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UNITED STATES SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, DC 20549
FORM 10-Q
(Mark One)
b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the quarterly period ended: September 30, 2006

0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to

Commission file number: 001-31533
DUSA PHARMACEUTICALS, INC.
(Exact Name of Registrant as Specified in Its Charter)

New Jersey 22-3103129

(State of Other Jurisdiction of Incorporation (I.R.S. Employer Identification No.)
or Organization)

25 Upton Drive, Wilmington, MA 01887

(Address of Principal Executive Offices) (Zip Code)
(978) 657-7500
(Former Name, Former Address and Former Fiscal Year,
if Changed Since Last Report)
Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.
Yes b No o
Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. See definition of accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):
Large Accelerated Filer o Accelerated Filer p Non-accelerated Filer o
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes
oNop
As of November 3, 2006, the registrant had 19,480,067 shares of Common Stock, no par value per share, outstanding.
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PART L.
ITEM 1. FINANCIAL STATEMENTS
DUSA PHARMACEUTICALS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS (UNAUDITED)

ASSETS

CURRENT ASSETS

Cash and cash equivalents
Marketable securities

Accrued interest receivable
Accounts receivable, net
Inventory

Deferred acquisition costs
Prepaids and other current assets

TOTAL CURRENT ASSETS
Restricted cash

Property, plant and equipment, net
Intangible assets

Goodwill

Deferred charges and other assets

TOTAL ASSETS

LIABILITIES AND SHAREHOLDERS EQUITY
CURRENT LIABILITIES

Accounts payable

Accrued compensation

Other accrued expenses

Deferred revenue

TOTAL CURRENT LIABILITIES
Other liabilities

TOTAL LIABILITIES

COMMITMENTS AND CONTINGENCIES (NOTE 13)
SHAREHOLDERS EQUITY

Capital Stock

Authorized: 100,000,000 shares; 40,000,000 shares designated as
common stock, no par, and 60,000,000 shares issuable in series or
classes; and 40,000 junior Series A preferred shares. Issued and
outstanding: 19,449,442 and 17,041,197 shares of common stock, no
par, at September 30, 2006 and December 31, 2005, respectively

Table of Contents

$

$

SEPTEMBER 30,

2006

5,139,183
13,414,499
111,952
1,826,197
2,158,886

1,463,945

24,114,662
160,836
2,691,425
16,183,342
5,772,505
956,654

49,879,424

227,224
1,277,799
3,469,518
1,066,326

6,040,867
205,893

6,246,760

DECEMBER 31,

2005

$ 4,210,675
30,579,486
353,449
373,130
1,860,793
831,875
776,293

38,985,701
144,541
2,971,869

228,520

$ 42,330,631

$ 934,694
1,071,677
1,995,679

94,283

4,096,333
205,570

4,301,903
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142,870,571
Additional paid-in capital 3,448,899
Accumulated deficit (102,618,371)
Accumulated other comprehensive loss (68,435)
TOTAL SHAREHOLDERS EQUITY 43,632,664
TOTAL LIABILITIES AND SHAREHOLDERS EQUITY $ 49,879,424

See the accompanying Notes to the Condensed Consolidated Financial Statements.
3

125,626,163

2,035,783
(89,537,470)
(95,748)

38,028,728

$ 42,330,631
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DUSA PHARMACEUTICALS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS (UNAUDITED)

THREE MONTHS ENDED NINE MONTHS ENDED
SEPTEMBER 30, SEPTEMBER 30,
2006 2005 2006 2005
Product Revenues $ 6,062,720 $ 2,392,244 $ 17,432,350 $ 7,988,974
Cost of Product Revenues and Royalties 2,849,485 1,307,433 7,635,407 4,781,589
GROSS MARGIN 3,213,235 1,084,811 9,796,943 3,207,385
Operating Costs
Research and Development 1,343,880 1,414,428 4,382,134 4,809,294
In-process Research and Development 1,600,000
Marketing and Sales 3,246,886 1,804,439 9,114,093 6,885,755
General and Administrative 2,603,237 1,663,697 8,427,324 5,187,415
Restructuring 150,917 150,917
TOTAL OPERATING COSTS 7,194,003 5,033,481 23,523,551 17,033,381
LOSS FROM OPERATIONS (3,980,768) (3,948,670) (13,726,608) (13,825,996)
OTHER INCOME
Other income, net 194,129 340,389 645,707 1,059,982
NET LOSS $ (3,786,639) $ (3,608,281) $(13,080,901) $(12,766,014)
BASIC AND DILUTED NET LOSS
PER COMMON SHARE $ (0.19) $ (0.21) $ 0.77) $ (0.75)
WEIGHTED-AVERAGE NUMBER OF
COMMON SHARES OUTSTANDING,
BASIC AND DILUTED 19,449,442 16,930,746 17,041,197 16,920,220

See the accompanying Notes to the Condensed Consolidated Financial Statements.
4

Table of Contents



Edgar Filing: DUSA PHARMACEUTICALS INC - Form 10-Q

Table of Contents

DUSA PHARMACEUTICALS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (UNAUDITED)

CASH FLOWS PROVIDED BY (USED IN) OPERATING
ACTIVITIES

Net loss

Adjustments to reconcile net loss to net cash used in operating
activities:

Amortization of premiums and accretion of discounts on marketable
securities available-for-sale

Realized gain on sale of marketable securities, available-for-sale
Stock-based compensation

In-process research and development charge

Depreciation and amortization

Changes in other assets and liabilities impacting cash flows from
operations (net of impact of acquisition):

Accrued interest receivable

Accounts receivable

Inventory

Prepaid and other current assets

Deferred charges and other assets

Accounts payable

Accrued compensation and other accrued expenses

Deferred revenue

Other liabilities

NET CASH USED IN OPERATING ACTIVITIES

CASH FLOWS PROVIDED BY (USED IN) INVESTING
ACTIVITIES

Cash paid for acquisition, net of cash received

Purchases of marketable securities

Proceeds from maturities and sales of marketable securities
Restricted cash

Purchases of property, plant and equipment

NET CASH PROVIDED BY INVESTING ACTIVITIES

CASH FLOWS PROVIDED BY FINANCING ACTIVITIES
Proceeds from exercise of options

Table of Contents

2006

$(13,080,901)

38,766

(14,015)
1,413,116
1,600,000
3,302,624

241,497
259,100
(79,271)
(730,129)
(793,082)
(1,310,300)
(143,590)
971,443
323

(8,324,419)

(7,767,006)
(4,008,844)
21,176,393
(16,295)
(172,277)

9,211,971

40,956

NINE MONTHS ENDED SEPTEMBER

2005

$(12,766,014)

401,221

(72,195)
19,444

755,593

220,170

7,153
(651,578)
(611,338)

(291,654)
(180,045)
188,700

12,267

(12,968,276)

(40,683,061)
52,901,367

(2,589)

(406,217)

11,809,500

232,035
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NET INCREASE (DECREASE) IN CASH AND CASH

EQUIVALENTS 928,508 (926,741)
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD 4,210,675 2,928,143
CASH AND CASH EQUIVALENTS AT END OF PERIOD $ 5,139,183 $ 2,001,402

See the accompanying Notes to the Condensed Consolidated Financial Statements.
5
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DUSA PHARMACEUTICALS, INC.
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED

1) BASIS OF PRESENTATION
The Condensed Consolidated Balance Sheet as of September 30, 2006, and the Condensed Consolidated Statements of
Operations for the three and nine months ended September 30, 2006 and 2005, and Condensed Consolidated
Statements of Cash Flows for the nine months ended September 30, 2006 and 2005 of DUSA Pharmaceuticals, Inc.
(the Company or DUSA ) have been prepared in accordance with accounting principles generally accepted in the
United States of America ( U.S. GAAP ). These condensed consolidated financial statements are unaudited but include
all normal recurring adjustments, which management of the Company believes to be necessary for fair presentation of
the periods presented. The results of the Company s operations for any interim period are not necessarily indicative of
the results of the Company s operations for any other interim period or for a full year.
Certain information and footnote disclosures normally included in financial statements prepared in accordance with
U.S. GAAP have been condensed or omitted. These condensed consolidated financial statements should be read in
conjunction with the Consolidated Financial Statements and Notes to the Consolidated Financial Statements included
in our Annual Report on Form 10-K for the year ended December 31, 2005 filed with the Securities and Exchange
Commission ( SEC ). The balance sheet as of December 31, 2005 has been derived from the audited financial
statements at that date but does not include all of the information and footnotes required by U.S. GAAP for complete
financial statements.
2) SIGNIFICANT ACCOUNTING POLICIES
REVENUE RECOGNITION AND PROVISIONS FOR ESTIMATED REDUCTIONS TO GROSS
REVENUES
Photodynamic Therapy (PDT) Drug and Device Products.
Revenues on the Kerastick® and BLU-U® product sales are recognized when persuasive evidence of an arrangement
exists, the price is fixed and determinable, delivery has occurred, and collection is probable. Product sales made
through distributors, historically, have been recorded as deferred revenue until the product was sold by the distributors
to the end users because we did not have sufficient history with our distributors to be able to reliably estimate returns.
Beginning in the first quarter of 2006, we began recognizing revenue as product is sold to distributors because we
believe we have sufficient history to reliably estimate returns from distributors as of January 1, 2006. This change in
estimate was not material to the Company s revenues or results of operations. Certain device units are held by
physicians for a trial period. No revenue is recognized on these units until the physician elects to purchase the
equipment and all other revenue recognition criteria are met.
Non-PDT Drug Products.
We recognize revenue for these products in accordance with SEC s Staff Accounting Bulletin ( SAB ) No. 101,
Revenue Recognition in Financial Statements , as amended by SAB No. 104, Revenue Recognition. Our accounting
policy for revenue recognition has a substantial impact on our reported results and relies on certain estimates that
require difficult, subjective and complex judgments on the part of management. We recognize revenue for sales when
substantially all the risks and rewards of ownership have transferred to the customer, which generally occurs on the
date of shipment to wholesale customers, with the exceptions described below. Revenue is recognized net of revenue
reserves, which consist of allowances for discounts, returns, rebates, chargebacks, and fees paid to wholesalers under
distribution service agreements.
In the case of sales made to wholesalers as a result of incentives and that are in excess of the wholesaler s ordinary
course of business inventory level, substantially all the risks and rewards of ownership do not

6
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transfer upon shipment and, accordingly, such sales are recorded as deferred revenue and the related costs as deferred
cost of revenue until the product is sold through to the wholesalers customers on a FIFO basis.

We evaluate inventory levels at our wholesale customers, which account for the vast majority of our sales in the
Non-PDT Drug Products segment, through an analysis that considers, among other things, wholesaler purchases,
wholesaler shipments to retailers, available end-user prescription data purchased from third parties and on-hand
inventory data received directly from our two largest wholesale customers. We believe that our evaluation of
wholesaler inventory levels, as described in the preceding sentence, allows us to make reasonable estimates for our
applicable revenue related reserves. Additionally, our products are sold to wholesalers with a product shelf life that
allows sufficient time for our wholesaler customers to sell our products in their inventory through to the retailers and,
ultimately, to the end-user consumer prior to product expiration.

Returns and allowances Our provision for returns and allowances consists of our estimates of future sales returns,
rebates and chargebacks.

Sales Returns- We account for sales returns by establishing an accrual in an amount equal to our estimate of sales
recorded for which the related products are expected to be returned. We determine the estimate of the sales return
accrual primarily based on historical experience regarding sales returns, and also by considering other factors that
could impact sales returns. These factors include levels of inventory in the distribution channel, estimated shelf life,
product recalls, product discontinuances, price changes of competitive products, introductions of generic products and
introductions of competitive new products. It is our policy to accept returns of Non-PDT Drug products when product
is within nine months of expiration. We consider all of these factors and adjust the accrual periodically to reflect
actual experience.

Chargebacks and Rebates Chargebacks typically occur when suppliers enter into contractual pricing arrangements
with end-user customers, including certain federally mandated programs, who then purchase from wholesalers at
prices below what the supplier charges the wholesaler. Since we only offer preferred pricing to end-user customers
under federally mandated programs, chargebacks have not been significant to the Company. Our rebate programs can
generally be categorized into the following two types: Medicaid rebates and consumer rebates. Medicaid rebates are
amounts owed based on legal requirements with public sector benefit providers after the final dispensing of the
product by a pharmacy to a benefit plan participant. Consumer rebates are amounts owed as a result of mail-in
coupons that are distributed by health care providers to consumers at the time a prescription is written. Since only a
small percentage of our prescriptions are reimbursed under Medicaid and the quantity of consumer coupon
redemptions have not been substantial, rebates have not been significant to the Company.

We offer many of our customers a 2% prompt pay discount. We evaluate the amounts accrued for prompt pay
discounts by analyzing the unpaid invoices in our accounts receivable aging subject to a prompt pay discount. Prompt
pay discounts are known within 15 to 30 days of sale, and therefore can be reliably estimated based on actual and
expected activity at each reporting date. The Company records these discounts at the time of sale and they are
accounted for as a reduction of revenues.

GOODWILL AND OTHER INTANGIBLE ASSETS

Goodwill and intangible assets with indefinite lives are not amortized but are reviewed annually for impairment or
more frequently if impairment indicators arise. Separable intangible assets that are not deemed to have indefinite lives
will continue to be amortized over their useful lives. The Company has adopted December 1st as the date of the
annual impairment test for goodwill.

Table of Contents 10
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STOCK-BASED COMPENSATION
Prior to January 1, 2006, we used the intrinsic value-based method to account for employee stock option awards under
the provisions of Accounting Principles Board Opinion (  APB ) No. 25, and to provide disclosures based on the fair
value method in the Notes to the Consolidated Financial Statements as permitted by Statement of Financial
Accounting Standards ( SFAS ) No. 123, as amended. Stock or other equity-based compensation for non-employees is
accounted for under the fair value-based method as required by SFAS No. 123 and Emerging Issues Task Force
( EITF ) No. 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services and other related interpretations. Under this method, the equity-based
instrument is valued at either the fair value of the consideration received or the equity instrument issued on the date of
grant. The resulting compensation cost is recognized and charged to operations over the service period which, in the
case of stock options, is generally the vesting period.
In December 2004, the Financial Accounting Standards Board ( FASB ) issued SFAS No. 123R, Share-Based Payment,
a revision of SFAS No. 123. We adopted SFAS 123R effective January 1, 2006, using the modified prospective
application method, and beginning in 2006, we measure all employee share-based compensation awards using a fair
value based method and record share-based compensation expense in our financial statements if the requisite service
to earn the award is provided.
3) BUSINESS ACQUISITION
On March 10, 2006, the Company acquired all of the outstanding common stock of Sirius Laboratories, Inc. ( Sirius ) in
exchange for 2,396,245 shares of DUSA common stock and $8 million in cash. Pursuant to the terms of the Merger
Agreement, the actual number of shares that were issued in the transaction was derived by dividing $17 million by the
average closing price of the Company s shares over the 20 trading day period prior to the close, or $7.094 per share.
For accounting purposes, these shares are valued at $7.30 per share, the average market price of the Company s
common stock over the 5 day period beginning two days prior and ending two days subsequent to the public
announcement of the signing of the First Amendment to the Merger Agreement. Sirius was a dermatology specialty
pharmaceuticals company founded in 2000 with a primary focus on the treatment of acne vulgaris and acne rosacea.
The purchase of Sirius was intended to enable DUSA to expand its product portfolio, capitalize on cross-selling and
marketing opportunities, increase its sales force size; as well as, provide a pipeline of new products. The aggregate
purchase price, net of cash received of $0.5 million, was approximately $26.8 million, which consisted of
$17.2 million in shares of common stock, net of estimated registration costs of $0.3 million, $7.5 million in cash,
$0.3 million outstanding balance on line of credit, and transaction costs of $1.8 million, which primarily consisted of
fees for legal and financial advisory services. Of the 2,396,245 shares issued in the acquisition, 422,892 shares have
been placed in an escrow account established to secure the indemnification obligations of the shareholders of Sirius as
set forth in the Merger Agreement. The escrow account is established for a period of two years and will be used to
satisfy liability claims, if any, made by the Company. No amounts may be distributed from the liability escrow
account unless and until any individual claim exceeds $25,000 and cumulative claims exceed $100,000.
The Company has agreed to pay additional consideration in future periods, based upon the attainment of defined
operating objectives, including new product approvals or launches and the achievement of pre-determined total
cumulative sales milestones for the Sirius products over the period ending 42 months from the date of close. The
pre-determined cumulative sales milestones for the Sirius products and the related milestone payments are, as follows:
8
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Cumulative Additional
Sales Milestone Consideration
$25.0 million $1.5 million
35.0 million $1.0 million
45.0 million $1.0 million
Total $3.5 million

In addition, there are three milestones related to new product approvals and/or launches each in the amount of
$500,000 per milestone, or $1.5 million in the aggregate, that will be paid if the milestones are achieved. As of
September 30, 2006 none of the milestones had been achieved; however, we do anticipate that a milestone related to a
new product launch could occur in early 2007.

The Company will not accrue contingent consideration obligations prior to the attainment of the objectives. At
September 30, 2006, the maximum potential future consideration pursuant to such arrangements, to be resolved over
the period ending 42 months from the date of close, is $5.0 million. If attained, a portion of the contingent
consideration is payable in cash and a portion is payable in either common stock or cash, at the Company s sole
discretion. Any payments will result in increases in goodwill at time of payment.

The acquisition was accounted for using the purchase method of accounting and the results of operations of the
acquired business since March 10, 2006, the date of acquisition, were included in the results of the Company. The
purchase price allocation is preliminary and a final determination of required purchase accounting adjustments will be
made when all necessary information is obtained and final allocations are made. Goodwill may change as a result of
final allocations. The Company may incur costs in the future related to manufacturing concerns that were identified
with the manufacturing of one of Sirius product lines. Some of these products are in short supply or back-order
positions while such concerns are being addressed. The Company may seek indemnification for these potential costs
and lost revenues through the liability escrow agreement, and may also seek indemnification from the manufacturer
under the terms of the supply and development agreement. The total purchase consideration was allocated to the assets
acquired and liabilities assumed at their estimated fair values as of the date of acquisition, as determined by
management and, with respect to identified intangible assets, by management with the assistance of an appraisal
provided by a third-party valuation firm. The excess of the purchase price over the amounts allocated to assets
acquired and liabilities assumed has been recorded as goodwill. The goodwill is not deductible for tax purposes.

The following table summarizes the estimated fair value of the assets acquired and liabilities assumed at the date of
acquisition:

(IN
THOUSANDS)

Total consideration:

Common stock issued, net of estimated registration costs of $295,000 $ 17,203
Cash paid to stockholders 8,000
Balance on line-of-credit 251
Transaction costs accrued 346
Transaction costs paid 1,525
Total purchase consideration 27,325
Allocation of the purchase consideration

Current assets (including cash of $485), exclusive of inventory 2,198
Inventory 1,983
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Fixed assets 109

Long-term assets 14

Identifiable intangible assets 17,160
9
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(IN
THOUSANDS)
In-process research and development 1,600
Goodwill 5,773
Total assets acquired 28,837
Fair value of liabilities assumed (1,512)
Fair value of assets acquired and liabilities assumed $ 27,325

The following are identified intangible assets acquired and the respective estimated periods over which the assets will
be amortized:

WEIGHTED
AVERAGE
AMORTIZATION
AMOUNT PERIOD
(IN
THOUSANDS) (IN YEARS)
Core/Developed Technology $ 17,160 3.78
In-process Research and Development $ 1,600

The core/developed technology, comprised of the combined value of Sirius product lines, which inherently includes
the value of related patents, trademarks/trade names, as applicable, is being amortized over its useful life, based upon
the pattern in which the expected benefits will be realized, or on a straight-line basis, whichever is greater. The
core/developed technologies all belong to the same therapeutic category, non-photodynamic therapy dermatological
treatment of acne and rosacea and are considered a single asset group for purposes of measuring impairment. The
values of the intangible assets acquired were determined using projections of revenues and expenses specifically
attributed to the intangible assets. The income streams were then discounted to present value using estimated risk
adjusted discount rates. The intangible assets were valued using the income approach, specifically the excess earnings
method. The key assumptions used in valuing the intangible assets are discount rates of 17% for core/developed
technology and 18% for in-process research and development and an assumed tax rate of 40%. The in-process
research and development represents the estimated fair value based on risk-adjusted cash flows related to product
development projects. At the date of acquisition, the development of these projects had not yet reached technological
feasibility and the research and development in progress had no alternative future uses. Accordingly, these costs were
expensed as of the acquisition date.

The results of operations of Sirius have been included in the financial statements of the Company since March 10,
2006, the date of acquisition. The following table reflects unaudited pro forma results of operations of the Company
for the three and nine months ended September 30, 2006 and 2005 assuming that the Sirius acquisition had occurred
on January 1, 2005 (in thousands, except per share data):

THREE MONTHS ENDED NINE MONTHS ENDED
SEPTEMBER 30, SEPTEMBER 30,
2006 2005 2006 2005
Revenues $ 6,062,720 $ 4,603,800 $20,350,009 $ 14,731,772
Net loss (3,100,781) (4,078,334) (9,185,622) (14,309,032)
Net loss per share $ (0.16) $ (0.21) $ (0.47) $ (0.74)

Table of Contents 14



Edgar Filing: DUSA PHARMACEUTICALS INC - Form 10-Q

The pro-forma net loss and net loss per share for the three and nine months ended September 30, 2006 and 2005
excludes the impact of increased cost of goods sold resulting from the purchase accounting fair value adjustment to
inventory due to its non-recurring nature, and for the nine months ended September 30, 2006 and 2005 excludes a
$1.6 million charge related to purchased in-process research and development.
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4) GOODWILL AND INTANGIBLE ASSETS

Under Statement of Financial Accounting Standards No. 142, Goodwill and Other Intangible Assets ( SFAS No. 142 ),
goodwill and certain intangible assets are deemed to have indefinite lives and are not amortized, but are reviewed at

least annually for impairment. Other identifiable intangible assets are amortized over their estimated useful lives.

SFAS No. 142 requires that goodwill be tested for impairment annually, utilizing the fair value methodology. The
Company has adopted December 1st as the date of the annual impairment test for goodwill.

The following is a summary of goodwill and intangible assets as of September 30, 2006 (in thousands):

GROSS

CARRYING ACCUMULATED NET BOOK

VALUE AMORTIZATION VALUE
Goodwill $ 5,773 $ 5,773
Amortizable intangible assets:
Core/Developed Technology 17,160 977) 16,183
Total $22,933 $ 977) $21,956

All goodwill is associated with the Non-PDT Drug Products operating segment (see Note 11). Amortization expense,
included in cost of product revenues and royalties in the accompanying Condensed Consolidated Statements of
Operations, related to intangible assets was $437,000 and $977,000 for the three and nine month periods ended
September 30, 2006. Amortization expense related to intangible assets is expected to be approximately $0.4 million
for the remainder of 2006 and approximately $2.8 million, $3.3 million, $3.4 million, $3.2 million and $1.3 million
for the years ending December 31, 2007, 2008, 2009, 2010 and 2011, respectively.

5) MARKETABLE SECURITIES

The Company s investment securities consist of securities of the U.S. government and its agencies, and investment
grade corporate bonds, all classified as available-for-sale. As of September 30, 2006, current yields range from 2.50%
to 5.74% and maturity dates range from October 15, 2006 to September 15, 2010. The estimated fair value and cost of
marketable securities at September 30, 2006 and December 31, 2005 are as follows:

SEPTEMBER 30, 2006

GROSS GROSS
AMORTIZED UNREALIZED UNREALIZED FAIR
COST GAINS LOSSES VALUE
United States government securities $ 9,568,645 $ 2,061 $(56,799) $ 9,513,907
Corporate securities 3,914,289 (13,697) 3,900,592
Total marketable securities
available-for-sale $13,482,934 $ 2,061 $(70,496) $13,414,499

11
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DECEMBER 31, 2005

GROSS GROSS
AMORTIZED UNREALIZED UNREALIZED FAIR
COST GAINS LOSSES VALUE

United States government debt securities $19,857,171 $ 3,732 $ (72,243) $19,788,660
Investment grade corporate debt

securities 10,818,063 15,136 (42,373) 10,790,826
Total marketable securities available for

sale $30,675,234 $ 18,868 $(114,616) $30,579,486

Net unrealized gains and losses on such securities for the three and nine months ended September 30, 2006 were
$(56,756) and $(27,313), respectively, as compared to $(166,714) and $(413,323) for the three and nine months ended
September 30, 2005. These amounts have been recorded in accumulated other comprehensive loss, which is reported
as part of shareholder s equity in the Condensed Consolidated Balance Sheets.

Realized gains on sales of marketable securities for the three and nine months ended September 30, 2006 were $0 and
$14,000, respectively, as compared to $66,000 and $72,000 for the three and nine months ended September 30, 2005.
Because the Company has the ability and intent to hold its investments until a recovery of fair value, which may be
maturity, the Company does not consider investments with unrealized losses to be other-than-temporarily impaired at
September 30, 2006.

6) CONCENTRATION OF CREDIT RISK

The Company invests cash in accordance with a policy objective that seeks to preserve both liquidity and safety of
principal. The Company manages the credit risk associated with its investments in marketable securities by investing
in U.S. government securities and investment grade corporate bonds.

The Company is also exposed to concentration of credit risk related to accounts receivable that are generated from its
customers consisting of wholesalers, distributors and direct customers. To manage credit risk, the Company performs
regular credit evaluations of its customers and provides allowances for potential credit losses, when applicable.
Concentrations of credit risk in the Company s total revenues for the three and nine months ended September 30, 2006
and 2005, and accounts receivable as of September 30, 2006 and December 31, 2005 are as follows:

% OF REVENUE % OF REVENUE % OF ACCOUNTS
THREE MONTHS
ENDED NINE MONTHS ENDED RECEIVABLE AS OF
SEPTEMBER SEPTEMBER SEPTEMBER SEPTEMBER SEPTEMBER DECEMBER
30, 30, 30, 30, 30, 31,
2006 2005 2006 2005 2006 2005
Customer A 17% 17% 6%
Customer B 4% 13% 6% 14% 6%
Customer C 14% 11% 24%
Customer D 27% 19% 32%
Customer E 7% 6% 9%
Other customers 48% 70% 58% 69% 29% 94%
Total 100% 100% 100% 100% 100% 100%

Table of Contents 17



Edgar Filing: DUSA PHARMACEUTICALS INC - Form 10-Q

The Company is dependent upon sole-source suppliers for a number of its products. There can be no assurance that
these suppliers will be able to meet the Company s future requirements for such products or parts or that they will be
available at favorable terms. Any extended interruption in the supply of any such products or parts or any significant
price increase could have a material adverse effect on the Company s operating results in any given period.
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7) INVENTORY
Inventory consisted of the following:
SEPTEMBER DECEMBER
30, 31,
2006 2005

Finished goods $ 987,119 $1,004,772
BLU-U® evaluation units 183,183 292,129
Work in-process 269,112 60,805
Raw materials 719,472 503,087

$2,158,886 $1,860,793

BLU-U® commercial light sources placed in physicians offices for an initial evaluation period are included in
inventory until all revenue recognition criteria are met. The Company amortizes the cost of the evaluation units during
the evaluation period to cost of product revenues to approximate its net realizable value.

8) OTHER ACCRUED EXPENSES

Other accrued expenses consisted of the following:

SEPTEMBER DECEMBER
30, 31,
2006 2005
Research and development costs $ 325,001 $ 347,220
Marketing and sales costs 256,858 173,092
Product related costs 981,481 667,388
Legal and other professional fees 1,567,629 488,401
Employee benefits 297,994 225,628
Other expenses 40,555 93,950
$3,469,518 $1,995,679

9) STOCK-BASED COMPENSATION
Under the Company s 2006 Equity Compensation Plan (the 2006 Plan ), the Company may grant stock-based awards in
amounts not to exceed the lesser of: (i) 20% of the total number of shares of the Company s common stock issued and
outstanding at any given time less the number of shares issued and outstanding under any other equity compensation
plan of the Company at such time; or (ii) 3,888,488 shares less the number of shares issued and outstanding under any
other equity compensation plan of the Company from time to time. The maximum number of shares of common stock
that may be granted to any individual during any calendar year is 300,000.
The 2006 Plan is administered by the Compensation Committee of the Board of Directors (the Committee ). The 2006
Plan provides for the grant of incentive stock options ( ISO ), nonqualified

13
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stock options ( NSO ), stock awards, and stock appreciation rights to (i) employees, consultants, and advisors; (ii) the
employees, consultants, and advisors of the Company s parents, subsidiaries, and affiliates; and (iii) and the Company s
non-employee directors.

Non-Qualified Stock Options ~ All the NSOs granted under the 2006 Plan have an expiration period not exceeding
seven years and are issued with an exercise price of not less than the market value of the common stock on the grant
date. The Committee may establish such vesting and other conditions with respect to options as it deems appropriate.
In addition, the Company initially grants each individual who agrees to become a director 15,000 NSO to purchase
common stock of the Company. Thereafter, each director reelected at an Annual Meeting of Shareholders will
automatically receive an additional 10,000 NSO on June 30 of each year. Grants to directors immediately vest on the
date of the grant.

Incentive Stock Options ISOs granted under the 2006 Plan have an expiration period not exceeding seven years (five
years for ISOs granted to employees who are also ten percent shareholders) and are issued with an exercise price of
not less than the market value of the common stock on the grant date. The Committee may establish such vesting and
other conditions with respect to options as it deems appropriate.

The 2006 Plan replaced the Company s 1996 Omnibus Plan (the 1996 Plan ), which expired on June 6, 2006. A
summary of stock option transactions in both the 1996 Plan and the 2006 Plan follows:

WEIGHTED WEIGHTED

NUMBER AVERAGE

OF SHARES EXERCISE

(IN

THOUSANDS) PRICE
OUTSTANDING AT DECEMBER 31, 2005 2,850,250 $11.85
Options granted 415,500 6.65
Options cancelled/forfeited/expired (443,437) 8.50
Options exercised (12,000) 3.41
OUTSTANDING AT SEPTEMBER 30, 2006 2,810,313 $11.65
EXERCISABLE AT SEPTEMBER 30, 2006 1,998,318 $12.86

The weighted average remaining contractual term was approximately 3.4 years for stock options outstanding and
approximately 5.8 years for stock options exercisable as of September 30, 2006.
The total intrinsic value (the excess of the market price over the exercise price) was approximately $592,000 and
$487,000 for stock options outstanding and exercisable, respectively, as of September 30, 2006. The total intrinsic
value for stock options exercised in 2006 was approximately $45,000. At September 30, 2006, total unrecognized
estimated compensation cost related to non-vested stock options granted prior to that date was $3,590,000, which was
expected to be recognized over a weighted average period of 2.1 years.
The amount of cash received from the exercise of stock options in 2006 was approximately $41,000 and the related
tax deduction was approximately $14,000 in 2006.
The fair value of stock options granted was estimated on the date of grant using a Black-Scholes option valuation
model that uses the assumptions in the following table. The Company s employee stock options have various
restrictions that reduce option value, including vesting provisions and restrictions on transfer and hedging, among
others, and are often exercised prior to their contractual maturity.
The weighted-average estimated fair value of employee stock options granted during the nine months ended
September 30, 2006 was $4.62 per share using the Black-Scholes option valuation model with the following
weighted-average assumptions (annualized percentages):

14

Table of Contents 20



Edgar Filing: DUSA PHARMACEUTICALS INC - Form 10-Q

Table of Contents

NINE MONTHS
ENDED
SEPTEMBER 30,
2006
Volatility 63.7%
Risk-free interest rate 5.10%
Expected dividend yield 0%
Expected life-directors and officers 8.0 years
Expected life-non-officer employees 6.3 years

The Company used a combination of historical and implied volatility of market-traded options in the Company s stock
for the expected volatility assumption input to the Black-Scholes model, consistent with the guidance in FAS 123R
and the SEC s SAB No. 107. Prior to the first quarter of fiscal 2006, the Company had used its historical stock price
for purposes of its pro forma information. The decision to use a combination of historical and implied volatility data to
estimate expected volatility was based upon the availability of actively traded options on the Company s stock and the
Company s assessment that the combination is more representative of future stock price trends than historical volatility
alone.

The risk-free interest rate assumption is based upon observed interest rates appropriate for the term of the Company s
employee stock options. The expected life is based on the Company s historical option cancellation and employee
exercise information. The expected life of employee stock options represents the weighted-average period the stock
options are expected to remain outstanding post-vesting. In calculating the expected life of the options for 2006, the
Company classified its grantee population into two groups, directors and officers and non-officer employees. As
share-based compensation expense recognized in the Consolidated Statements of Operations for fiscal 2006 is based
on awards ultimately expected to vest, it is reduced for estimated forfeitures. FAS 123R requires forfeitures to be
estimated at the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those
estimates. In 2006, departure rates, defined as the annual percentage of options forfeited or exercised early due to
departure, were estimated to be approximately 2.96% for officers and directors and 10.53% for non-officer employees
based on historical experience. Prior to 2006, the Company had used a company-wide weighted average expected life
of five years for grants in 2005, 2004 and 2003 and seven years for grants in 2002.

Total estimated share-based compensation expense, related to all of the Company s share-based awards, recognized for
the three and nine months ended September 30, 2006 was comprised as follows:

THREE MONTHS NINE MONTHS
ENDED ENDED
SEPTEMBER 30, SEPTEMBER 30,
2006 2006
Cost of product revenues $ 24,000 $ 61,000
Research and development 101,000 263,000
Selling and marketing 123,000 270,000
General & administrative 195,000 819,000
Share-based compensation expense $ 443,000 $ 1,413,000

Prior to adopting the provisions of FAS 123R, the Company recorded estimated compensation expense for employee
stock options based upon their intrinsic value on the date of grant pursuant to APB 25, Accounting for Stock Issued to
Employees and provided the required pro forma disclosures of FAS 123. Because the Company established the
exercise price based on the fair market value of the Company s stock at the date of grant, the stock options had no
intrinsic value upon grant, and therefore no estimated expense was recorded prior to adopting FAS 123R.
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For purposes of pro forma disclosures under FAS 123 for the three and nine months ended September 30, 2005, the
estimated fair value of the stock options was amortized to expense over the stock options vesting periods. The pro
forma effects of recognizing estimated compensation expense under the fair value method on net loss and loss per
common share for the three and nine months ended September 30, 2005 were as follows:

THREE
MONTHS NINE MONTHS
ENDED ENDED
SEPTEMBER SEPTEMBER 30,
30, 2005 2005
Net loss, as reported $(3,608,281) $ (12,766,014)
Add: stock-based compensation expense included in reported net
loss 19,444
Deduct: Share-based employee compensation expense determined
under the fair value based method for all awards (339,471) (1,439,514)
Pro forma net loss $(3,947,752) $ (14,186,084)
Loss per common share: $ (0.21) $ (0.75)
Basic and diluted loss per share as reported $ (0.02) $ (0.09)
Basic and diluted loss per share  pro forma $ (0.23) $ (0.84)

The pro forma effects of estimated share-based compensation expense on net loss and loss per common share for the
nine months ended September 30, 2005 were estimated at the date of grant using the Black-Scholes option-pricing
model based on the following assumptions (annualized percentages):

Volatility 69.4%
Risk-free interest rate 3.72%
Dividend yield 0.0%
Expected life (years) 5.0

The Black-Scholes weighted average estimated fair value of stock options granted during the nine months ended
September 30, 2005 was $6.55 per share.

10) BASIC AND DILUTED NET LOSS PER SHARE

Basic net loss per common share is based on the weighted-average number of shares outstanding during each period.
For the periods ended September 30, 2006, and 2005, stock options, warrants and rights totaling approximately
3,110,000 and 3,396,000 shares, respectively, have been excluded from the computation of diluted net loss per share
as the effect would be antidilutive. The 2,396,245 shares issued in the Sirius acquisition, which includes 422,892
shares placed into the liability escrow account, are included in the weighted average number of shares outstanding
from the date of issuance, March 10, 2006.

11) SEGMENT REPORTING

Beginning in the first quarter of 2006 with the acquisition of Sirius, the Company has two reportable operating
segments, Photodynamic Therapy (PDT) Drug and Device Products and Non-Photodynamic Therapy (Non-PDT)
Drug Products. Prior to the beginning of the first quarter of 2006, the Company was a single reportable segment
entity. Operating segments are defined as components of the Company for which separate financial information is
available to manage resources and evaluate performance regularly by the chief operating decision maker. The table
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below presents the revenues, costs of revenues and gross margins attributable to these reportable operating segments
for the periods presented. The Company does not allocate research and development, selling and marketing and
general and administrative expenses to its reportable operating segments, because these activities are managed at a
corporate level.
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THREE MONTHS ENDED NINE MONTHS ENDED

SEPTEMBER SEPTEMBER SEPTEMBER SEPTEMBER

30, 30, 30, 30,

2006 2005 2006 2005
REVENUES
PDT Drug & Device Product Revenues $3,235,000 $2,392,000 $10,929,000 $7,989,000
Non-PDT Drug Product Revenues 2,828,000 6,503,000
Total Revenues 6,063,000 2,392,000 17,432,000 7,989,000
COSTS OF REVENUES
PDT Drug & Device Cost of Product
Revenues and Royalties 1,243,000 1,307,000 3,971,000 4,782,000
Non-PDT Drug Cost of Product
Revenues and Royalties 1,606,000 3,664,000
Total Costs of Product Revenues and
Royalties 2,849,000 1,307,000 7,635,000 4,782,000
GROSS MARGINS
PDT Drug and Device Product Gross
Margin 1,992,000 1,085,000 6,958,000 3,207,000
Non-PDT Drug Product Gross Margin 1,222,000 2,839,000
Total Gross Margins $3,214,000 $ 1,085,000 $ 9,797,000 $ 3,207,000

During the three and nine months ended September 30, 2006 and 2005, the Company derived revenues from the
following geographies (as a percentage of product revenues):

Three Months Ending Nine Months Ending September
September 30, 30,
2006 2005 2006 2005
United States 96% 87% 94% 86%
Canada 4% 13% 6% 14%
Total 100% 100% 100% 100%

Asset information by reportable segment is not reported to or reviewed by the chief operating decision makers and,
therefore, we have not disclosed asset information for each reportable segment.

12) COMPREHENSIVE LOSS

For the three and nine months ended September 30, 2006 and 2005, comprehensive loss consisted of the following:

THREE MONTHS ENDED NINE MONTHS ENDED
SEPTEMBER 30, SEPTEMBER 30,
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2006

$(3,786,639)

(56,756)

$(3,843,395)

17

2005

$(3,608,281)

(166,714)

$(3,774,995)

2006

$(13,080,901)

(27,313)

$(13,108,214)

2005

$(12,766,014)

(413,323)

$(13,179,337)
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Accumulated other comprehensive loss consists of net unrealized gains and losses on marketable securities
available-for-sale, which is reported as part of shareholders equity in the Condensed Consolidated Balance Sheets.
13) COMMITMENTS AND CONTINGENCIES
LEGAL MATTERS:
RIVER S EDGE
On March 28, 2006, a lawsuit was filed by River s Edge Pharmaceuticals, LLC against us alleging, among other
things, that, prior to our merger with the former Sirius Laboratories, Inc. Sirius agreed to authorize River s Edge to
market a generic version of Nicomide®, and that the United States patent covering Nicomide® issued to Sirius in
December, 2005 is invalid. Nicomide® is one of the key products DUSA acquired from Sirius in our merger. The
declaratory judgment suit was filed in the United States District Court for the Northern District of Georgia,
Gainesville Division. On June 19, 2006, the Georgia court dismissed River s Edge complaint.
River s Edge has also filed an application with the U.S. Patent and Trademark Office requesting reexamination of the
Nicomide patent. We have notified the Patent Office that we do not object to the reexamination process and we expect
the Patent Office to notify the parties about its decision to accept or deny the patent reexamination process shortly.
On April 20, 2006, we filed a patent infringement suit in the United States District Court in Trenton, New Jersey
alleging that a River s Edge niacinamide product infringes our U.S. patent 6,979,468. On May 12, 2006, the New
Jersey court granted our motion and entered an 