other
cautionary language discussed in our Annual Report on Form 10-K for our fiscal year ended June 30, 2011.

With operations in Irvine, California, Carson City, Nevada and Beaverton, Oregon, we provide products used in medical, aerospace, military,
research and industrial applications. Experience in surgical devices, fractional horsepower motors and multi-axis motion control applications
allows us to develop products that require high precision in harsh environments.

Our products are found in hospitals, dental offices, medical engineering labs, commercial and military aircraft, scientific research facilities and
high tech manufacturing operations around the world. The names of Micro Motors, Astromec and Oregon Micro Systems are used for marketing
purposes as brand names.

Our principal headquarters are located at 2361 McGaw Avenue, Irvine, California 92614 and our phone number is 949-769-3200. Our Internet
address is www.pro-dex.com. Our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, amendments to
those reports and other SEC filings, are available free of charge through our website as soon as reasonably practicable after such reports are
electronically filed with, or furnished to, the SEC. In addition, our Code of Ethics and other corporate governance documents may be found on
our website at the Internet address set forth above. Our filings with the SEC may also be read and copied at the SEC s Public Reference Room at
100 F Street, N.E., Washington, D.C. 20549. You may obtain information on the operation of the Public Reference Room by calling the SEC at
1-800-SEC-0330. The SEC maintains an Internet site that contains reports, proxy and information statements, and other information regarding
issuers that file electronically with the SEC at www.sec.gov and company specific information at

www.sec.gov/edgar/searchedgar/companysearch.html.

Critical Accounting Estimates and Judgments

Our consolidated financial statements are prepared in accordance with accounting principles generally accepted in the United States

( GAAP ). The preparation of our financial statements requires management to make estimates and judgments that affect the reported amounts of
assets, liabilities, revenues, expenses and related disclosures. We base our estimates on historical experience and various other assumptions that
are believed to be 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 from these estimates.
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Revenue Recognition

Revenue on product sales is recognized upon shipment to the customer when risk of loss and title transfer to the customer and all other
conditions required by GAAP, as promulgated by the Financial Accounting Standards Board ( FASB ) in Accounting Standards Codification
( ASC ) Section 605 (formerly Staff Accounting Bulletin No. 104, Revenue Recognition), have been satisfied.

Returns of our product for credit are minimal; accordingly, we do not establish a reserve for product returns at the time of sale.
Warranties

Certain of our products are sold with a warranty that provides for repairs or replacement of any defective parts for a period, generally one year,
after the sale. At the time of the sale, we accrue an estimate of the cost of providing the warranty based on prior experience with such factors as
return rates and repair costs, which factors are reviewed quarterly.

Warranty expenses, including changes of estimates, are included in cost of sales in our consolidated income statements.
Inventories

Inventories are stated at the lower of cost (first-in, first-out method) or market value. Reductions to estimated market value are recorded, and
charged to cost of sales, when indicated based on a formula that compares on-hand quantities to estimated demand over the ensuing 12 months
from the measurement date.

Accounts Receivable

Trade receivables are stated at their original invoice amounts, less an allowance for doubtful portions of such accounts. Management determines
the allowance for doubtful accounts based on facts and circumstances related to specific accounts, and on historical experience related to the age
of accounts. Trade receivables are written off when deemed uncollectible. Recoveries of trade receivables previously reserved are offset against
the allowance when received.

Long-lived Assets

We review the recoverability of long-lived assets, such as property and equipment, when events or changes in circumstances occur that indicate
carrying values may not be recoverable.

In the fourth quarter of fiscal year 2010, we determined that recovery of the carrying value ascribed to the land and building acquired in the
purchase of Astromec, Inc. in 2006 was impaired due to the insufficiency of estimated undiscounted future cash flows, and we recorded a
charge, amounting to $1,307,000, to write down the carrying value of the land and building to estimated fair value based on then-existing market
conditions and data related to comparable transactions.
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Share-Based Compensation

We recognize compensation expense for all share-based awards made to employees and directors. The fair value of share-based awards is
estimated at the grant date using the Black-Scholes option-pricing model. The portion that is ultimately expected to vest is recognized as
compensation cost over the requisite service period using the straight-line single option method.

The determination of fair value using the Black-Scholes model is affected by our stock price as well as assumptions regarding a number of
complex and subjective variables, including expected stock price volatility, risk-free interest rate, expected dividends and projected employee
stock option exercise behavior. We currently estimate stock price volatility based upon historical activity, with future volatility expected to
approximate past volatility. The expected time to exercise is based on a simplified model of the vesting term of the option plus one-half the
option life.

Income Taxes

We recognize deferred tax assets and liabilities for temporary differences between the financial reporting basis and the tax basis of our assets and
liabilities along with net operating loss and tax credit carryovers. Deferred tax assets at September 30 and June 30, 2011 consisted primarily of
basis differences related to research and development tax credit utilization, intangible assets, accrued expenses and inventories.

Significant management judgment is required in determining our provision for income taxes and the recoverability of our deferred tax assets.
Such determination is based on our historical taxable income, with consideration given to our estimates of future taxable income and the periods
over which deferred tax assets will be recoverable. We record a valuation allowance against deferred tax assets to reduce the net carrying value
to an amount that we believe is more likely than not to be realized. When we establish or reduce the valuation allowance against deferred tax
assets, the provision for income taxes will increase or decrease, respectively, in the period such determination is made. At September 30 and
June 30, 2011, we maintained a valuation allowance against the entire balance of our deferred tax assets, net of deferred tax liabilities.

Description of Business

The majority of our revenue is derived from designing, developing and manufacturing surgical devices for the medical device and dental
industries, fractional horsepower motors for aerospace, medical and military applications, and motion control software and hardware for
industrial and scientific applications. The proportion of total sales by customer type is as follows:

Three months Ended September 30,
2011 2010
(Dollars in thousands)

Customer type

Medical $4,221 70%  $ 3,403 58%

Aerospace 815 14% 601 10%

Industrial 642 11% 897 15%

Dental 264 4% 435 8%

Government and other 88 1% 493 9%

Total sales $ 6,030 100% $5,829 100%
15
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Our medical device products utilize proprietary designs developed by us under exclusive design and supply agreements and are manufactured in
our Irvine, California facility, as are our dental products, which are sold primarily to original equipment manufacturers and dental product
distributors. We produce high reliability, fractional horsepower motors in our Carson City, Nevada facility, and we design and manufacture
embedded multi-axis motion controllers in our facility in Beaverton, Oregon.

We are generally able to fill orders for recurring product within 60 days from initial order receipt. At September 30, 2011, we had a backlog,
including orders for delivery beyond 60 days, of $11.2 million. We may experience variability in our new order bookings due to various reasons,
including, but not limited to, the timing of major new product launches and customer planned inventory builds. However, we do not typically
experience seasonal fluctuations in our shipments and revenues.

RESULTS OF OPERATIONS

Comparison of the three-month periods ended September 30, 2011 and 2010

The following table sets forth certain financial data for the three months ended September 30, 2011 and 2010:

2011 2010
(Dollars in thousands)
Net sales $6,030 100% $5,829 100%
Cost of sales 3,701 62% 3,645 63%
Gross profit 2,329 38% 2,184 37%
Selling, general and administrative expenses 1,210 20% 1,188 20%
Research and development costs 662 11% 591 10%
Income from operations 457 7% 405 7%
Interest expense and other, net 10 0% 57 1%
Income before provision for income taxes 447 7% 348 6%
Provision for income taxes 1 0% 6 0%
Net income $ 446 7% $ 342 6%

Net sales for the three months ended September 30, 2011 increased $201,000, or 3%, to $6,030,000 from $5,829,000 for the three months ended
September 30, 2010. Fractional horsepower motor sales grew $337,000, or 52%, primarily due to increased sales of $176,000 to our largest
customer for these products, and increased sales of $152,000 in aggregate from two additional customers. Medical device sales increased
$249,000, or 6%, due primarily to increased sales of $911,000 to our second-largest medical device customer, which was partially offset by a
decrease of $394,000 in sales to our largest medical device customer and decreases of $310,000 in sales in aggregate from three additional
customers. Motion control product sales decreased $386,000 due primarily to a decrease of $368,000 in sales to our largest motion control
product customer.

Gross profit for the three months ended September 30, 2011 increased $145,000, or 7%, compared to the corresponding period in 2010, due
primarily to the increase in sales described above
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and to an improvement in gross profit as a percentage of sales of 1% from 37% for the three months ended September 30, 2010, to 38% for the
three months ended September 30, 2011.

Selling expenses decreased $50,000, or 12%, to $374,000 for the three months ended September 30, 2011, from $424,000 for the corresponding
period in 2010. This decrease is attributable primarily to non-recurring costs incurred in 2010 related to improvements made to our website,
amounting to $66,000, and recruiting expenses, amounting to $35,000, partially offset by an increase in 2011, amounting to $49,000, in
advertising and market research expenses.

General and administrative expenses increased $72,000, or 9%, to $836,000 for the three months ended September 30, 2011, from $764,000 for
the corresponding period in 2010, due primarily to increases in 2011 related to employee compensation and training, amounting to $68,000.

Research and development costs increased $71,000, or 12%, to $662,000 for the three months ended September 30, 2011, from $591,000 for the
three months ended September 30, 2010, due primarily to increased small motor development costs, amounting to $63,000.

As a result of the foregoing, operating income for the three months ended September 30, 2011 increased to $457,000, compared to $405,000 for
the corresponding period in 2010.

Net interest expense for the three months ended September 30, 2011 was $10,000 compared to $57,000 for the three months ended
September 30, 2010. This decrease is due to the effect of the repayment and retirement, prior to its maturity, of the mortgage collateralized by
the land and building owned in Carson City in September 2010.

Income Tax Provision. Our estimated effective combined federal and state tax rate on income from operations was 0.2% and 1.7% for the
three-month periods ended September 30, 2011 and 2010 respectively. These effective rates are lower than marginal statutory rates due to the
utilization of tax credits, previously established as deferred tax assets, to reduce the current tax provision. Because our deferred tax assets are
fully reserved by a valuation allowance, realization of such deferred tax assets triggered a corresponding reduction in the valuation allowance,
thus resulting in no deferred tax provision. (see Note 6 of Notes to Condensed Consolidated Financial Statements.)

Based on the fluctuations discussed above, net income for the three months ended September 30, 2011 was $446,000, or $0.14 per share on a
basic and diluted basis, as compared to net income of $342,000, or $0.11 and $0.10 per share on a basic and diluted basis, respectively, for the
three months ended September 30, 2010.

Liquidity and Capital Resources

The following table presents selected financial information as of September, 30 and June 30, 2011:

September 30, 2011 June 30, 2011
Cash and cash equivalents $ 4,907,000 $ 4,689,000
Working capital $ 8,324,000 $ 7,819,000
Cash and cash equivalents, net of bank debt $ 3,865,000 $ 3,558,000
Tangible book value per common share $ 3.29 $ 3.15
Number of days of sales outstanding in accounts receivable 39 38
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During the three months ended September 30, 2011, cash and cash equivalents increased $200,000 due primarily to the collection of accounts
receivable from sales to our largest customer in June 2011, inventories increased by $338,000 primarily in anticipation of fulfilling orders
received from our two largest customers, prepaid expenses increased $119,000 due to the annual renewal of our commercial insurance policies
in September 2011, and accounts payable and accrued liabilities decreased $600,000 due primarily to the payment of employee bonuses based
on the attainment of pre-determined goals related to fiscal 2011. Also during the three months ended September 30, 2011, accounts receivable
decreased $785,000. This decrease was due primarily to the lower level of sales in the three months ended September 30, 2011, relative to the
three months ended June 30, 2011, thus resulting in a lower level of accounts receivable at September 30, 2011, and to the aforementioned
collection of accounts receivable from our largest customer. As a result of the foregoing, working capital at September 30, 2011 was $489,000
greater than at June 30, 2011.

Net cash provided by operations during the three months ended September 30, 2011 was $349,000, as compared to cash provided by operations
amounting to $381,000 during the three months ended September 30, 2010.

In 2011, cash from operations was provided primarily by net income, and the decrease in accounts receivable as described in the second
preceding paragraph above. Cash from operations was used in 2011 to increase inventories and prepaid expenses, and to reduce accounts
payable and accrued expenses, all as also described in the second preceding paragraph above.

In 2010, cash from operations was provided primarily by net income, and an increase in accounts payable and accrued expenses of $582,000 in
aggregate. Cash from operations was used in 2010 to increase inventories by $621,000. All of the increases described herein were due primarily
to the purchase of inventories in anticipation of fulfilling orders received from our largest customer.

Net cash used in investing activities for the three months ended September 30, 2011 was $42,000 as compared to $6,000 in the corresponding
2010 period. Investing activities consist mainly of capital expenditures for manufacturing equipment which can vary widely as equipment is
upgraded or replaced.

Net cash used in financing activities for the three months ended September 30, 2011 was $89,000 as compared to $1.6 million in the
corresponding 2010 period. This decrease reflects our payment, in September 2010, of the remaining $1.5 million balance due on the Union
Bank mortgage, fully retiring such indebtedness (see Note 5 of Notes to Condensed Consolidated Financial Statements).

Potential Reduction in Large Customer Orders

In December 2009, our largest customer informed us that it was in the process of developing, and planned to eventually manufacture, its own
surgical devices which are functionally comparable to the products we currently provide to the customer. We have been the exclusive
manufacturer of these products since they were developed.
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We currently provide this Customer with two products ( Product A and Product B ) and repair services for such products. Sales for each of these
categories for the three months ended September 30, 2011 and 2010 were as follows:

Average %
2011 2010 of Total
Product A $ 793,000 $ 1,642,000 56%
Product B 1,191,000 894,000 34%
Repairs 404,000 247,000 10%
$ 2,388,000 $ 2,783,000 100%

On June 21, 2011, the Customer indicated that it planned to purchase all of the products it currently had on order with us for Products A and B
but did not plan to place any new orders with us for these products. During the period from July 1 through October 31, 2011, the Customer
amended its purchase orders to adjust the mix of product and the timing of delivery. As a result, during this period we sold to the Customer
$793,000 and $1,638,000 of Product A and Product B, respectively. As of October 31, 2011, the Customer has remaining orders of (i) $940,000
for Product A scheduled for delivery through April 2012 and (ii) $1,638,000 for Product B scheduled for delivery through February 2012. The
Customer has indicated that its plan is contingent on several factors, including the registration of the Customer s product in a foreign jurisdiction
and the successful completion of its field testing for the product that will replace Product B. The Customer indicated that the results to date from
the field testing have been positive but that the number of units and length of service in the field are still insufficient to draw conclusions.

In addition, the Customer indicated that it plans to limit repair requests from us to those Products A and B that are covered by our product
warranty, thus most likely nearly eliminating repair revenue for out-of-warranty products.

Resulting from the foregoing, revenue attributable to the Customer could decline to zero or a negligible amount by the end of fiscal year 2012.

However, the Customer is not obligated either to abide by the timetables it has communicated to us or to update us as to the status of its current
plan. Accordingly, we are unable to know or predict the status of the Customer s plan or initiatives on an ongoing basis. The Customer could
accelerate, delay or terminate its transition to its own products at any time and without notice to us, which could have a material impact on our
revenues. The identity of the Customer is protected by a confidentiality agreement.

We are continuing to implement steps to identify and capture additional revenue opportunities. There can be no assurance, however, as to either
the timing or success of achieving this objective, and it would be our intent to reduce operating costs, if and as necessary, to minimize the impact
of a revenue reduction, should it occur. In the event that the Customer s future purchases are reduced beyond the realization of such opportunities
or cost reductions, we are likely to experience a material and adverse impact on our business.

Changes in Bank Debt and Credit Facilities

As more fully described above (see Note 5 of Notes to Condensed Consolidated Financial Statements), during the fiscal year ended June 30,
2011, we effected the following changes in our bank debt and credit facility arrangements:

On February 4, 2011, we entered into a credit facility agreement with Union Bank that provides for (a) a revolving credit line of up
to $1.5 million, (b) a non-revolving credit line of up to $350,000 for the purchase of equipment, and (c) a term loan of $1.25 million.
The proceeds of the term loan were used to pay off in full the Wells Fargo term loan previously outstanding.

On September 16, 2010, we paid the remaining $1.5 million balance due on a mortgage previously outstanding with Union Bank,
fully retiring such indebtedness.
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Item 3. Quantitative and Qualitative Disclosures About Market Risk
Not applicable.

Item 4T.  Controls and Procedures

The Chief Executive Officer and Chief Financial Officer (the principal executive officer and principal financial officer, respectively) conducted

an evaluation of the design and operation of our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the
Securities Exchange Act of 1934, as amended ( Exchange Act )). Based on that evaluation as of September 30, 2011, the Chief Executive Officer
and Chief Financial Officer concluded that the disclosure controls and procedures are effective.
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During the three months ended September 30, 2011, there were no changes in our internal controls over financial reporting (as defined in Rule
13a-15(f) and 15d-15(f) under the Exchange Act) that have materially affected, or are reasonably likely to materially affect, our internal controls
over financial reporting.

PART II

OTHER INFORMATION

Item 1. Legal Proceedings

Our manufacture and distribution of certain products involves a risk of legal action, and, from time to time, we are named as defendants in
lawsuits. It is not reasonably possible to estimate the awards or damages, or the range of awards or damages, if any, we might incur in
connection with such litigation. Management is not aware of any material actual, pending or threatened litigation at this time.

In April 2011, we settled the lawsuit filed against us in June 2008 by the Orange County Water District ( OCWD ) for alleged groundwater

contamination from our former site in Santa Ana, California. At the time of our settlement, the lawsuit included approximately 45 defendants

associated with past or current operations in a three-mile diameter area covering parts of Santa Ana and Irvine, California that OCWD calls the
South Basin. On May 3, 2011, we timely paid the full settlement amount of $250,000 to OCWD, with funds provided by our insurer. Therefore,

the settlement did not result in any material adverse impact to our cash flow or results of operations. On August 1, 2011, we effected the

dismissal with prejudice and thereby concluded our involvement in the lawsuit.

In February 2011, another defendant in the lawsuit described above supplied us with a copy of a document entitled Site Discovery Report,

Southeast Santa Ana Project DTSC  Cypress Region, dated February 2010 (the Report ). The Report was prepared by the Cypress regional office
of the Cal/EPA Department of Toxic Substances Control ( DTSC ) for Region 9 of the U.S. Environmental Protection Agency ( USEPA ) under an
agreement between the two agencies. The purpose of the Report was to identify sites within an area of southeast Santa Ana, California that may

be sources of groundwater contamination previously detected in that area. The Report identified 25 sites, including our former Santa Ana site,

for further screening by DTSC staff over the next two years. DTSC has informed us that no further evaluation of our former site took place

during fiscal year 2011, and that it has decided not to evaluate our former site during fiscal year 2012. It is uncertain whether future

developments, if any, from DTSC s screening process would have any application to our former site.
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Item 1A.  Risk Factors.

In addition to the other information set forth in this report, you should carefully consider the factors discussed in Part I, Item 1A. Risk Factors in
our Annual Report on Form 10-K for our fiscal year ended June 30, 2011. The risks discussed in our Annual Report on Form 10-K could
materially affect our business, financial condition and future results. The risks described in our Annual Report on Form 10-K are not the only

risks facing us. Additional risks and uncertainties not currently known to us or that we currently deem to be immaterial also may materially and
adversely affect our business, financial condition or operating results.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds.
None.

Item 3. Defaults Upon Senior Securities.

None.

Item 4. [Removed and Reserved.]

Item S. Other Information.

None.

Item 6. Exhibits.

Exhibits:
31.1 Certification of Chief Executive Officer Required by Rule 13a-14(a) of the Securities Exchange Act of 1934, as amended, as
Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

31.2 Certification of Chief Financial Officer Required by Rule 13a-14(a) of the Securities Exchange Act of 1934, as amended, as
Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32 Certification of the Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002

101.INS**  XBRL Instance Document

101.SCH**  XBRL Taxonomy Extension Schema Document

101.CAL**  XBRL Taxonomy Extension Calculation Linkbase Document
101.LAB** XBRL Taxonomy Extension Label Linkbase Document

101.PRE**  XBRL Taxonomy Extension Presentation Linkbase Document

** Pursuant to applicable securities laws and regulations, the Company is deemed to have complied with the reporting obligation relating to the
submission of interactive data files in such exhibits and are not subject to liability under any anti-fraud provisions of the federal securities laws
as long as the Company has made a good faith attempt to comply with the submission requirements and promptly amend the interactive data
files after becoming aware that the interactive data files fail to comply with the submission requirements. Users of this data are advised that,
pursuant to Rule 406T, these interactive data files are deemed not filed and otherwise are not subject to liability.
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SIGNATURES

In accordance with the requirements of Section 13 or 15(d) 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: November 9, 2011

PRO-DEX INC.
By:/s/MARK MURPHY

Mark Murphy
Chief Executive Officer
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Date: November 9, 2011

PRO-DEX INC.
By:/s/HAROLD A. HURWITZ

Harold A. Hurwitz
Secretary and Chief Financial Officer

(Principal Financial and Accounting Officer)
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