














Licensing Fees

During the three and six months ended June 30, 2009, the Company recorded $560,000
and $1.1 million in licensing fee revenue compared to $250,000 and $500,000 for the
three and six months ended June 30, 2008. This represents the recognition of a portion
of the upfront fees received from Paladin in 2005 and 2006 for the Canadian marketing
rights to Pennsaid and the recognition of the portion of the prepaid Pennsaid royalties
received in July 2008 that relate to the three and six-month periods in the current year.

Research and Other Contract Revenue

Research and other contract revenue for the three and six months ended June 30, 2009
was $71,000 and $175,000 compared with $40,000 and $51,000 for the three and six
months ended June 30, 2008. This revenue was generated by the Company’'s San
Diego based research and development facility through third party collaborations.

Operating Expenses
in thousands

Three Three Six Six

months months months months

ended ended ended ended

June 30, June 30, June 30, June 30,

2009 2008 2009 2008

Research and development $ 842 $2,133 $ 3,776 $ 4,237

Selling, general and administrative 1,791 1,162 3,154 2,286

Stock-based compensation 132 216 264 366
Amortization of property, plant and

equipment and intangibles 148 207 297 412

Interest, net 218 194 430 313

3,131 3,912 7,921 7,614

Foreign currency (gain) loss (210) 36 (219) (243)

Total operating expenses $2,921 $ 3,948 $ 7,702 $7,371

Total operating expenses, excluding foreign currency gains and losses, for the three
months ended June 30, 2009 were $3.1 million, a decrease of 20% from $3.9 million for
the three months ended June 30, 2008. The decrease from 2008 relates primarily to
lower research and development expenses as Covidien reimbursed the Company for
$0.9 million of Pennsaid and Pennsaid Plus development activities that occurred prior to
the Effective Date, the majority of which were expensed during the first quarter and the
assumption of costs for Pennsaid and Pennsaid Plus subsequent to the Effective Date,
offset partially by increases in SG&A that relate to establishing the U.S. Licensing
Agreement.

Total operating expenses, excluding foreign currency gains, for the six months ended
June 30, 2009 were $7.9 million, an increase of 4% compared to $7.6 million for the six
months ended June 30, 2008. The increase from 2008 relates to higher SG&A costs,
and net interest expense, offset partially by lower research and development costs.



Research and Development

Research and development expenses were $0.8 million and $3.8 for the three and six
months ended June 30, 2009, decreases of 61% and 11% compared with $2.1 million
and $4.2 million for the three and six months ended June 30, 2008. The majority of the
significant decrease in the quarter was due to a $0.9 million reimbursement received
from Covidien for specific research and development costs incurred by Nuvo prior to the
Effective Date. Most of these costs were expensed in Nuvo's first quarter. In addition,
under the terms of the U.S. Licensing Agreement, Covidien assumed responsibility for all
Pennsaid and Pennsaid Plus development activities and costs subsequent to the
Effective Date.

The decrease in the six-month period relates to reduced spending on Pennsaid, as all
studies necessary for filing the Company’'s Complete Response to the Pennsaid
Approvable Letter were completed in the second half of 2008 and early 2009, offset
partially by a 46% increase in spending at our expanded research and formulation
development facility in San Diego. The Company spent approximately $10 million in
external costs to respond to the Approvable Letter.

The balance of the research and development spending for the three and six months
ended June 30, 2009 included:

» The ongoing costs associated with the Company’s laboratory in Varennes,
Québec and its clinical, pre-clinical and regulatory group in Mississauga that
designed and coordinated most of the Company’s pre-clinical and clinical studies
for the Complete Response and reviewed and prepared the NDA,;

» Chemistry, manufacturing and controls (“CMC”), pre-clinical and formulation
development work on Pennsaid Plus and other early stage pain and dermatologic
drug candidates; and,

» Commencement of the final Pennsaid Long-Term Study, the Carc Study, that
based on the Company’s agreement with the FDA, may be completed post
approval.

In the comparable period three and six-month periods ending June 30, 2008, the
Company’s $2.1 million and $4.2 million in research and development expenditures were
focused on activities surrounding the Company’s response to the Pennsaid Approvable
Letter and development of the Company’s topical and transdermal drug candidate
pipeline through formulation development activities for early stage drug candidates at the
Company’s San Diego research facility.

Research and development expenditures vary depending upon the stage of
development of drug products and candidates in the Company’'s pipeline and
management’s allocation of the Company’s limited resources to these activities in
general and to each drug specifically. As the Company awaits the FDA’s decision on
Pennsaid’s approval on November 4, 2009, the new PDUFA Date set by the FDA on
August 4, 2009, its research and development activities are focused on utilizing its
internal resources to conduct research, formulation development, CMC and pre-clinical
activities to move the early stage drug candidate pipeline forward while limiting external
spending.



Selling, General and Administrative (“SG&A”")

SG&A expenses increased to $1.8 million and $3.2 million for the three and six months
ended June 30, 2009, compared to $1.2 million and $2.3 million for the three and six
months ended June 30, 2008.

During the quarter the 54% increase in SG&A expense is primarily attributable to
approximately $0.4 million of costs relating to the U.S. Licensing Agreement which
included legal fees, consulting fees, travel costs and a $57,000 royalty payable to a third
party under an existing licensing agreement as their share of the Upfront Payment. In
addition, as a result of the significant appreciation in the Company’s share price during
the quarter, it incurred compensation expense of $0.1 million upon revaluation of the
outstanding units in its Deferred Share Unit Plan (“DSU Plan”) to their market value. The
DSU Plan is a share-based compensation plan for non-employee directors under which
directors are allotted a portion of and can elect to receive a portion of their cash
compensation in deferred share units (“DSUs”). There are currently 703,482 DSUs
outstanding with a fair value of $239,000. Each DSU has a cash value equal to the
market price of one of the Company’s Common Shares.

For the six months, the 38% increase in SG&A expense is primarily attributable to
approximately $0.6 million of costs relating to licensing activities and the U.S. Licensing
Agreement and approximately $0.2 million relating to the revaluation of the outstanding
DSUs to their market value.

Stock-Based Compensation

Total compensation expense related to shares issued and options granted under the
Company’s three stock-based compensation plans decreased to $132,000 and
$264,000 for the three and six months ended June 30, 2009 from $216,000 and
$366,000 for the three and six months ended June 30, 2008.

Compensation expense related to the stock option plan decreased for the three months
ended June 30, 2009 to $132,000 compared to $211,000 for the three months ended
June 30, 2008. In the comparative period, 2.2 million stock options were granted to
employees and 0.7 million to directors, the directors’ options vested immediately. Upon
issuance one-third of the compensation expense attributable to the employee stock
options was recognized, as one-third vested immediately, and all compensation expense
attributable to the director options was recognized. The impact of these grants on
issuance was $73,000. No options were granted to the directors in 2009, as the non-
cash portion of their 2009 compensation was satisfied through the issuance of DSUs
under the newly established DSU Plan during the first quarter of 2009. For the six-
month period, the $84,000 decline in the expense to $264,000 versus $348,000 in 2008
was primarily caused by the same factors.

Compensation expense for the share bonus plan was $nil for the three and six months
ended June 30, 2009 compared to $5,000 and $18,000 for the three and six months
ended June 30, 2008.

Amortization of Property, Plant and Equipment and Intangibles

Amortization charges for the three and six months ended June 30, 2009 were $148,000
and $297,000, compared to $207,000 and $412,000 for the three and six months ended



June 30, 2008. The decrease in amortization relates primarily to assets acquired upon
the 2005 purchase of the Company’s research and development centre in San Diego
that became fully amortized at the end 2008.

Interest

Interest expense was $227,000 and $473,000 for the three and six months ended June
30, 2009 compared to $325,000 and $628,000 for the three and six months ended June
30, 2008. The decrease in the three and six-month periods is due to lower non-cash
accretion charges recorded on the convertible debentures due to conversions and the
September 2008 amendments to certain of the then outstanding debentures and the
elimination of interest expense on the short-term loan. These reductions were partially
offset by the interest expense on the convertible debentures issued in July 2008. These
debentures were fully converted into common shares during the current quarter.

Interest income decreased to $9,000 and $43,000 for the three and six months ended
June 30, 2009 compared to $131,000 and $315,000 for the comparable periods a year
ago. The decrease in interest income relates primarily to substantially lower rates of
interest earned on the Company’s cash and cash equivalents. Interest rates received on
cash and cash equivalents continued their decline during the quarter to well below 1%
and the Company expects the trend to continue given the current economic climate and
the Company’s desire to preserve capital rather than maximize return through additional
risk.

The aggregate result was an increase in net interest expense to $218,000 and $430,000
for the three and six months ended June 30, 2009 compared to $194,000 and $313,000
for the three and six months ended June 30, 2008.

Foreign Currency Gains and Losses

The Company realized net foreign currency gains of $210,000 in the three months
ended June 30, 2009 compared to a foreign exchange loss of $36,000 for the three
months ended June, 2008. The positive impact of the strengthening U.S. dollar and the
Euro on the Company's Euro denominated accounts receivable, Euro and U.S.
denominated cash and cash equivalent balances and the translation of the Company’s
net investment in its foreign subsidiaries was only minimally offset by the negative
impact of the strengthening U.S. dollar on the Company’s U.S. dollar denominated
accounts payable.

For the six months ended June 30, 2009, net foreign currency gains were $219,000
compared to a gain of $243,000 for the six months ended June 30, 2008.

Net Loss and Total Comprehensive Loss

For the three months ended June 30, 2009, net loss was $1.7 million, a significant
improvement over the $2.9 million net loss for the three months ended June, 2008. For
the quarter the $1.3 million reduction in research and development costs (including the
amount reimbursed by Covidien), the $0.3 million increase in licensing fee revenue and
the $0.2 million foreign exchange gain offset the $0.4 million of costs related to U.S.
licensing activities that were included in SG&A costs.

For the six months ended June 30, 2009, the net loss declined by 12% to $4.5 million
from $5.1 million for the six months ended June 30, 2008. For the six-month period, the



increased gross margin generated from higher product sales, lower research and
development expenses and lower amortization charges and stock-based compensation
expense were only partially offset by higher SG&A costs related to the U.S. Licensing
Agreement and DSU Plan and higher net interest expense. There were no
comprehensive income or loss components in 2009 or 2008.

On a segmented basis, TTDD which includes all Pennsaid activities incurred losses of
$1.8 million and $4.4 million for the three and six months ended June 30, 2009
respectively, compared to losses of $2.9 million and $5.0 million for the three and six
months ended June 30, 2008, respectively. ISR, which includes all WF10 activities,
earned income of $118,000 and a loss of $152,000 for the three and six months ended
June 30, 2009 compared to income of $8,000 and a loss of $124,000 for the three and
six months ended June 30, 2008, respectively. The year to date losses incurred by ISR
are small relative to TTDD as the level of research and development activity conducted
over the past two years has been confined to the pancreatic cancer trial and other small
projects that can be funded primarily through the cash flow generated from sales of
Oxoferin.

Net Loss per Common Share

Net loss per common share on both a basic and diluted basis was $0.01 for both the
three and six-month periods ended June 30, 2009 versus $0.01 and $0.02 for the three
and six-month periods ended June 30, 2008, respectively.

The weighted average number of common shares outstanding on both a basic and
diluted basis was 352.6 million and 336.2 million for the three and six months ended
June 30, 2009 versus 303.1 million and 301.3 million for the three and six months ended
June 30, 2008. The majority of the increase in both the quarter and the six-month period
is attributable to the 30.7 million common shares issued upon the conversion of warrants
under the 2009 Warrant Incentive Program, 8.8 million issued during the second quarter
upon warrant conversions subsequent to the 2009 Warrant Incentive Program and 18.1
million from the conversion of convertible debentures also during the second quarter.



Liquidity and Capital Resources
in thousands

Three Three Six

Six

months months months months
ended ended ended ended

June 30, June 30, June 30, June

30,

2009 2008 2009 2008

Net loss $(1,664) $(2,864) $(4,532) $(5,135)
Items not involving current cash flows (261) 291 (282) 240
Cash used in operations (2,925) (2,573) (4,814) (4,895)
Net change in non-cash working capital (276) 284 (576) (342)
Proceeds from licensing and research contracts 11,318 - 11,341 -
Cash provided by (used in) operating activities 9,117  (2,289) 5951 (5,237)
Cash used in investing activities (148) (57) (203) (56)
Cash provided by financing activities 3,214 931 5,348 887
Effect of exchange rates on cash and cash

equivalents (99) (298) (55) (37)
Net change in cash and cash equivalents 12,084  (1,713) 11,041  (4,443)
Cash and cash equivalents, beginning of period 14,176 19,061 15,219 21,791
Cash and cash equivalents, end of period $26,260 $17,348 $26,260 $ 17,348

Cash and Cash Equivalents

Cash and cash equivalents were $26.3 million as at June 30, 2009, a substantial
increase compared to $15.2 million as at December 31, 2008, primarily as a result of the
$11.3 million Upfront Payment received from Covidien. At June 30, 2009, cash and
cash equivalents include $74,000 in term deposits that are posted as collateral against
the current portion of long-term debt.

Operating Activities

Cash used in operations improved to $1.9 million for the quarter ended June 30, 2009
compared to $2.6 million for the quarter ended June 30, 2008. This was primarily
attributable to the significantly lower net loss in the quarter. For the six-month period,
cash used in operations improved slightly to $4.8 million versus $4.9 million as the
reduction in the net loss was primarily attributable to changes in items not involving
current cash flows.

Overall cash provided by operating activities increased by $11.4 million to $9.1 million
for the three months ended June 30, 2009 versus cash used by operating activities of
$2.3 million for the three months ended June 30, 2008. The increase is almost entirely
related to the $11.3 million Upfront Payment received upon execution the U.S. Licensing
Agreement as the improvement in cash used in operations was entirely offset by an
investment in non-cash working capital of $0.3 million compared to a $0.3 million
recovery in the comparative period. The non-cash working capital investment in the



quarter relates to an increase in accounts receivable of $0.5 million pertaining to
amounts to be reimbursed by Covidien for Pennsaid and Pennsaid Plus development
costs incurred after the Effective Date, offset partially by a reduction in inventory levels
of $0.2 million as product stockpiled during the first quarter ahead of the planned
shutdown of the Pennsaid manufacturing facility as they prepared for the anticipated
U.S. launch was delivered to customers. For the six-month period ended June 30, 2009,
funds provided by operating activities were $6.0 million compare to funds used in
operating activities of $5.2 million for the six-month period ended June 30, 2008. This
improvement is also almost entirely related to the Upfront Payment.

Investing Activities

Net cash used in investing activities totaled $148,000 and $203,000 for the three and six
months ended June 30, 2009 compared to $57,000 and $56,000 in the three and six
months ended June 30, 2008. The additions in the three and six months ended June 30,
2009, primarily relate to deposits on and purchases of new production equipment as the
Company continued the process of expanding capacity at its Québec manufacturing
facility in preparation for the anticipated production launch of Pennsaid for the U.S. later
this year. During the comparative period, the Company acquired a new data
management and biostatistics computer system.

Financing Activities

Net cash provided by financing activities totaled $3.2 million and $5.3 million for the
three and six months ended June 30, 2009, compared to $0.9 million for both the three
and six months ended June 30, 2008. During the quarter, the Company received
proceeds of $3.2 million ($5.4 million for the six months) upon the exercise of warrants
as follows:

* Under the 2009 Warrant Incentive Program the Company received net
proceeds of $1.5 million ($3.7 million for the six months) upon the exercise of
11.8 million warrants (30.7 million warrants for the six months). This program
was designed to encourage the early exercise of June 2006 Warrants, July
2007 Warrants, and November 2004 Warrants. In order to encourage the
early exercise of the these warrants, Nuvo amended the terms of such
warrants so that upon payment of a reduced exercise price of $0.125 and
surrender of the holder's warrant certificate in accordance with applicable
procedures, the holder was entitled to receive one common share of the
Company. The exercise period commenced on January 21, 2009 and ended
on April 3, 2009; and

* $1.7 million upon the exercise of 7.6 million warrants subsequent to the end
of the Warrant Incentive Program under their original terms. An additional 1.2
million warrants were exercised during the quarter; however, these proceeds
were not received from the transfer agent until after the end of the quarter
such that the proceeds of $0.4 million are included in other receivables.

During the three and six month periods ended June 30, 2009, scheduled debt
repayments of $32,000 and $94,000 were made. In the similar periods in the prior year,
scheduled debt repayments were $16,000 and $60,000 respectively.

In the second quarter of 2008, the Company closed a private placement equity financing
with Paladin. At closing, a total of 7,692,307 shares were issued at a price of $0.12 per



share for gross proceeds of $1 million. In addition, the Company issued 769,230
common share purchase warrants of the Company, each whole warrant entitling the
holder thereof to acquire one common share at a price of $0.169 per share until May 29,
2010. Once expenses associated with the financing were deducted, net cash proceeds
were $947,000.

Selected Quarterly Information (unaudited)

The following is selected quarterly financial information for the last eight quarterly
reporting periods:

(in thousands, except per share data)

September 30, December 31, March 31, June 30,
2008 2008 2009 2009
Revenue $3,2899 $3,117 $ 3,047 $2,706
Net loss (3,004)® (2,413)@ (2,868) (1,664)®
Loss per share $(0.01) $(0.01) $(0.01) $(0.01)
September 30, December 31, March 31, June 30,
2007 2007 2008 2008
Revenue $ 2,558 $ 2,207 $2,236 $2,085
Net loss (2,523)® (3,332) (2,271) (2,864)
Loss per share $(0.01) $(0.01) $ (0.01) $ (0.01)

(1) The quarter ended June 30, 2009 includes a $0.9 million reimbursement of research and development costs
incurred prior to the Effective Date from the U.S. Licensing Agreement.

(2) The quarter ended December 31, 2008 includes a $0.9 million gain on the change in estimate in the
Leadenhall contingency.

(3) The quarter ended September 30, 2008 includes $0.9 million in licensing revenue recognized upon the
completion of the Amended and Restated Canadian Licensing Arrangements with Paladin.

(4) The quarter ended September 30, 2008 includes a $0.3 million loss on the extinguishment of a convertible
debenture.

(5) The quarter ended September 30, 2007 includes a $0.5 million gain on the sale of assets.

Financial Instruments

The fair value of a financial instrument is the amount of consideration that would be
agreed upon in an arm’s length transaction between willing parties.

The Company has determined the estimated fair values of its financial instruments
based on appropriate valuation methodologies. However, considerable judgment is
required to develop these estimates. Accordingly, these estimated values are not
necessarily indicative of the amounts the Company could realize in a current market
exchange. The estimated fair value amounts can be materially affected by the use of
different assumptions or methodologies. The methods and assumptions used to
estimate the fair value of each class of financial instruments are discussed below.

The fair values of short-term financial assets and liabilities, including cash and cash
equivalents, accounts receivable, accounts payable and accrued liabilities as presented
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in the consolidated balance sheets approximate their carrying amounts due to the short
period to maturity of these financial instruments.

Rates currently available to the Company for long-term debt, with similar terms and
remaining maturities have been used to estimate the fair value of the debentures, long-
term debt and capital lease obligations. These fair values approximate the carrying
values for all instruments.

FINANCIAL RISK MANAGEMENT

Risk factors

The following is a discussion of market, credit and liquidity risks and related mitigation
strategies that have been identified. This is not an exhaustive list of all risks, nor will the
mitigation strategies eliminate all risks listed.

Credit risk

The Company’s cash and cash equivalents subject the Company to a significant
concentration of credit risk. At June 30, 2009, the Company had $22.4 million on
deposit in a high interest savings account and a guaranteed investment certificate held
by a single financial institution, as per its practice of protecting its capital rather than
maximizing investment yield through additional risk. The financial institution is a major
Canadian bank which the Company believes lessens the degree of credit risk. The
Company has €100,000 (CDN$163,000) in term deposits that are posted as collateral
against long-term debt. The remaining cash and cash equivalent balances are held in
bank accounts and money market funds in various geographic regions.

The Company, in the normal course of business, is exposed to credit risk from its global
customers most of whom are in the pharmaceutical industry. The accounts receivable
are subject to normal industry risks in each geographic region in which the Company
operates. In addition, the Company is exposed to credit related losses on sales to its
customers outside North America and the European Union due to potentially higher risks
of enforceability and collectability. The Company attempts to manage these risks prior
to the signing of distribution or licensing agreements by dealing with creditworthy
customers; however, due to the limited number of potential customers in each market
this is not always possible. In addition, a customer’s creditworthiness may change
subsequent to becoming a licensee or distributor and the terms and conditions in the
agreement may prevent the Company from seeking new customers during the term of
the agreement. At June 30, 2009, the Company’s three largest customers located in
Canada and Europe represent 54% [June 30, 2008 — 72%] of accounts receivable and
our accounts receivable from customers located outside of North America and the
European Union represent 20% [June 30, 2008 — 21%] of accounts receivable.

Pursuant to their collective terms, accounts receivable are aged as follows at June 30,
2009:

(in thousands) $
Current 2,007
0-30 days past due 75
Over 90 days past due 195

2,277
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Subsequent to quarter end, all of the past due amounts had been received.

Liquidity risk

The Company has an ongoing need for substantial capital resources to research and
develop, commercialize and manufacture its products and technologies. The Company
only has limited participation in Pennsaid sales revenues in those markets where it has
currently been approved and is marketed. Until the Company receives FDA approval for
the sale and marketing of Pennsaid in the U.S., the Company’s Pennsaid revenues are
not expected to be sufficient to provide the capital required for the Company to be self-
sustaining without the need for future financings. There can be no assurance that the
Company will have sufficient capital to fund its ongoing operations, satisfy all of the FDA
requirements for the approval of Pennsaid, develop or commercialize any further
products based on its topical and transdermal drug delivery or immune system
regulation platforms without future financings. There can be no assurance that
additional financing will be available on acceptable terms, or at all. If adequate funds are
not available, the Company will have to substantially reduce or eliminate planned
expenditures, terminate or delay pre-clinical trials for its product candidates and curtail
drug development programs designed to expand the product pipeline. If the Company is
unable to obtain additional financings to address its cash requirements, the Company
may be unable to continue operations.

Interest rate risk
All debentures, long-term debt and capital lease obligations are at fixed interest rates.

Currency risk

The Company operates globally, which gives rise to a risk that earnings and cash flows
may be adversely affected by fluctuations in foreign currency exchange rates. The
Company is primarily exposed to the U.S. dollar and Euro, but also transacts in other
foreign currencies. The Company currently does not use financial instruments to hedge
these risks. The significant balances in foreign currencies as at June 30 are as follows:

Euros U.S. Dollars
2009 2008 2009 2008
(in thousands) € € $ $
Cash and cash equivalents 315 1,192 5,608 293
Accounts receivable 863 832 400 -
Other current assets 8 12 32 30
Restricted cash 100 100 - -
Accounts payable and accrued
liabilities (118) (128) (609) (380)
Short-term loan - - - (649)
Long-term debt and capital lease
obligations (113) (159) (171) (201)
1,055 1,849 5,260 (907)

The translation impact to the Company of a 1 cent increase in the Canadian dollar
versus the Euro and the U.S. dollar would have been an increase to the net loss by
$28,000 and $70,000 respectively for the six months ended June 30, 2009. A 1 cent
decrease in the Canadian dollar versus the Euro and the U.S. dollar would have
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decreased to the net loss by $28,000 and $70,000 respectively for the six months ended
June 30, 2009.

The Company manages its foreign currency exposures where practical and cost
effective. In terms of the Euro, the Company has three significant exposures: its net
investment and net cash flows in its European operations and sales of Pennsaid by the
Canadian operations to European distributors. In terms of the U.S. dollar, the Company
has three significant exposures: its net investment and net cash flows in its U.S.
operations and the cost of running trials and other studies at U.S. sites.

The Company does not actively hedge any of its foreign currency exposures given the
relative risk of currency versus other risks the Company faces and the cost of
establishing the necessary credit facilities and purchasing hedging instruments. As a
result, the Company does not attempt to hedge its net investment in foreign subsidiaries.
The Company does not currently hedge the cash flows of its European operations as
outflows are managed to closely approximate inflows in these operations. The U.S.
operations have net cash outflows and these are funded monthly.

Sales to European distributors are substantially contracted in Euros. The Company
receives payments from the distributors in its Euro bank accounts and uses these funds
to pay Euro expenditures and to fund European operations as necessary. The Company
reviews the amount of Euros held periodically and if they are excessive compared to the
Company’s projected future Euro cash flows they may be converted into U.S. or
Canadian dollars.

During the quarter, the Company signed the U.S. Licensing Agreement. Under the
terms of the agreement the Company received US$10 million during the quarter and has
the potential to receive further amounts denominated in U.S. dollars upon the
achievement of milestones and in the form of royalties. The Company has not had any
meaningful U.S. dollar inflows in the past. Currently, the Company plans to manage its
U.S. inflows in a manner similar to its management of Euros by reviewing the amount of
U.S. dollars held and, if excessive compared to the Company’s projected future U.S.
cash outflows, the excess amount may be converted to Canadian dollars.

Commodity risk

The Company is exposed to commodity risk related to purchases of key raw materials
necessary for the manufacture of its bulk product from a limited number of suppliers
around the world. The Company attempts to mitigate this risk by entering into long-term
supply contracts at fixed pricing with capped annual increases. DMSO (one of the key
ingredients in Pennsaid) is the Company’s most significant cost subject to commodity
risk. The Company has attempted to mitigate this risk by entering into a supply
agreement with a U.S. supplier for its pharmaceutical grade DMSO until October 31,
2012 using the supplier's patented process at a fixed base price with capped annual
increases. There is commodity risk for all other ingredients in each of the Company’s
products including the active pharmaceutical ingredient. The Company attempts to
mitigate these risks through the use of multiple suppliers and fixed price contracts but
due to the nature of the some of the chemicals required and the regulatory paths to
approving new suppliers, this is not always possible.
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Contractual Obligations
The following table lists the Company’s contractual obligations as at June 30, 2009.

Payments due by year end

July 1 —

December 2012 and
in thousands Total 31, 2009 2010 2011 thereafter
Long-term debt $ 185 $ 37 $ 74 $ 74 $ -
Capital lease

obligations 226 53 98 75 -
Debentures 3,486 - 3,486 - -
Operating leases 899 225 448 203 23

Research and other
contracts” 1,869 744 753 372 -
$ 6,665 $ 1,059 $ 4,859 $ 724 $ 23

(i) Included under the caption “Research and other contracts” are commitments totaling $1.8 million that the Company
has made for services that are reimbursable under the terms of the U.S. Licensing Agreement.

Off Balance Sheet Arrangements

The Company does not have any off-balance sheet arrangements.

Outstanding Share Data

The number of common shares outstanding as at June 30, 2009 was 372.0 million, an
increase of 18% from 314.4 million at December 31, 2008. The increase was due to the
issuance of 30.7 million shares upon the exercise of warrants under the 2009 Warrant
Incentive Program; the issuance of 8.8 million shares upon the exercise of warrants
subsequent to the 2009 Warrant Incentive Program; and, 18.1 million shares issued
upon the conversion of $2.5 million of convertible debentures.

As at June 30, 2009, there were 39,503,436 warrants outstanding, 25,260,870 common
shares potentially issuable on the conversion of the outstanding debentures and
33,794,568 options outstanding of which 26,161,097 million are vested.

Subsequent to the end of the quarter and prior to their expiry at the end of business on
July 13, 2009, an additional 19.1 million July 2007 Warrants were exercised for proceeds
of $5.7 million. In addition, 3.5 million warrants were unexercised and expired on this
date. As a result, as at July 13, 2009 there were 391.1 million common shares
outstanding and the only remaining outstanding warrants are 16.9 million from the
November 2004 Warrants.

Litigation
From time to time, during the ordinary course of business, the Company is threatened
with, or is named as a defendant in various legal proceedings including lawsuits based

upon product liability, personal injury, breach of contract and lost profits or other
consequential damage claims.
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Leadenhall

The Company’s former head office property was subject to a $2.0 million mortgage (the
“Mortgage”). As previously disclosed, the Mortgage balance due is in dispute with
Leadenhall Bank & Trust Company Limited (“the Mortgagee”). The Mortgage dispute
centers on the calculation and amount of interest owing and was the subject of an
Ontario court action (the “Ontario Action”) commenced by the Mortgagee in April 2005.
The Mortgagee's position is that interest should be calculated at a rate of 2% per month
calculated monthly; including interest on late payments; and costs. The Company’'s
position is that the Mortgage is null and void and should be discharged, or alternatively,
that the interest payable is limited to 5% per annum pursuant to the provisions of the
Interest Act (Canada). The Ontario Action was subsequently dismissed by the courts for
delay. Subsequent to the filing by the Mortgagee of its Statement of Claim and the
Company of its Statement of Defense and Counterclaim, a liquidator (the “Liquidator”) of
the Mortgagee was appointed by the courts of the Bahamas, where the Mortgagee is
situated.

In November of 2005, the Company negotiated a written agreement (the “Settlement
Agreement”) with the Liquidator to settle all claims pursuant to the Ontario Action for
US$1.1 million (CDN$1.2 million) (the “Settlement Amount”) payable out of closing funds
received on the sale of the Company’s former head office. The Settlement Agreement is
subject to the approval of the Bahamian court that appointed the Liquidator. The
Liquidator agreed to seek court approval as soon as possible after signing the
Settlement Agreement. The Liquidator did not seek court approval prior to the
completion of the head office sale, and in order to allow the sale to proceed, the
Liquidator and the Company entered into an escrow arrangement (the “Escrow
Agreement”). Pursuant to the Escrow Agreement, the Liquidator agreed that upon
payment of US$1.4 million (CDN$1.6 million) to the Liquidator, to be held in escrow
pending court approval of the Settlement Agreement, the Liquidator would deliver a
discharge of the Mortgage. It was further agreed that upon approval of the Settlement
Agreement by the Bahamian Court US$1.1 million would be released from escrow and
paid to the Liquidator and the balance, US$303,000 (CDN$352,000), would be released
to the Company. In January 2006, the Liquidator discharged the mortgage, the
Company completed the sale of its head office and it paid US$1.4 million (CDN$1.6
million) into escrow with the Liquidator's Bahamian counsel.

The Liquidator has continually delayed seeking court approval of the Settlement
Agreement and has not yet presented it to the Bahamian court for approval. Since April
2006, the Liquidator has indicated that while still intending to present the Settlement
Agreement to the court for its consideration, it will not recommend that the court approve
it. In addition, in its February 2007 Affidavit, the Liquidator indicates that if the Court
does not approve the Settlement Agreement, it will request that the Bahamian court
order that all escrowed funds, including the US$303,000 (CDN$352,000) be released to
it and not to the Company. The Liquidator further states that the full amount in escrow is
insufficient to retire the mortgage principal plus interest at the alleged interest rate of 2%
per month and that it may pursue the Company for the deficiency. The Company has
retained legal counsel in the Bahamas to assist it in securing court approval of the
Settlement Agreement and to ensure that if the Settlement Agreement is not approved,
that the escrow continues in accordance with the terms of the Escrow Agreement.

A hearing in the Bahamian court was held on March 20, 2007. At this hearing, the
Liquidator submitted additional arguments to the Bahamian court requesting that all
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matters, including those that form the basis of the Ontario Action, be decided by the
Bahamian court. While this request was not ruled upon, the judge issued an order that
the escrow funds continue to be held in escrow for at least 90 days to provide the
Company an opportunity to bring an action in the Bahamian courts for the release of the
funds based upon the non-ratification of the Settlement Agreement. The judge retired
shortly thereafter and to this date, no new judge has been assigned to hear the matter.

In June 2007, as the Company was not able to bring its action to release the escrow
funds to it before the Bahamian courts its Bahamian legal counsel filed a summons in
the Leadenhall liquidation proceedings requesting that the Company be granted leave to
join the liquidation as an interested party. The Summons was served on the Liquidator
in June 2007 and requires that the Company be notified if the Liquidator intends to make
application to have the escrow funds released to it. Since June 2007, the shortage of
commercial judges available to hear the case and a lack of cooperation by the Liquidator
the Company’s Bahamian legal counsel has not been able to obtain a date for a hearing
at which a judge will consider the Settlement Agreement. Late in 2008, the Company'’s
Bahamian legal counsel informed the Company that a commercial court judge was
assigned to handle all aspects of the Leadenhall liquidation, however, early in 2009 this
judge resigned from the Bench and no new judge has been assigned such that the
Company is still unable to obtain a date for a hearing. Given these delays, the Company
through its Bahamian legal counsel reinitiated dialogue with the Liquidator’s counsel and
presented a proposal aimed at resolving all outstanding matters between the Company
and the Liquidator, if acceptable we would jointly approach the courts to seek its
approval. The Company has not received a response to its proposal from the
Liquidator’s counsel.

Paladin Tax Reassessment

On August 16, 2005, the Company sold 100% of the common shares of its subsidiary
DHCL (renamed Squire and amalgamated with Paladin) to Paladin. Under the terms of
the share purchase agreement (“SPA”) with Paladin, the Company provided
representations and warranties with respect to the status of the Company’s tax accounts
and its tax assets, which consisted of noncapital losses, investment tax credits and
undeducted scientific research and experimental development expenditures. If the
amounts represented are incorrect, then the Company is required to indemnify Paladin
for a portion of its losses.

In July and August 2008, Paladin received notices of reassessment relating to its
taxation years ending August 16, 2005 and July 31, 2006 and 2007 (“the Tax Years”)
from the Canada Revenue Agency (“CRA") containing adjustments related to certain
transactions occurring in the tax year ended August 16, 2005 that impact all of the Tax
Years. Certain provincial tax authorities have also reassessed certain of the Tax Years
and other provincial tax authorities may propose similar adjustments as a result of the
CRA reassessments. The notices of reassessment, if they stand, could cause the
Company to breach certain representations and warranties in the SPA.

The Company estimates its potential obligation under the indemnification provisions of
the SPA as a result of the reassessments is in the range of $6 million to $8 million,
including interest and penalties. In addition, the Company expects the potential
obligation under the indemnity to increase as additional interest accrues and penalties
are assessed on the reassessed amounts. The SPA also requires the Company to
indemnify Paladin for out-of-pocket costs (including attorneys’ and experts’ fees)
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incurred by Paladin that are caused by the Company’s breach of its representations and
warranties contained in the SPA.

The Company disagrees with the position taken by the CRA and believes it is without
merit. Paladin is contesting the reassessments through the CRA appeals process and
filed a Notice of Objection with the CRA in October 2008. There has been no
communication with or from the CRA regarding this matter since this Notice of Objection
was filed. The Company is participating in this process. An unfavourable resolution
could have a material adverse impact on the Company’s cash flows.

Paladin is a “Large Corporation” under subsection 225.1(8) of the Income Tax Act and
as a result the CRA took action to collect 50% of the reassessed amount, $3.7 million, in
September 2008. Paladin suggested that it may have a claim against the Company
pursuant to the SPA for a portion of the $3.7 million. However, on November 17, 2008
the Company and Paladin signed an agreement (the “Letter Agreement”), whereby, the
Company agreed to provide security (the “Indemnity Security”) for potential indemnity
obligations that arise from or relates to the CRA Reassessments to Paladin and to pay
half of Paladin’s ongoing out-of-pocket costs to contest the CRA Reassessments. The
Indemnity Security charges the same assets as the security provided by the Company
for the then outstanding July 2008 Convertible Debenture held by Paladin. In exchange,
Paladin agreed not pursue any claims against the Company for reimbursement of any
funds that Paladin may have paid or may be required to pay in connection with the CRA
Reassessments while their contestation is continuing, except in circumstances where
the Company has or is determined to have become insolvent as defined in the Letter
Agreement.

Research Capital Company (“RCC")

On September 15, 2006, RCC commenced legal proceedings against the Company by
filing a Statement of Claim with the Ontario Superior Court of Justice. The Statement of
Claim claimed that RCC was entitled to: (i) damages in the amount of $1.5 million or
alternatively damages of $1.0 million; (ii) 3 million warrants to purchase Common Shares
at a price of $0.50 and an option to purchase $5 million of Units of the Company or
alternatively to (i) and (i), $350,000 and in each case interest and costs. Management of
the Company believed that RCC’s claim was without merit. The Company filed a
Statement of Defence and Counterclaim in October 2006 and vigorously defended its
position. In November 2006, RCC served its reply and defence to the counterclaim but
took no further steps to advance the litigation until December 2007 when the Company
received RCC’s unsworn affidavit of documents. The Company assembled its affidavit
of documents which was served upon RCC and filed with the court. In November 2008,
the Company and RCC signed a Full and Final Mutual Release and agreed to dismiss
the Claim and Counterclaim without costs. Prior to the Minutes of Settlement and the
Full and Final Mutual Release being filed by RCC'’s legal counsel with the Ontario
Superior Court the Registrar issued an order dismissing the Claim due to delays in
proceeding with it. Legal Counsel for the Company and RCC agreed that the dismissal
should be withdrawn and replaced by the Minutes of Settlement and the Full and Final
Mutual Release. On April 13, 2009, the Ontario Superior Court issued an order setting
aside the Registrar’s dismissal and dismissed the Claim and Counterclaim on consent of
the parties.
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Recent Accounting Pronouncements
Harmonizing Of Canadian and International Standards

In February 2008, the Accounting Standards Board (“AcSB”) of the CICA confirmed that
Canadian GAAP for publically accountable enterprises will be converged with IFRS
effective in the calendar year 2011. The conversion to IFRS will be required, for the
Company, for interim and annual financial statements beginning on January 1, 2011.
IFRS uses a conceptual framework similar to Canadian GAAP, but there are significant
differences on recognition, measurement and disclosures.

Management continues to develop its IFRS changeover plan and the Company’s key
finance employees continue to increase their understanding of IFRS and its impact on
the Company through formal training and review of current literature including
interpretations of current IFRS. However, based on the work completed it continues to
be very difficult to finalize a definitive work plan given the quantum of new and updated
IFRS standards that are planned over the next two years leading up to adoption. The
Company’s conversion plan for 2009 is primarily focused on assessing differences
between Canadian GAAP and IFRS, assessing all elective choices to be made under
IFRS 1 by first-time adopters of IFRS, making accounting policy choices, where
necessary and determining IT and accounting system needs for 2010, when the
Company will be required to run a parallel system under IFRS to facilitate 2011
comparative reporting.

The IASB (“International Accounting Standards Board”) has issued several exposure
drafts for new or amended IFRS, including consolidation, earnings per share, financial
instruments, election options under first time adoption, income taxes and non-financial
liabilities that will likely have mandatory application for the 2011 calendar year. Given
the quantum of changes planned for IFRS, the Company cannot reasonably assess the
financial impact that IFRS will have on its financial statements at this time and it may not
be able to do so with any certainty at any time prior to conversion.

Business Combinations

In January 2009, the CICA issued new Handbook Section 1582, Business
Combinations. Section 1582 will be converged with IFRS 3, Business Combinations and
replaces Handbook Section 1581, Business Combinations. Section 1582 establishes
the standards for the measurement of a business combination and states that all assets
and liabilities of an acquired business will be recorded at fair value. Obligations for
contingent considerations and contingencies will also be recorded at fair value at the
acquisition date. The standard also states that acquisition-related costs will be expensed
as incurred and that restructuring charges will be expensed in the periods after the
acquisition date. This section is effective for acquisition dates on or after January 1,
2011. The Company may elect to early adopt this section and if so, will be required to
early adopt Section 1601, Consolidated Financial Statements and Section 1602, Non-
controlling Interests.

Consolidated Financial Statements

In January 2009, the CICA issued Handbook Section 1601, Consolidated Financial
Statements, which replaces Handbook Section 1600, Consolidated Financial Statements
other than the standards relating to non-controlling interests. The section establishes
the standards for preparing consolidated financial statements and is effective for fiscal

28



years beginning on or after January 1, 2011. The Company may elect to early adopt this
section and if so, will be required to early adopt Section 1582, Business Combinations
and Section 1602, Non-controlling Interests.

Non-controlling Interests

In January 2009, the CICA issued new Handbook Section 1602, Non-controlling
Interests, which establishes standards for the accounting of non-controlling interests of a
subsidiary in the preparation of consolidated financial statements subsequent to a
business combination. This standard is effective for fiscal years beginning on or after
January 1, 2011. The Company may elect to early adopt this section and if so, will be
required to early adopt Section 1582, Business Combinations and Section 1601,
Consolidated Financial Statements.

Management’s Responsibility for Financial Reporting

Disclosure Controls

Disclosure controls and procedures (“DCP”) are designed to provide reasonable
assurance that information required to be disclosed by the Company in its filings under
Canadian securities legislation is recorded, processed, summarized and reported in a
timely manner. The system of DCP includes, among other things, the Company’s
Corporate Disclosure and Code of Conduct and Business Ethics policies, the review and
approval procedures of the Corporate Disclosure Committee, and continuous review and
monitoring procedures by senior management.

The system of DCP has been designed to provide reasonable assurance that all material
information relating to the Company would be made known to them. While the CEO and
CFO believe that the Company’'s DCP provide reasonable assurance, they are also
aware that any control system can only provide reasonable, not absolute, assurance of
achieving its control objectives.

Internal Controls over Financial Reporting

Management is also responsible for the design of internal controls over financial
reporting (“ICFR”) within the Company in order to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements
for external purposes in accordance with Canadian GAAP. Because of its inherent
limitations, ICFR may not prevent or detect misstatements. In addition, the design of
any system of control is based upon certain assumptions about the likelihood of future
events, and there can be no assurance that any design will succeed in achieving its
stated goals under all future events, no matter how remote, or that the degree of
compliance with the policies or procedures may not deteriorate. Accordingly, even
effective ICFR can only provide reasonable, not absolute, assurance of achieving the
control objectives for financial reporting.

No changes were made in the Company's ICFR during the quarter ended June 30,
2009, that have materially affected, or are reasonably likely to materially affect, its ICFR.

Critical Accounting Policies and Estimates

The Company’s consolidated financial statements are prepared in accordance with
Canadian generally accepted accounting principles, applied on a consistent basis
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(except as noted above under Changes in Accounting Policies). The preparation of
consolidated financial statements requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities, the disclosure of
contingent assets and liabilities at the date of the consolidated financial statements and
the reported amounts of revenue and expenses during the reporting periods.
Management has identified revenue recognition, government assistance, valuation
allowance for future tax assets, stock-based compensation and other equity-based
instruments, impairment of long-lived assets, foreign currency translation and
contingencies as the accounting policies it believes require application of management’s
most subjective judgments, often requiring the need to make estimates about the effect
of matters that are inherently uncertain and may change in subsequent periods. The
Company’s actual results could differ from these estimates and such differences could
be material. For a more detailed discussion of the Company’s critical accounting
policies, please refer to the MD&A included in the Company’s 2008 Annual Report.

Risk Factors

Risk factors that could materially affect the results of operations and the financial
condition of the Company are discussed in detail in the “Management’s Discussion and
Analysis” section of the Company’s 2008 Annual Report and the “Risk Factors” section
of the Company’'s Annual Information Form filed February 26, 2009 and remain
substantially unchanged.
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NUVO RESEARCH INC.

CONSOLIDATED BALANCE SHEETS

As at As at
June 30, December 31,
2009 2008
Unaudited Audited
(thousands of Canadian dollars) $ $
ASSETS
CURRENT
Cash and cash equivalents (note 4) 26,260 15,219
Accounts receivable 2,277 2,294
Other receivable (note 10) 367 -
Inventories (note 5) 1,724 1,393
Prepaid expenses and other 432 446
TOTAL CURRENT ASSETS 31,060 19,352
Restricted cash (note 4) 89 93
Property, plant and equipment (note 6) 1,896 1,990
TOTAL ASSETS 33,045 21,435
LIABILITIES AND SHAREHOLDERS' EQUITY
CURRENT
Accounts payable and accrued liabilities 2,400 2,736
Deferred revenue (note 7) 2,241 2,241
Current portion of long-term debt and capital lease obligations (note 8) 162 181
TOTAL CURRENT LIABILITIES 4,803 5,158
Deferred revenue (note 7) 13,542 3,321
Long-term debt and capital lease obligations (note 8) 227 320
Debentures (note 9) 2,795 4,774
TOTAL LIABILITIES 21,367 13,573
SHAREHOLDERS' EQUITY
Common shares 202,524 189,603
Warrants (note 10) 6,466 10,847
Contributed surplus 7,402 6,890
Accumulated other comprehensive income 114 114
Deficit (204,828) (199,592)
TOTAL SHAREHOLDERS' EQUITY 11,678 7,862
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY 33,045 21,435

See accompanying notes.



NUVO RESEARCH INC.
CONSOLIDATED STATEMENTS OF LOSS AND COMPREHENSIVE LOSS

Three months Six months
ended ended
June 30, June 30, June 30, June 30,
Unaudited 2009 2008 2009 2008
(thousands of Canadian dollars except per share and share amounts) $ $ $ $
REVENUE
Product sales 2,075 1,795 4,458 3,770
Cost of goods sold 1,449 1,001 2,583 2,085
Gross margin on product sales 626 794 1,875 1,685
Other revenue
Licensing fees (note 7) 560 250 1,120 500
Research and other contract revenue 71 40 175 51
1,257 1,084 3,170 2,236
EXPENSES
Research and development (note 7) 842 2,133 3,776 4,237
Selling, general and administrative expenses (note 11) 1,791 1,162 3,154 2,286
Stock-based compensation (note 11) 132 216 264 366
Amortization of property, plant, and equipment and
intangibles (note 6) 148 207 297 412
Foreign currency (gain) loss (210) 36 (219) (243)
Interest expense (note 13) 227 325 473 628
Interest income (9) (131) (43) (315)
2,921 3,948 7,702 7,371
NET LOSS AND TOTAL COMPREHENSIVE LOSS (1,664) (2,864) (4,532) (5,135)
Net loss per common share — basic and diluted  (note 12) (0.01) (0.01) (0.01) (0.02)
Average number of common shares outstanding — basic and
diluted (millions) (note 12) 352.6 303.1 336.2 301.3

See accompanying notes.
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.NUVO RESEARCH INC.
CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY
Audited (except for 2009)

(thousands of Canadian dollars, except for number of shares)

Accumulated

other
Contributed comprehensive Shareholders’
Common shares Warrants surplus income Deficit equity (deficit)
(000s) $ $ $ $ $ $
Note 9,10 9,10 10 11 9
Balance, December 31, 2007 299,460 187,877 11,243 5,670 114  (189,040) 15,864
Shares issued under the Share
Bonus Plan 136 13 - - - - 13
Stock option compensation
expense - - - 137 - - 137
Net loss - - - - - (2,271) (2,271)
Balance, March 31, 2008 299,596 187,890 11,243 5,807 114 (191,311) 13,743
Issuance of shares and
warrants 7,692 967 33 - - - 1,000
Issuance of shares to acquire
intangible asset 962 125 - - - - 125
Issuance of shares to settle
accounts payable 1,762 214 - - - - 214
Costs related to issuance of
shares and warrants - (54) (2) - - - (55)
Shares issued under the Share
Bonus Plan 55 5 - - - - 5
June 2006 Underwriter
Warrants expired - - (428) 428 - - -
Stock option compensation
expense - - - 211 - - 211
Net loss - - - - - (2,864) (2,864)
Balance, June 30, 2008 310,067 189,147 10,847 6,446 114 (194,175) 12,379
Costs related to issuance of
shares and warrants - Q) - - - Q)
Employee contributions to
Share Purchase Plan 1,566 169 - - - - 169
Employer’s portion of Share
Purchase Plan 1,566 169 - - - - 169
Debentures converted 1,087 107 - - - - 107
Professional fees settled in
shares 135 12 - - - - 12
Issuance of July 2008
Convertible Debenture - - - 176 - - 176
Stock option compensation
expense - - - 268 - - 268
Net loss - - - - - (5,417) (5,417)
Balance, December 31, 2008 314,421 189,603 10,847 6,890 114 (199,592) 7,862
Warrants converted 18,910 4,315 (1,952) - - - 2,363
Costs related to issuance of
shares - (88) - - - - (88)
Stock option compensation
expense - - - 132 - - 132
Net loss - - - - - (2,868) (2,868)
Balance, March 31, 2009 333,331 193,830 8,895 7,022 114  (202,460) 7,401
Warrants converted 20,591 5,539 (2,004) - - - 3,535
Debentures converted 18,116 3,155 - 177) - (704) 2,274
June 2006 Warrants expired - - (425) 425 - - -
Stock option compensation
expense - - - 132 - - 132
Net loss - - - - - (1,664) (1,664)
Balance, June 30, 2009 372,038 202,524 6,466 7,402 114  (204,828) 11,678

See accompanying notes.
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NUVO RESEARCH |

NC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Three months Six months
ended ended
June 30, June 30, June 30, June 30,
Unaudited 2009 2008 2009 2008
(thousands of Canadian dollars) $ $ $ $
OPERATING ACTIVITIES
Net loss (1,664) (2,864) (4,532) (5,135)
Items not involving current cash flows:
Amortization 148 207 297 412
Deferred revenue recognized (560) (450) (1,120) (711)
Stock-based compensation and payments (note 11) 132 216 264 366
Deferred stock unit expense 145 - 239 -
Accretion of interest on debentures (note 9) 147 227 295 434
Other (273) 91 (257) (261)
Net change in non-cash working capital (note 14) (276) 284 (576) (342)
Proceeds from licensing arrangements and advances on
research contracts (note 7) 11,318 - 11,341 -
CASH PROVIDED BY (USED IN) OPERATING
ACTIVITIES 9,117 (2,289) 5,951 (5,237)
INVESTING ACTIVITIES
Acquisition of property, plant and equipment (148) (57) (203) (84)
Proceeds from sale of assets - - - 28
CASH USED IN INVESTING ACTIVITIES (148) (57) (203) (56)
FINANCING ACTIVITIES
Issuance of common shares and warrants, net of related
costs 3,246 947 5,442 947
Repayments of long-term debt and capital lease
obligations (32) (16) (94) (60)
CASH PROVIDED BY FINANCING ACTIVITIES 3,214 931 5,348 887
Effect of exchange rate changes on cash and cash
equivalents (99) (298) (55) (37)
Net change in cash and cash equivalents during the period 12,084 (1,713) 11,041 (4,443)
Cash and cash equivalents, beginning of period 14,176 19,061 15,219 21,791
CASH AND CASH EQUIVALENTS,
END OF PERIOD 26,260 17,348 26,260 17,348
Interest paid 166 128 261 154

See accompanying notes.
Significant non-cash financing activities are discussed in note 10.
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NUVO RESEARCH INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

Unless noted otherwise all amounts shown are in thousands of Canadian dollars
1. BASIS OF PRESENTATION AND GOING CONCERN ASSUMPTION

These unaudited interim consolidated financial statements of Nuvo Research Inc. (the “Company”) have
been prepared by management in accordance with Canadian generally accepted accounting principles
(“Canadian GAAP”) and follow the same accounting policies and methods of application as the audited
annual financial statements for the year ended December 31, 2008, except as described in note 2. These
interim consolidated financial statements do not contain all disclosures required by Canadian GAAP and
should be read in conjunction with the audited annual consolidated financial statements.

Going concern

These consolidated financial statements have been prepared on a going concern basis, which presumes
that the Company will be able to realize its assets and discharge its liabilities in the normal course of
operations for the foreseeable future. At June 30, 2009, the Company has an accumulated deficit of
$204,828 including a loss of $4,532 during the first six months of fiscal 2009. The Company’s ability to
continue as a going concern depends on its ability to secure additional licensing fees, secure co-
development agreements, obtain additional capital, gain regulatory approval for its drugs and ultimately
achieve profitable operations.

These consolidated financial statements do not include any adjustments to the amounts and classification
of assets and liabilities that would be necessary should the Company be unable to continue as a going
concern.

2. CHANGES IN ACCOUNTING POLICIES

Goodwill, Intangible Assets and Financial Statement Concepts

On January 1, 2009, the Company adopted new Handbook Section 3064, Goodwill and intangible assets,
replacing Handbook Section 3062, Goodwill and other intangible assets and Handbook Section 3450,
Research and development costs. The CICA also amended Handbook Section 1000 Financial Statement
Concepts to provide consistency with this new standard. Section 3064 establishes standards for the
recognition, measurement, presentation and disclosure of goodwill subsequent to its initial recognition
and intangible assets by profit-oriented enterprises. This section clarifies that costs can be deferred only
when they relate to an item that meets the definition of an asset and as a result start-up costs must be
expensed as incurred. The provisions relating to the definition and initial recognition of intangible assets,
including internally generated intangible assets, are equivalent to the corresponding provisions of
International Financial Reporting Standards (“IFRS”) IAS 38 Intangible Assets. Upon adoption, there was
no impact on the Company’s consolidated financial statements.

Credit Risk and the Fair Value of Financial Assets and Liabilities

In January 2009, the CICA’s Emerging Issue Committee (“EIC”) issued abstract EIC-173, Credit and the
Fair Value of Financial Assets and Liabilities, which requires entities to take both counterparty credit risk
and their own credit risk into account when measuring the fair value of financial assets and liabilities,
including derivatives. EIC-173 will be effective for interim and annual periods beginning on or after
January 1, 2009. Upon adoption, there was no impact on the financial statements.

Deferred Share Unit Plan ("DSU Plan™)

Under the DSU Plan, the Company issues Deferred Stock Units (“DSUs”) to non-employee directors.
DSUs that are intended to be settled in cash are recorded as liabilities. Upon issuance, the fair value of
the DSUs is recorded as compensation expense and a corresponding liability (the “DSU Accrual”) is
established using the underlying value of the common shares. At all subsequent reporting dates, the
DSU Accrual is adjusted based on the market value of the underlying shares and the adjustment is
recorded as compensation cost. Forfeitures of awards are accounted for in the period when they occur.
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3. NEW ACCOUNTING PRONOUNCEMENTS

Harmonizing Of Canadian and International Standards

In February 2008, the Accounting Standards Board (“AcSB”) of the CICA confirmed that Canadian GAAP
for publicly accountable enterprises will be converged with IFRS effective in the calendar year 2011. The
conversion to IFRS will be required, for the Company, for interim and annual financial statements
beginning on January 1, 2011. IFRS uses a conceptual framework similar to Canadian GAAP, but there
are significant differences on recognition, measurement and disclosures. In the period leading up to the
conversion, the AcSB will continue to issue accounting standards that are converged with IFRS such as
IAS 2 Inventories and IAS 38 Intangible Assets, thus mitigating the impact of adopting IFRS at the
mandatory transition date. The Company continues to monitor changes arising from this convergence
and, as required by CSA Staff Notice 52-320, the Company has included a discussion of the key
elements and timing of its IFRS changeover plan in its Management’s Discussion & Analysis (“MD&A”").

Business Combinations

In January 2009, the CICA issued new Handbook Section 1582, Business Combinations. Section 1582
will be converged with IFRS 3, Business Combinations and replaces Handbook Section 1581, Business
Combinations. Section 1582 establishes the standards for the measurement of a business combination
and states that all assets and liabilities of an acquired business will be recorded at fair value. Obligations
for contingent considerations and contingencies will also be recorded at fair value at the acquisition date.
The standard also states that acquisition-related costs will be expensed as incurred and that restructuring
charges will be expensed in the periods after the acquisition date. This section is effective for acquisition
dates on or after January 1, 2011. The Company may elect to early adopt this section and if so, will be
required to early adopt Section 1601, Consolidated Financial Statements and Section 1602, Non-
controlling Interests.

Consolidated Financial Statements

In January 2009, the CICA issued Handbook Section 1601, Consolidated Financial Statements, which
replaces Handbook Section 1600, Consolidated Financial Statements other than the standards relating to
non-controlling interests. The section establishes the standards for preparing consolidated financial
statements and is effective for fiscal years beginning on or after January 1, 2011. The Company may
elect to early adopt this section and if so, will be required to early adopt Section 1582, Business
Combinations and Section 1602, Non-controlling Interests.

Non-controlling Interests

In January 2009, the CICA issued new Handbook Section 1602, Non-controlling Interests, which
establishes standards for the accounting of non-controlling interests of a subsidiary in the preparation of
consolidated financial statements subsequent to a business combination. This standard is effective for
fiscal years beginning on or after January 1, 2011. The Company may elect to early adopt this section
and if so, will be required to early adopt Section 1582, Business Combinations and Section 1601,
Consolidated Financial Statements.

4. RESTRICTED CASH
At June 30, 2009, the Company has $163 [December 31, 2008 - $170] in term deposits that are posted
as collateral against long-term debt. A portion of these term deposits, $74 [December 31, 2008 - $77], is

included in cash and cash equivalents to offset the current portion of this long-term debt. (see note 8 —
“Long-Term Debt and Capital Lease Obligations — Mortgage”).
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5. INVENTORIES

Inventories consist of the following as at:

June 30, 2009 December 31, 2008

$ $
Raw materials 676 453
Work in process 266 271
Finished goods 782 669
1,724 1,393
6. PROPERTY, PLANT AND EQUIPMENT
Property, plant and equipment consists of:
As at June 30, 2009

Accumulated Net book
Cost amortization value
$ $ $
Land 124 - 124
Buildings 2,105 1,141 964
Leasehold improvements 123 64 59
Furniture and fixtures 271 204 67
Computer equipment 326 308 18
Computer software - 442 396 46
Production, laboratory and other equipment®® 3,114 2,496 618
6,505 4,609 1,896

As at December 31, 2008
Accumulated Net book
Cost amortization value
$ $ $
Land 124 - 124
Buildings 2,105 1,066 1,039
Leasehold improvements 123 53 70
Furniture and fixtures 271 184 87
Computer equipment 326 296 30
Computer software . 442 334 108
Production, laboratory and other equipment(') 2,911 2,379 532
6,302 4,312 1,990

0] Production, laboratory and other equipment at June 30, 2009 includes cost of $339 [December 31, 2008 - $339] and
accumulated amortization of $89 [December 31, 2008 - $55] for assets under capital leases. Amortization of property,
plant and equipment for the three and six months ended June 30, 2009 includes $17 and $34, respectively [three and
six months ended June 30, 2008 - $5 and $10, respectively] related to assets under capital leases.

(ii) Production, laboratory and other equipment at June 30, 2009 includes cost of $179 for assets that have been acquired,
but have not been placed into service, so no amortization expense has been recognized.
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7. DEFERRED REVENUE

Deferred revenue is as follows:

Three months Six months
ended June 30, ended June 30,
2009 2008 2009 2008
$ $ $ $
Balance, beginning of period 5,025 6,119 5,562 6,380
Upfront Payment 11,341 - 11,341 -
16,366 6,119 16,903 6,380
less:
Amortization of license and supply agreements 560 250 1,120 500
Delivery of promotional goods under suppl
agregmer?t k PPy - 200 - 200
Recognition of advances on contracts 23 - - -
Recognition of prior year research contract revenue - - - 11
Balance, end of period 15,783 5,669 15,783 5,669
Amount to be recognized within one year 2,241 1,000 2,241 1,000
Long-term balance 13,542 4,669 13,542 4,669

U.S. Licensing Agreement

On June 15, 2009, (the “Effective Date”) the Company entered into a license and development agreement
(“U.S. Licensing Agreement”) with Mallinckrodt, Inc., a subsidiary of Covidien (“Covidien”), granting
Covidien exclusive rights to market and sell Pennsaid through the transfer of the New Drug Application to
Covidien upon FDA approval and its follow-on product, Pennsaid Plus, in the United States. Under the
terms of the agreement, Nuvo received an up-front, non-refundable payment of $11.34 million (US$10
million) which has been recorded as deferred revenue (“Upfront Payment”).

In addition, under the terms of the U.S. Licensing Agreement Nuvo is eligible to receive the following

additional payments:

a. aUS$15 million milestone payment on Pennsaid’s approval by the FDA, which will increase to US$20
million if certain labeling criteria are agreed to by the FDA,;

b. royalties on net U.S. sales of Pennsaid and Pennsaid Plus; and,

c. escalating sales milestone payments for the products totaling up to US$100 million.

Under the terms of the U.S. Licensing Agreement, Covidien assumed responsibility for all development
activities and costs for Pennsaid and Pennsaid Plus (the “Products”) incurred subsequent to the Effective
Date and reimbursed Nuvo for $0.9 million (US$0.8 million) in research costs incurred by Nuvo prior to
the Effective Date. The recovery of these costs is reflected as a reduction to research and development
expenses in both the three and six-month periods ended June 30, 2009.

Covidien also received a right to negotiate with Nuvo on an exclusive basis for a period of 90 days to

expand the licensed territory to include additional unlicensed countries worldwide. Nuvo will manufacture
and supply Pennsaid and Pennsaid Plus to Covidien under the terms of the U.S. Licensing Agreement.
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8. LONG-TERM DEBT AND CAPITAL LEASE OBLIGATIONS
Long-term debt and capital lease obligations consist of the following as at:

June 30, 2009 December 31, 2008

$ $

Mortgage 185 231
Capital lease obligations 204 270
389 501

Less amounts due within one year 162 181
Balance, end of period 227 320

Mortgage

The mortgage of €113 [December 31, 2008 — €136] is collateralized by the plant, equipment and
inventory of the Company’s subsidiary located in Wanzleben, Germany. Interest is fixed at 6.0% per
annum and payable quarterly. The remaining principal is repayable in five equal semi-annual installments
of €23 (CDN$38) with the loan maturing in 2011. In addition, as a result of an agreement reached with
the lender in 2006 to resolve certain alleged defaults under subjective clauses contained in the mortgage,
the Company agreed to place and continues to maintain cash collateral of €100 (CDN$163) in an interest
bearing account with the lender (note 4).

Capital lease obligations
The Company leases lab and office equipment under capital leases expiring at various dates through
November 2011, for which the minimum future lease payments are as follows for the twelve-month
periods ending June 30:

$

2010 103
2011 108
2012 15
Total minimum lease payments 226
Less: amount representing interest (approximately 9.1%) (22)
Present value of minimum lease payments 204
Current portion of capital lease obligations 88
116

For the three and six months ended June 30, 2009, interest paid on capital lease obligations amounted to
$5 and $11, respectively [$2 and $4 for the three and six months ended June 30, 2008]. The Company’s
capital lease obligations are denominated in both Canadian and U.S. dollars. As at June 30, 2009, $221
[December 31, 2008 — $291] of minimum lease payments were denominated in U.S. dollars.

Principal repayments
Aggregate maturities of long-term debt and capital lease obligations are estimated to be as follows for the
twelve-month periods ending June 30:

$

2010 162
2011 175
2012 52
389

39



9. DEBENTURES

The following table summarizes the debentures outstanding as at:

Carrying Value

Face Value
Outstanding as at June 30, December 31,
June 30, 2009 2009 2008
$ $ $
November 2004 Unsecured Convertible
Debentures, interest payable semi-annually
at 5%, maturing November 2010, convertible
into common shares at $0.138" 3,486 2,795 2,948
July 2008 Convertible Debenture, interest
payable semi-annually at 8%, maturing July
2010, collateralized and convertible into
common shares at $0.138 - - 1,826
3,486 2,795 4,774

On September 18, 2008, (the “Amendment Date”), the Company amended the terms of the November 2004 Unsecured
Convertible Debentures, pursuant to a written resolution whereby the November 2004 Unsecured Convertible Debenture
Holders had agreed to amend certain terms of the November 2004 Convertible Unsecured Debentures. The terms were
amended to extend the maturity date of the November 2004 Unsecured Convertible Debentures by one year from
November 16, 2009 to November 16, 2010 and to adjust the conversion price of all November 2004 Debentures (including
those held by directors and officers) to $0.138, the five day volume-weighted average trading price of Nuvo common
shares as of August 1, 2008, the date the offer to the debenture holders was announced. The November 2004
Unsecured Convertible Debentures were originally convertible into Nuvo common shares at a conversion price of $0.30
per share except for certain debentures held by directors and officers of Nuvo, which were convertible at a price of $0.39
per share.

During the period, $500 of these convertible debentures were converted to common shares at $0.138. The Company
followed the guidance of EIC Abstract 96, “Accounting for the Early Extinguishment of Convertible Securities through 1)
Early Redemption or Repurchase and 2) Induced Early Conversion”. Accordingly, the Company recorded a charge of
$704 through deficit representing the incremental consideration received by the debenture holder through the conversion
option.
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The following is a continuity schedule of the debentures outstanding:

Common shares

issuable upon Carrying Value at
conversion value Maturity
(000s) $ $
Balance, December 31, 2007 14,236 2,506 4,636
Accretion charged to interest expense 207
Balance, March 31, 2008 14,236 2,713 4,636
Accretion charged to interest expense 227
Balance, June 30, 2008 14,236 2,940 4,636
Repayment of convertible debenture (833) (500) (500)
Issuance of July 2008 Convertible Debenture, net of
related costs 14,493 1,780 2,000
Amendments to November 2004 Unsecured Convertible
Debentures, net of related costs 16,568 267
November 2004 Unsecured Convertible Debentures
converted into common shares (1,087) (207) (150)
Accretion charged to interest expense 394
Balance, December 31, 2008 43,377 4,774 5,986
Accretion charged to interest expense 148
Balance, March 31, 2009 43,377 4,922 5,986
July 2008 Convertible Debenture converted into
common shares (14,493) (1,868) (2,000)
November 2004 Unsecured Convertible Debentures
converted into common shares (3,623) (406) (500)
Accretion charged to interest expense 147
Balance, June 30, 2009 25,261 2,795 3,486
10. WARRANTS
The warrants outstanding by tranche are as follows:
As at
Exercise June 30, December
price 2009 31, 2008
Expiry date $ (000s) (000s)
November 2004 Warrants November 16, 2009 0.48 16,860 20,012
June 2006 Warrants June 20, 2009 0.50 - 3,902
July 2007 Underwriter Warrants July 13, 2009 0.20 125 5,000
July 2007 Warrants July 13, 2009 0.30 22,518 50,000
May 2008 Warrants May 29, 2010 0.169 - 769
39,503 79,683

Warrant Incentive Programs

On January 6, 2009, the Company announced that the Toronto Stock Exchange (“TSX”) had approved a
warrant incentive program designed to encourage the early exercise of June 2006 Warrants, July 2007
Warrants and November 2004 Warrants (the “2009 Warrant Incentive Program”). In order to encourage
the early exercise of the these warrants, Nuvo amended the terms of such warrants so that upon payment
of a reduced exercise price of $0.125 (which represented the 5-day volume weighted average trading
price of Common Shares as at the time the 2009 Warrant Incentive Program was announced) and
surrender of the holder's warrant certificate in accordance with applicable procedures, the holder was
entitled to receive one Common Share of the Company. The Company provided the holders of the June
2006 Warrants, the July 2007 Warrants and the November 2004 Warrants an exercise period that
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commenced on January 21, 2009 and ended on April 3, 2009. Any warrants not exercised under the
2009 Warrant Incentive Program continued to be exercisable for Common Shares on the same terms as
previously existed. Total proceeds received from the 2009 Warrant Incentive Program, net of
professional fees, were $3.7 million from the exercise of: 3.2 million November 2004 Warrants; 0.8 million
June 2006 Warrants; and, 26.8 million July 2007 Warrants.

During the quarter, but subsequent to the expiration of the 2009 Warrant Incentive Program, warrant
holders exercised: 0.8 million May 2008 Warrants; 4.9 million July 2007 Underwriter Warrants; 3.2 million
July 2007 Warrants; and 25,000 June 2006 Warrants at their original exercise prices as listed in the
preceding table for total proceeds of $2.1 million. At quarter end, $367 of these proceeds are recorded as
receivables, as they had been received by the transfer agent, but not forwarded to the Company. In
addition, 3.1 million June 2006 Warrants expired during the quarter.

Subsequent to the quarter, the Company received proceeds of $5.7 million from the conversion of 19.1
million July 2007 Warrants prior to their expiry. The remaining unexercised 3.4 million July 2007
Warrants and 125,000 July 2007 Underwriter Warrants expired on July 13, 2009.

11. STOCK-BASED COMPENSATION AND OTHER STOCK-BASED PAYMENTS

Information concerning the Company’s Share Incentive Plan consisting of the share option plan, share
purchase plan and share bonus plan is included in note 15 “Stock-Based Compensation and Other Stock-
Based Payments” of the Company's audited consolidated financial statements for the year ended
December 31, 2008 contained in the Company’s December 2008 Annual Report.

Share Incentive Plan

Share Option Plan
The following is a continuity schedule of the options outstanding:

Number  Range of exercise Weighted average
of options price exercise price
(000s) () ()
Balance, December 31, 2008 and
June 30, 2009 33,795 0.10 — 5.95 0.20

The following table summarizes the outstanding and exercisable options held by directors, officers,
employees and consultants at June 30, 2009:

Outstanding Exercisable

Number of Remaining Weighted Weighted

Exercise Price Options contractual average Vested average
Range (000s) life (years) exercise price Options exercise price
$0.10 - $0.135 18,049 8.5 $0.13 10,416 $0.13
$0.18 - $0.25 10,073 6.3 $0.20 10,073 $0.20
$0.30 — $0.57 5,507 5.4 $0.33 5,507 $0.33
$1.12 — $5.95 166 2.8 $3.51 166 $3.51
33,795 7.3 $0.20 26,162 $0.22

In 2007, the Company issued 10,500,000 options at a weighted average exercise price of $0.135 that
vest upon the achievement of performance related milestones as determined by the Board of Directors at
the time of issuance. These milestones include criteria measured by product related goals, such as
regulatory approval and the signing of licensing partners in specific territories. The cost of these options
was measured at fair value on the date of grant and is being amortized over their expected life of two
years. During the quarter ended June 30, 2009 one of the milestones was achieved such that 5,250,000
of these options have now vested.
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Summary of stock-based compensation and other stock-based payments
The composition of stock-based compensation and other stock-based payments is as follows:

Three months Six months
ended June 30, ended June 30,
2009 2008 2009 2008
$ $ $ $
Stock option compensation expense under the Share
Option Plan 132 211 264 348
Shares issued to employees under the Share Bonus Plan - 5 - 18
Stock-based compensation expense 132 216 264 366
Other stock-based payments
To settle accounts payable owing to a supplier® - 212 - 212
0] In 2008, the Company negotiated the settlement of outstanding accounts payable balance owing to a key supplier. The

settlement consisted of a cash payment of $214 and the issuance of approximately 1.8 million Nuvo common shares with
a value of $214. The Company incurred share issuance costs of $2 which are recorded against the Common Shares.

Non-Employee Director Share-Based Compensation Plan

On January 1, 2009, the Company established the DSU Plan, a share based compensation plan for non-
employee directors. Under this DSU Plan, non-employee directors can be allotted and can elect to
receive a portion of their annual retainers and other Board-related compensation in the form of DSUs.
These DSUs are credited to the director’'s account and the Company records a liability. The number of
DSUs issued is based upon the five-day volume weighted average price of the Company’s common
shares immediately preceding the payment date. One DSU has a cash value equal to the market price of
one of the Company’s Common Shares. Within a specified time after retirement, non-employee directors
receive a cash payment equal to the market value of their DSUs. For the three and six-month periods
ended June 30, 2009, $145 and $239 was recorded in SG&A as compensation expense (including $144
and $170, respectively for the three and six-month periods related to the revaluation of the outstanding
DSUs to their market value as at June 30, 2009). The corresponding accrual is included in current
liabilities. At June 30, 2009, there were 703,482 DSUs with a market value of $239 issued and
outstanding.

12. NET LOSS PER COMMON SHARE

The calculation of diluted loss per common share excludes all options, warrants and convertible
debentures for all periods as they were anti-dilutive.

The following table presents the maximum number of shares that would be outstanding if all dilutive and
potentially dilutive instruments were exercised or converted as at:

June 30, December 31,

2009 2008

(000s) (000s)

Common shares issued and outstanding 372,038 314,421
Warrants outstanding (note 10)"® 39,503 79,683
Stock options outstanding (note 11) 33,795 33,795
Convertible debentures (note 9) 25,261 43,377
470,597 471,276

0] Excludes 62 July 2007 Warrants [December 31, 2008 — 2,500] potentially issuable upon the exercise of July 2007
Underwriter Warrants.
(i) Includes 3.4 million warrants that expired unexercised on July 13, 2009.
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13. INTEREST EXPENSE

Interest expense consists of:

Three months Six months
ended June 30, ended June 30,
2009 2008 2009 2008
$ $ $ $
Interest on long-term debt, capital lease obligations and
debentures 79 70 174 137
Accretion of debentures 147 227 295 434
Other interest expense 1 28 4 57
Interest expense 227 325 473 628
14. NET CHANGE IN NON-CASH WORKING CAPITAL
The net change in non-cash working capital consists of:
Three months Six months
ended June 30, ended June 30,
2009 2008 2009 2008
$ $ $ $
Accounts receivable (683) 848 17 427
Inventories 244 (141) (331) (481)
Prepaid expenses and other 69 206 15 126
Accounts payable and accrued liabilities 94 (629) (277) (414)
Net change in non-cash working capital (276) 284 (576) (342)

15. COMMITMENTS

The Company has commitments under research and other service contracts and minimum future rental
payments under operating leases for the years ending December 31 as follows:

Research and other

service contracts” Operating leases Total

$ $ $

2009 (July 1 — December 31) 744 225 969
2010 753 448 1,201
2011 372 203 575
2012 - 20 20
2013 - 2 2
2014 - 1 1
1,869 899 2,768

(i) Included under the caption “Research and other service contracts” are commitments totaling $1,777 that the Company has
made for services that are reimbursable under the terms of the U.S. Licensing Agreement.

Under the terms of an agreement to purchase rights to reference proprietary research that was completed
in 2009, the Company may be required to make future payments, not exceeding US$1 million, if certain
milestones are achieved.

In three separate transactions, the first of which closed on August 16, 2005, the Company completed the
sale of 100% of the common shares of DHCL to Paladin and the transfer of Canadian sales and
marketing rights for Pennsaid to Paladin. Among other things, as part of these arrangements, Nuvo is
contractually obligated to manufacture Pennsaid for Paladin and, until December 31, 2010, must do so at
a fixed price. Paladin is also entitled to receive a 0.5% royalty from Nuvo on all U.S. Pennsaid revenue
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the Company receives including the Upfront Payment received in June 2009 and any subsequent
royalties or milestone payments in the future, if any.

16. FINANCIAL INSTRUMENTS

The fair value of a financial instrument is the amount of consideration that would be agreed upon in an
arm’s length transaction between willing parties.

The Company has determined the estimated fair values of its financial instruments based on appropriate
valuation methodologies. However, considerable judgment is required to develop these estimates.
Accordingly, these estimated values are not necessarily indicative of the amounts the Company could
realize in a current market exchange. The estimated fair value amounts can be materially affected by the
use of different assumptions or methodologies. The methods and assumptions used to estimate the fair
value of each class of financial instruments are discussed below.

The fair values of short-term financial assets and liabilities, including cash and cash equivalents, accounts
receivable, accounts payable and accrued liabilities as presented in the consolidated balance sheets
approximate their carrying amounts due to the short period to maturity of these financial instruments.

Rates currently available to the Company for long-term debt, with similar terms and remaining maturities
have been used to estimate the fair value of the debentures, long-term debt and capital lease obligations.
These fair values approximate the carrying values for all instruments.

FINANCIAL RISK MANAGEMENT

Risk factors

The following is a discussion of market, credit and liquidity risks and related mitigation strategies that
have been identified. This is not an exhaustive list of all risks, nor will the mitigation strategies eliminate
all risks listed.

Credit risk

The Company’s cash and cash equivalents subject the Company to a significant concentration of credit
risk. At June 30, 2009, the Company had $22.4 million invested with a single financial institution in a
savings account and a guaranteed investment certificate as per its practice of protecting its capital rather
than maximizing investment yield through additional risk. The financial institution is a major Canadian
bank which the Company believes lessens the degree of credit risk. The Company has €100 (CDN$163)
in term deposits that are posted as collateral against long-term debt. The remaining cash and cash
equivalent balances are held in bank accounts and money market funds in various geographic regions.

The Company, in the normal course of business, is exposed to credit risk from its global customers most
of whom are in the pharmaceutical industry. The accounts receivable are subject to normal industry risks
in each geographic region in which the Company operates. In addition, the Company is exposed to credit
related losses on sales to its customers outside North America and the European Union due to potentially
higher risks of enforceability and collectability. The Company attempts to manage these risks prior to the
signing of distribution or licensing agreements by dealing with creditworthy customers; however, due to
the limited number of potential customers in each market this is not always possible. In addition, a
customer’s creditworthiness may change subsequent to becoming a licensee or distributor and the terms
and conditions in the agreement may prevent the Company from seeking new customers during the term
of the agreement. At June 30, 2009, the Company's three largest customers located in Canada and
Europe represent 54% [June 30, 2008 — 72%] of accounts receivable and our accounts receivable from
customers located outside of North America and the European Union represent 20% [June 30, 2008 —
21%] of accounts receivable.
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Pursuant to their collective terms, accounts receivable are aged as follows at June 30, 2009:

(in thousands) $
Current 2,007
0-30 days past due 75
Over 90 days past due 195

2,277

Subsequent to quarter end, all past due amounts had been received.

Liquidity risk

The Company has an ongoing need for substantial capital resources to research and develop,
commercialize and manufacture its products and technologies. The Company only has limited
participation in Pennsaid sales revenues in those markets where it has currently been approved and is
marketed. Until the Company receives FDA approval for the sale and marketing of Pennsaid in the U.S.,
the Company’s Pennsaid revenues are not expected to be sufficient to provide the capital required for the
Company to be self-sustaining without the need for future financings. There can be no assurance that the
Company will have sufficient capital to fund its ongoing operations, satisfy all of the FDA requirements for
the approval of Pennsaid, develop or commercialize any further products based on its topical and
transdermal drug delivery or immune system regulation platforms without future financings. There can be
no assurance that additional financing will be available on acceptable terms, or at all. If adequate funds
are not available, the Company will have to substantially reduce or eliminate planned expenditures,
terminate or delay pre-clinical trials for its product candidates and curtail drug development programs
designed to expand the product pipeline. If the Company is unable to obtain additional financings to
address its cash requirements, the Company may be unable to continue operations.

Interest rate risk
All debentures, long-term debt and capital lease obligations are at fixed interest rates.

Currency risk
The Company operates globally, which gives rise to a risk that earnings and cash flows may be adversely
affected by fluctuations in foreign currency exchange rates. The Company is primarily exposed to the
U.S. dollar and Euro, but also transacts in other foreign currencies. The Company currently does not use
financial instruments to hedge these risks. The significant balances in foreign currencies as at June 30
are as follows:

Euros U.S. Dollars
2009 2008 2009 2008
€ € $ $
Cash and cash equivalents 315 1,192 5,608 293
Accounts receivable 863 832 400 -
Other current assets 8 12 32 30
Restricted cash 100 100 - -
Accounts payable and accrued liabilities (118) (128) (609) (380)
Short-term loan - - - (649)

Long-term debt and capital lease

obligations (113) (159) (171) (201)
1,055 1,849 5,260 (907)

The translation impact to the Company of a 1 cent increase in the Canadian dollar versus the Euro and
the U.S. dollar would have been an increase to the net loss by $28 and $70 respectively for the six
months ended June 30, 2009. A 1 cent decrease in the Canadian dollar versus the Euro and the U.S.
dollar would have decreased the net loss by $28 and $70 respectively for the six months ended June 30,
20009.

The Company manages its foreign currency exposures where practical and cost effective. In terms of the

Euro, the Company has three significant exposures: its net investment and net cash flows in its European
operations and sales of Pennsaid by the Canadian operations to European distributors. In terms of the
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U.S. dollar, the Company has three significant exposures: its net investment and net cash flows in its
U.S. operations and the cost of running trials and other studies at U.S. sites.

The Company does not actively hedge any of its foreign currency exposures given the relative risk of
currency versus other risks the Company faces and the cost of establishing the necessary credit facilities
and purchasing hedging instruments. As a result, the Company does not attempt to hedge its net
investment in foreign subsidiaries. The Company does not currently hedge the cash flows of its
European operations as outflows are managed to closely approximate inflows in these operations. The
U.S. operations have net cash outflows and these are funded monthly.

Sales to European distributors are substantially contracted in Euros. The Company receives payments
from the distributors in its Euro bank accounts and uses these funds to pay Euro expenditures and to fund
European operations as necessary. The Company reviews the amount of Euros held periodically and if
they are excessive compared to the Company’s projected future Euro cash flows they may be converted
into U.S. or Canadian dollars.

During the quarter, the Company signed the U.S. Licensing Agreement. Under the terms of the
agreement, the Company received US$10 million during the quarter and has the potential to receive
further amounts denominated in U.S. dollars upon the achievement of milestones and in the form of
royalties. The Company has not had any meaningful U.S. dollar inflows in the past. Currently, the
Company plans to manage its U.S. inflows in a manner similar to its management of Euros by reviewing
the amount of U.S. dollars held and if excessive compared to the Company’s projected future U.S. cash
outflows the excess amount may be converted to Canadian dollars.

Commaodity risk

The Company is exposed to commodity risk related to purchases of key raw materials necessary for the
manufacture of its bulk product from a limited number of suppliers around the world. The Company
attempts to mitigate this risk by entering into long-term supply contracts at fixed pricing with capped
annual increases. Dimethyl sulfoxide (one of the key ingredients in Pennsaid) is the Company’s most
significant cost subject to commodity risk. The Company has attempted to mitigate this risk by entering
into a supply agreement with a U.S. supplier for its pharmaceutical grade dimethyl sulfoxide until October
31, 2012 using the supplier's patented process at a fixed base price with capped annual increases.
There is commodity risk for all other ingredients in each of the Company’s products including the active
pharmaceutical ingredient. The company attempts to mitigate these risks through the use of multiple
suppliers and fixed price contracts, but due to the nature of some of the chemicals required and the
regulatory paths to approving new suppliers, this is not always possible.

17. CAPITAL MANAGEMENT

The Company’s objectives in managing capital are to ensure sufficient liquidity to pursue the Company’s
development plans for each of its drug candidates through commercialization and to maintain its ongoing
operations. The Company has not received FDA approval for any of its drug products or candidates and
therefore product revenues are not yet significant enough to fund ongoing operations. As a result, to
secure the capital necessary to pursue its development plans and fund ongoing operations the Company
will need to raise additional funds through the issuance of debt or equity, by entering into distribution and
license agreements or by entering into co-development agreements.

The Company defines its capital to include its cash and cash equivalents, restricted cash, debentures,
long-term debt and capital lease obligations and shareholders’ equity excluding accumulated other
comprehensive income. In the past, the Company has financed its operations primarily through the net
proceeds received from the sales of common shares and warrants, issuance of secured debt and
convertible debentures, capital leases, proceeds from collaborative relationships and investment income
earned on cash balances and short-term investments.

The Company expects to utilize its cash and cash equivalents which were $26.3 million at June 30, 2009,
revenue from its product sales, investment income earned on cash balances and potential milestone and
royalty payments from its U.S. Licensing Agreement to fund its operations, including research and
development of its drug product candidates. The Company currently anticipates that its cash and cash
equivalents together with revenues it expects to generate from product sales and interest it expects to
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earn on invested funds will be sufficient to execute its plan for 2009 and fund operations through the end
of 2010 without consideration of any further milestone or royalty payments from its U.S. Licensing
Agreement.

Nonetheless, companies in our industry typically require periodic funding in order to continue developing
their drug candidate pipelines until they have successfully commercialized at least one of their drug
candidates and receive sufficient revenue to fund their operations. Nuvo has not yet reached this stage
and therefore, the Company monitors on a regular basis its liquidity position, the status of its drug
development programs, including cost estimates for completing various stages of development, the
scientific progress on each drug candidate, the potential to license or co-develop each drug candidate
and continues to actively pursue fund-raising possibilities through various means, including the sale of its
equity securities. There can be no assurance, especially considering the current economic environment,
that additional financing would be available on acceptable terms, or at all, when and if required. If
adequate funds are not available, the Company would have to substantially reduce or eliminate planned
expenditures, delay pre-clinical trials for its product candidates and curtail product development programs
designed to expand the product pipeline. If the Company is unable to obtain additional financing when
and if required, the Company may be unable to continue operations.

There were no changes in the Company’s approach to capital management in the current period.

18. SEGMENTED INFORMATION

Segments

The Company is focused on two key platforms: topical and transdermal drug delivery and immune system
regulation. The accounting policies for the segments are the same as those described in note 2 to the
annual consolidated financial statements, except for those policies discussed in note 2 of these
consolidated financial statements. Intersegment transactions are accounted for at exchange values.
From a financial perspective executive management uses the loss from operations to assess the
performance of each segment.

The following tables show certain information with respect to operating segments:

Topical and Immune
Transdermal System
Drug Delivery Modulation Total
Three months ended June 30, 2009 $ $ $
Total revenue 2,494 212 2,706
Amortization of property, plant and equipment
and intangibles 122 26 148
Interest income 6 3 9
Interest expense 224 3 227
(Loss) income from operations (1,782) 118 (1,664)
Assets 31,425 1,620 33,045
Property, plant and equipment 1,582 314 1,896
Additions to property, plant and equipment 146 2 148
Three months ended June 30, 2008
Total revenue 1,793 292 2,085
Amortization of property, plant and equipment
and intangibles 181 26 207
Interest income (129) (2) (131)
Interest expense 321 4 325
(Loss) income from operations (2,872) 8 (2,864)
Assets 22,440 1,661 24,101
Property, plant and equipment 1,912 405 2,317
Additions to property, plant and equipment 247 1 248
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Topical and Immune
Transdermal System
Drug Delivery Modulation Total
Six months ended June 30, 2009 $ $ $
Total revenue 5,242 511 5,753
Amortization of property, plant and equipment
and intangibles 244 53 297
Interest income 39 4 43
Interest expense 465 8 473
Loss from operations (4,380) (152) (4,532)
Assets 31,425 1,620 33,045
Property, plant and equipment 1,582 314 1,896
Additions to property, plant and equipment 192 11 203
Six months ended June 30, 2008
Total revenue 3,813 508 4,321
Amortization of property, plant and equipment
and intangibles 359 53 412
Interest income (3112) 4 (315)
Interest expense 620 8 628
Loss from operations (5,011) (124) (5,135)
Assets 22,440 1,661 24,101
Property, plant and equipment 1,912 405 2,317
Additions to property, plant and equipment 271 4 275

Geographic information

The Company’s revenue is derived from sales to and licensing revenue derived from external

customers located in the following geographic areas:

Three months
ended June 30,

Six months

ended June 30,

2009 2008 2009 2008

$ $ $ $

Canada 1,205 637 2,196 1,197
Europe 1,208 1,129 2,872 2,590
Other foreign countries 293 319 685 534
2,706 2,085 5,753 4,321

The geographic location of the Company’s property, plant and equipment is as follows as at:

June 30, December 31,

2009 2008

$ $

Canada 1,306 1,333
Europe 314 357
United States 276 300
1,896 1,990

19. ECONOMIC DEPENDENCE

The Company purchases key raw materials necessary for the manufacture of its products from a limited
number of suppliers around the world. It may be difficult for the Company to find other manufacturers if
any of these suppliers is unable to supply it with a sufficient amount of raw material or if it is forced for any
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other reason to find another supplier. In addition, the FDA and similar bodies in other regulated
jurisdictions require that suppliers of certain raw materials be approved, their Drug Master File (“DMF") or
equivalent be referenced in the sponsor’s New Drug Application (“NDA”) and that adequate stability data
exist for the drug product using the approved supplier’'s raw material. As a result, in the case where only
a single approved supply source exists for product marketed in the U.S. (or other regulated jurisdictions)
the Company is at risk should a supplier lose its FDA manufacturing approval, terminate access to its
DMF, be unable to manufacture product, choose not to supply the Company or decide to increase prices.
The loss of any of these suppliers of key raw materials could have a material adverse effect on the
Company’s financial position and results of operations.

The Company has limited sales and marketing experience and resources and relies on the efforts of its
licensees and distributors to generate its revenue. In the three and six months ended June 30, 2009, the
Company'’s three largest customers accounted for 83% and 81% [81% and 83% for the three and six
months ended June 30, 2008] of the Company'’s product and research contract revenue. The loss of any
of these customers could have a material adverse effect on the Company’s financial position and results
of operations.

20. CONTINGENCIES AND OTHER MATTERS
Leadenhall

The Company’s former head office property was subject to a $2.0 million mortgage (the “Mortgage”). As
previously disclosed, the Mortgage balance due is in dispute with Leadenhall Bank & Trust Company
Limited (“the Mortgagee”). The Mortgage dispute centres on the calculation and amount of interest owing
and was the subject of an Ontario court action (the “Ontario Action”) commenced by the Mortgagee in
April 2005. The Mortgagee's position is that interest should be calculated at a rate of 2% per month
calculated monthly; including interest on late payments; and costs. The Company’s position is that the
Mortgage is null and void and should be discharged, or alternatively, that the interest payable is limited to
5% per annum pursuant to the provisions of the Interest Act (Canada). The Ontario Action was
subsequently dismissed by the courts for delay. Subsequent to the filing by the Mortgagee of its
Statement of Claim and the Company of its Statement of Defense and Counterclaim, a liquidator (the
“Liquidator”) of the Mortgagee was appointed by the courts of the Bahamas, where the Mortgagee is
situated.

In November of 2005, the Company negotiated a written agreement (the “Settlement Agreement”) with
the Liguidator to settle all claims pursuant to the Ontario Action for US$1.1 million (CDN$1.2 million) (the
“Settlement Amount”) payable out of closing funds received on the sale of the Company’s former head
office. The Settlement Agreement is subject to the approval of the Bahamian court that appointed the
Liquidator. The Liquidator agreed to seek court approval as soon as possible after signing the Settlement
Agreement. The Liquidator did not seek court approval prior to the completion of the head office sale, and
in order to allow the sale to proceed, the Liquidator and the Company entered into an escrow
arrangement (the “Escrow Agreement”). Pursuant to the Escrow Agreement the Liquidator agreed that
upon payment of US$1.4 million (CDN$1.6 million) to the Liquidator, to be held in escrow pending court
approval of the Settlement Agreement, the Liquidator would deliver a discharge of the Mortgage. It was
further agreed that upon approval of the Settlement Agreement by the Bahamian Court US$1.1 million
would be released from escrow and paid to the Liquidator and the balance, US$303 (CDN$352), would
be released to the Company. In January 2006, the Liquidator discharged the mortgage, the Company
completed the sale of its head office and it paid US$1.4 million (CDN$1.6 million) into escrow with the
Liguidator’s Bahamian counsel.

The Liquidator has continually delayed seeking court approval of the Settlement Agreement and has not
yet presented it to the Bahamian court for approval. Since April 2006, the Liquidator has indicated that
while still intending to present the Settlement Agreement to the court for its consideration, it will not
recommend that the court approve it. In addition, in its February 2007 Affidavit the Liquidator indicates
that if the Court does not approve the Settlement Agreement, it will request that the Bahamian court order
that all escrowed funds, including the US$303 (CDN$352) be released to it and not to the Company. The
Liquidator further states that the full amount in escrow is insufficient to retire the mortgage principal plus
interest at the alleged interest rate of 2% per month and that it may pursue the Company for the
deficiency. The Company has retained legal counsel in the Bahamas to assist it in securing court
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approval of the Settlement Agreement and to ensure that if the Settlement Agreement is not approved,
that the escrow continues in accordance with the terms of the Escrow Agreement.

A hearing in the Bahamian court was held on March 20, 2007. At this hearing the Liquidator submitted
additional arguments to the Bahamian court requesting that all matters, including those that form the
basis of the Ontario Action, be decided by the Bahamian court. While this request was not ruled upon,
the judge issued an order that the escrow funds continue to be held in escrow for at least 90 days to
provide the Company an opportunity to bring an action in the Bahamian courts for the release of the funds
based upon the non-ratification of the Settlement Agreement. The judge retired shortly thereafter and to
this date no new judge has been assigned to hear the matter.

In June 2007, as the Company was not able to bring its action to release the escrow funds to it before the
Bahamian courts its Bahamian legal counsel filed a summons in the Leadenhall liquidation proceedings
requesting that the Company be granted leave to join the liquidation as an interested party. The
Summons was served on the Liquidator in June 2007 and requires that the Company be notified if the
Liquidator intends to make application to have the escrow funds released to it. Since June 2007, the
shortage of commercial judges available to hear the case and a lack of co-operation by the Liquidator the
Company’s Bahamian legal counsel has not been able to obtain a date for a hearing at which a judge will
consider the Settlement Agreement. Late in 2008, the Company’s Bahamian legal counsel informed the
Company that a commercial court judge was assigned to handle all aspects of the Leadenhall liquidation,
however, early in 2009 this judge resigned from the Bench and no new judge has been assigned such
that the Company is still unable to obtain a date for a hearing. Given these delays, the Company through
its Bahamian legal counsel reinitiated dialogue with the Liquidator’s counsel and presented a proposal
aimed at resolving all outstanding matters between the Company and the Liquidator, if acceptable we
would jointly approach the courts to seek its approval. The Company has not received a response to its
proposal from the Liquidator’s counsel.

Paladin Tax Reassessment

On August 16, 2005, the Company sold 100% of the common shares of its subsidiary DHCL (renamed
Squire and amalgamated with Paladin on January 1, 2009) to Paladin. Under the terms of the share
purchase agreement (“SPA”") with Paladin, the Company provided representations and warranties with
respect to the status of the Company’s tax accounts and its tax assets, which consisted of noncapital
losses, investment tax credits and undeducted scientific research and experimental development
expenditures. If the amounts represented are incorrect then the Company is required to indemnify Paladin
for a portion of its losses.

In July and August 2008, Paladin received notices of reassessment relating to its taxation years ending
August 16, 2005 and July 31, 2006 and 2007 (“the Tax Years”) from the Canada Revenue Agency
(“CRA") containing adjustments related to certain transactions occurring in the tax year ended August 16,
2005 that impact all of the Tax Years. Certain provincial tax authorities have also reassessed certain of
the Tax Years and other provincial tax authorities may propose similar adjustments as a result of the CRA
reassessments. The notices of reassessment, if they stand, could cause the Company to breach certain
representations and warranties in the SPA.

The Company estimates its potential obligation under the indemnification provisions of the SPA as a
result of the reassessments is in the range of $6 million to $8 million, including interest and penalties. In
addition, the Company expects the potential obligation under the indemnity to increase as additional
interest accrues and penalties are assessed on the reassessed amounts. The SPA also requires the
Company to indemnify Paladin for out-of-pocket costs (including attorneys’ and experts’ fees) incurred by
Paladin that are caused by the Company’s breach of its representations and warranties contained in the
SPA.

The Company disagrees with the position taken by the CRA and believes it is without merit. Paladin is
contesting the reassessments through the CRA appeals process and filed a Notice of Objection with the
CRA in October 2008. There has been no communication with or from the CRA regarding this matter
since this Notice of Objection was filed. The Company is participating in this process. An unfavourable
resolution could have a material adverse impact on the Company’s cash flows.
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Paladin is a “Large Corporation” under subsection 225.1(8) of the Income Tax Act and as a result the
CRA took action to collect 50% of the reassessed amount, $3.7 million, in September 2008. Paladin
suggested that it may have a claim against the Company pursuant to the SPA for a portion of the $3.7
million. However, on November 17, 2008 the Company and Paladin signed an agreement (the “Letter
Agreement”), whereby, the Company agreed to provide security (the “Indemnity Security”) for potential
indemnity obligations that arise from or relates to the CRA Reassessments to Paladin and to pay half of
Paladin’s ongoing out-of-pocket costs to contest the CRA Reassessments. The Indemnity Security
charges the same assets as the security provided by the Company for the then outstanding July 2008
Convertible Debenture held by Paladin. In exchange, Paladin agreed not pursue any claims against the
Company for reimbursement of any funds that Paladin may have paid or may be required to pay in
connection with the CRA Reassessments while their contestation is continuing, except in circumstances
where the Company has or is determined to have become insolvent as defined in the Letter Agreement.

Research Capital Company (“RCC”)

On June 7, 2006, the Company received a letter from counsel to RCC asserting that as a result of the
bought deal equity financing completed by the Company on June 20, 2006, RCC was entitled to payment
of $1.5 million and such number of Common Shares equal to 8% of the Common Shares issuable
pursuant to an engagement letter for an offering that was contemplated but did not proceed in September
2005. RCC was not involved in the financing. The letter further stated that if the demanded cash payment
and Common Shares were not received on or before June 12, 2006 then a court action would commence
by RCC against the Company. On September 15, 2006, RCC commenced legal proceedings against the
Company by filing a Statement of Claim with the Ontario Superior Court of Justice. The Statement of
Claim claimed that RCC was entitled to: (i) damages in the amount of $1.5 million or alternatively
damages of $1.0 million; (ii) 3 million warrants to purchase Common Shares at a price of $0.50 and an
option to purchase $5 million of Units of the Company or alternatively to (i) and (ii), $350,000 and in each
case interest and costs. Management of the Company believed that RCC’s claim was without merit. The
Company filed a Statement of Defence and Counterclaim in October 2006 and vigorously defended its
position. In November 2006, RCC served its reply and defence to the counterclaim but took no further
steps to advance the litigation until December 2007 when the Company received RCC’s unsworn affidavit
of documents. The Company assembled its affidavit of documents which was served upon RCC and filed
with the court. In November 2008, the Company and RCC signed a Full and Final Mutual Release and
agreed to dismiss the Claim and Counterclaim without costs. Prior to the Minutes of Settlement and the
Full and Final Mutual Release being filed by RCC’s legal counsel with the Ontario Superior Court the
Registrar issued an order dismissing the Claim due to delays in proceeding with it. Legal Counsel for the
Company and RCC agreed that the dismissal should be withdrawn and replaced by the Minutes of
Settlement and the Full and Final Mutual Release. On April 13, 2009, the Ontario Superior Court issued
an order setting aside the Registrar’s dismissal and dismissed the Claim and Counterclaim on consent of
the parties.

20. COMPARATIVE FIGURES

Certain figures in the June 30, 2008 financial statements have been re-classified to conform to the basis
of presentation for the three and six months ended June 30, 2009.
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FORMULATING OUR FUTURE

We have the team to realize our goals,
the technology to develop novel drugs and management
who can adapt to the ever-changing market.
We will be a leader in the research and development of topically

applied drugs for delivery to and through the skin.
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