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PART I - FINANCIAL INFORMATION

ITEMFINANCIAL STATEMENTS
1.

ALLIQUA, INC. AND SUBSIDIARIES
Condensed Consolidated Balance Sheets

September
30,
2011
Assets (Unaudited)
Current Assets
Cash and Cash Equivalents $984.,464
Restricted Cash - Escrow -
Accounts Receivable 69,965
Inventories 166,396
Prepaid Expenses 19,803
Total Current Assets 1,240,628
Property and Equipment, net 2,192,890
Intangibles, net 10,766,667
Goodwill 9,812,749
Other Assets 187,637
Total Assets $24.200,571
Liabilities and Stockholders' Equity
Current Liabilities
Accounts Payable $295,403
Accrued Expenses 43,334

Deferred Income -
Derivative Liability 11

Total Current Liabilities 338,748
Long-term Liabilities
Deferred Rent Payable 19,797
Deferred Tax Obligation 28,000
Total Liabilties 386,545

Commitments and Contingencies

Stockholders' Equity

December
31,
2010

$1,393,727
362,546
122,925
128,558
70,572
2,078,328

2,244,784
11,029,167
9,812,749
32,341

$25,197,369

$272,829
23,056
39,000
4,630
339,515

16,741
22,000
378,256
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Preferred stock, par value $0.001; 1,000,000 shares authorized, no shares issued and

outstanding - -
Common stock, par value $0.001 per share; 500,000,000 shares authorized;

209,073,863 shares issued and outstanding at September 30, 2011 and 199,884,158

shares issued and outstanding at December 31, 2010 209,075 199,885
Additional paid-in capital 31,129,334 28,481,087
Accumulated deficit (7,524,383 ) (3,861,859)
Total Stockholders' Equity 23,814,026 24,819,113
Total Liabilities and Stockholders' Equity $24,200,571 $25,197,369

See notes to condensed consolidated financial statements.
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ALLIQUA, INC. AND SUBSIDIARIES
Condensed Consolidated Statements of Operations (Unaudited)
Three and Nine Months Ended September 30, 2011 and 2010

For the Three Months Ended For the Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
Revenue, net $ 419,825 $ 282416 $ 1,671,445 $ 921,992
Cost of Sales 481,026 485,959 1,521,784 1,396,442
Gross Profit (Loss) (61,201 ) (203,543 ) 149,661 474,450 )
Operating Expenses
General and Administrative (inclusive
of stock based
compensation-see Note 8) 661,808 458,642 3,419,261 895,866
Research and Product Development 121,609 29,931 393,638 29,931
Total Operating Expenses 783,417 488,573 3,812,899 925,797
Loss from operations (844,618 ) (692,116 ) (3,663,238 ) (1,400,247 )
Other Income (Expense)
Interest Expense (644 ) (1,090 ) (1,873 ) (2,017 )
Acquisition Related Costs - - - (381,874 )
Interest Income 1,018 3,403 3,968 6,391
Other Income - 8,113 - 9,728
Change in Value of Warrant Liability 299 4,020 4,619 8,806
Total Other Income (Expense) 673 14,446 6,714 (358,966 )
Income Tax Provision - - 6,000 -

Net Loss $ (843,945 ) $ 677,670 ) $ (3,662,524 ) $ (1,759,213 )
Basic and Fully Diluted Loss per Share $ (0.00 ) $ (0.00 ) $ (0.02 ) $ (0.01 )
Weighted-Average Shares Outstanding 209,073,863 199,694,158 206,495,047 141,240,676

See notes to condensed consolidated financial statements.
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ALLIQUA, INC. AND SUBSIDIARIES
Condensed Consolidated Statements of Stockholders' Equity (Unaudited)
For the Nine Months Ended September 30, 2011

Common Stock

Shares Amount

Balance, January 1, 2011 199,884,158 $199,885
Issuance of common stock

for cash, March 2011 6,250,000 6,250
Placement Fee 437,500 438
Cashless exercise of warrants 2,502,205 2,502
Share based compensation
Net loss for nine months
Balance, September 30, 2011 209,073,863 $209,075

See notes to condensed consolidated financial statements.

Additional Total
Paid-in Accumulated Stockholders'
Capital Deficit Equity

$28,481,087 $(3,861,859) $ 24,819,113

993,750 1,000,000
(10,438 ) (10,000 )
(2,502 ) -

1,667,437 1,667,437

(3,662,524 ) (3,662,524 )

$31,129,334  $ (7,524,383 ) $ 23,814,026
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ALLIQUA, INC. AND SUBSIDIARIES

Condensed Consolidated Statements of Cash Flows (Unaudited)

Nine Months Ended September 30, 2011 and 2010

Cash Flows From Operating Activities
Net Loss
Adjustments to reconcile net loss to net cash
used in operating activities:
Depreciation and Amortization
Reserve for Obsolete Inventory
Share Based Compensation
Change in Value of Warrant Liability
Deferred Rent
Changes in Operating Assets and Liabilities:
Accounts Receivable
Inventory
Deposits and Prepaid Expenses
Accounts Payable and Accrued Expenses
Deferred Tax Liability
Deferred Revenue
Net Cash Used in Operating Activities

Cash flows from Investing Activities
Cash Acquired from Acquisition
Decrease (Increase) in Restricted Cash
Purchase of Equipment & Parts Not Placed In Service
Purchase of Property and Equipment
Net Cash Provided by Investing Activities

Cash Flows From Financing Activities

Net Proceeds From Sale of Common Shares
Net Cash Provided by Financing Activities
Net Increase (Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents - Beginning of period
Cash and Cash Equivalents - End of period
Supplemental Disclosure of Cash Flows Information
Cash paid during the period for:

Interest
Non-cash investing and financing activities:

Common stock issued in the acquisition of Hepalife's net assets

exclusive of net cash

Nine Months Ended
September 30,

2011

2010

$(3,662,524) $(1,759,213)

471,957
102
1,667,437
(4,619 )
3,056

52,960
(37,940 )
1,444
42,852
6,000
(39,000 )
(1,498,275)

362,546
(105,971 )
(157,563 )
99,012

990,000
990,000
(409,263 )
1,393,727

$984,464

$1,873

468,063

(8,806
3,800

118,008
(41,386

(71,370
107,836

39,000
(1,144,068

1,793,768
(501,503
(583,591
1,238,674
1,550,000
1,550,000
1,644,606
179,692

$1,824,298

$2,017

$17,489,694

)

)
)
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Common stock issued in a cashless exercise of warrants $2,502 $-

See notes to condensed consolidated financial statements.
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 1 - Organization

Alliqua, Inc., formerly Hepalife Technologies, Inc., (“Alliqua” or the "Company"), a public company, is a Florida
corporation formed on October 21, 1997. On December 20, 2010, the Company changed its name to Alliqua, Inc.

AquaMed Technologies, Inc. (“AquaMed”) is a Delaware corporation formed on January 13, 2009. On May 11, 2010,
Alliqua consummated a merger (the “Merger”) whereby Alliqua acquired all of the issued and outstanding common and
preferred shares of AquaMed, a privately-held Delaware corporation. As a result of the transaction, the former owners
of AquaMed became the controlling stockholders of Alliqua. Accordingly, the merger of AquaMed and Alliqua has
been accounted for as a reverse business combination in which AquaMed is deemed to be the accounting

acquirer. Pursuant to the Merger, the Company has restated its statements of stockholders’ equity on a recapitalization
basis, so that all accounts are now presented as if the reverse merger had occurred at the beginning of the earliest

period presented.

The Company is a biomedical company that does business through the following wholly owned subsidiaries:

AquaMed, which was incorporated in Delaware on January 13, 2009. Through AquaMed, the Company
develops, manufactures and markets high water content, electron beam cross-linked, aqueous
polymerhydrogels (“gels”) used for wound care, medical diagnostics, transdermal drug delivery and
cosmetics.

Alliqua Biomedical, Inc. (“Alliqua Biomedical”), which was incorporated in Delaware on October 27,
2010. Through Alliqua Biomedical, the Company focuses on the development of proprietary products for
wound care dressings and a core transdermal delivery technology platform designed to deliver drugs and
other beneficial ingredients through the skin. The Company intends to market its own branded lines of
prescription and over-the-counter (“OTC”) wound care products, as well as to supply products to
developers and distributors of prescription and OTC wound healing products for redistribution to
healthcare professionals and retailers through Alliqua Biomedical.

HepaLife Biosystems, Inc. (“HepalLife”), which was incorporated in Nevada on April 17, 2007. Through
HepalL.ife, the Company focuses on the development of a cell-based bioartificial liver system, HepaMate™,
a potentially lifesaving treatment for liver failure patients. The technology has previously been

successfully tested in a clinical phase I study. As an extracorporeal cell-based bioartificial liver system,
HepaMate™ is designed to combine blood detoxification with liver cell therapy to provide whole liver
function in patients with the most severe forms of liver failure.

Note 2 - Basis of Presentation

The accompanying unaudited condensed financial statements have been prepared in accordance with accounting
principles generally accepted in the United States of America (“GAAP”) for interim financial reporting and the
instructions to Form 10-Q. Accordingly, they do not include all of the information and footnotes required by GAAP.
In the opinion of management, all adjustments (consisting of normal accruals) considered necessary for a fair
presentation have been included. The Company has evaluated subsequent events through the issuance date of this
Form 10-Q. Operating results for the nine months ended September 30, 2011 are not necessarily indicative of the

10
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results that may be expected for the year ending December 31, 2011. For further information, refer to the consolidated
financial statements and footnotes thereto included in the Company’s Annual Report on Form 10-K for the year ended
December 31, 2010, filed with the Securities and Exchange Commission on March 31, 2011.

11
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 3 - Summary of Significant Accounting Policies
Liquidity

At September 30, 2011, cash and cash equivalents totaled $984,464 compared to $1,393,727 at December 31, 2010,
excluding $362,546 of restricted cash held in escrow. The decrease of $409,263 was attributable to $990,000 received
from the issuance of common stock, and the decrease in restricted cash of $362,546 less cash used in operating
activities of $1,498,275, and capital expenditures of $263,534. The Company has experienced negative operating cash
flows since inception and has funded its operations primarily from sales of common stock and other securities.

Sales levels in the contract manufacturing business for the three months ended September 30, 2011 decreased from the
robust levels attained in the first six months of the year, primarily due to less frequent orders from the Company’s
largest customer. The Company continues to focus its efforts on expanding its product offerings as evidenced by the
license agreement executed during the quarter as well as capital expenditures in the Langhorne manufacturing facility.
Management believes that the Company’s capital resources will improve if the Company’s new products gain market
recognition and acceptance, resulting in increased sales. If the Company is not successful with its sales and marketing
efforts, or if it takes the Company a longer time to achieve these benefits than anticipated, then the Company will
experience a shortfall in cash necessary to sustain operations. Should weak demand continue in the contract
manufacturing business, the Company has determined it will be necessary to reduce expenses or seek other sources of
funds through the issuance of equity and/or debt financing in order to maintain sufficient funds available to operate
subsequent to September 30, 2012. The reduction in expenses may need to be significant in order for the Company to
generate positive cash flow to sustain the operations of the Company.

The Company will require additional capital in order to execute the longer term aspects of its business plan, including
additional research and development efforts related to HepaMate™. The Company may pursue sources of additional
capital through various means, including joint ventures, debt financing, equity financing or other means. There is no
assurance that the Company will be successful in locating suitable financing transactions in a timely fashion or at all.
Future financings through equity investments are likely to be dilutive to existing stockholders and, the terms of
securities issued may be more favorable for new investors. Newly issued securities may include preferences, superior
voting rights, and the issuance of warrants or other derivative securities, which may have additional dilutive effects.
Further, the Company may incur substantial costs in pursuing future capital and/or financing, including investment
banking fees, legal fees, accounting fees, securities law compliance fees, printing and distribution expenses and other
costs. The Company may also be required to recognize non-cash expenses in connection with certain securities it may
issue, such as convertible notes and warrants, which may adversely impact the Company’s financial condition.

If the Company is unable to raise additional capital or encounters unforeseen circumstances that place constraints on
its capital resources, it will be required to take various measures to conserve liquidity, which could include, but are not
necessarily limited to, curtailing business development activities or suspending the pursuit of the Company’s business
plan. There can be no assurance that the Company will be successful in securing additional capital, if needed.

Acquired in-Process Research and Development (“IPR&D”)
In accordance with authoritative guidance, the Company recognizes IPR&D at fair value as of the acquisition date,

and subsequently accounts for it as an indefinite-lived intangible asset until completion or abandonment of the
associated research and development efforts. Once an IPR&D project has been completed, the useful life of the

12
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IPR&D asset is determined and amortized accordingly. If the IPR&D asset is abandoned, the remaining carrying value
is written off. During fiscal year 2010, the Company acquired IPR&D through the Merger.

Income Taxes

The Company accounts for income taxes using the liability method. Under this method, deferred tax assets and
liabilities are determined based on differences between the financial reporting and income tax bases of the underlying
assets and liabilities. The Company establishes a valuation allowance for deferred tax assets when it determines that it
is more likely than not that the benefits of deferred tax assets will not be realized in future periods. For the nine
months ended September 30, 2011, the Company recorded a deferred income tax provision caused principally by
current income tax deductions related to the amortization of goodwill over a 15 year life for tax purposes that have not
been recognized for financial reporting purposes.

13
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 3 - Summary of Significant Accounting Policies, continued
Income Taxes, continued

Management has performed an evaluation and concluded that there were no material uncertain tax positions requiring
recognition in the Company’s condensed consolidated financial statements as of September 30, 2011.

Research and Development Expenses

Research and development expenses represent costs incurred to develop technology. Research and development
expenses are charged to operations as they are incurred, including internal costs, costs paid to sponsoring
organizations, and contract services for any third party laboratory work. Research and development expenses are not
tracked by project.

Net Loss Per Common Share

Basic net loss per common share is computed based on the weighted average number of shares of common stock
outstanding during the periods presented on a recapitalization basis in accordance with the Merger. Common stock
equivalents, consisting of warrants and stock options, were not included in the calculation of the diluted loss per share

because their inclusion would have been anti-dilutive.

Potentially dilutive securities outlined in the table below have been excluded from the computation of diluted net loss
per share, because the effect of their inclusion would have been anti-dilutive.

The total common shares issuable upon the exercise of stock options and warrants are as follows:

September 30,
2011 2010
Stock Options 18,870,000 170,000
Warrants 13,567,201 13,239,773
Total Common Shares Issuable 32,437,201 13,409,773

Intangible Assets

The Company accounts for intangible assets in accordance with Accounting Standards Codification (“ASC”) Topic 350
“Intangibles - Goodwill and Other”. ASC Topic 350 requires that goodwill and other intangibles with indefinite lives be
tested for impairment annually or on an interim basis if events or circumstances indicate that the fair value of an asset
has decreased below its carrying value.

Impairment of Long-Lived Assets Subject to Amortization

The Company amortizes intangible assets with finite lives over their estimated useful lives and reviews them for
impairment whenever an impairment indicator exists. The Company continually monitors events and changes in
circumstances that could indicate carrying amounts of long-lived assets, including intangible assets that may not be
recoverable. When such events or changes in circumstances occur, the Company will assess recoverability by

14
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determining whether the carrying value of such assets will be recovered through the undiscounted expected future
cash flows. If future undiscounted cash flows are less than the carrying amount of these assets, the Company will
recognize an impairment loss based on the excess of the carrying amount over the fair value of the assets. The
Company did not recognize any intangible asset impairment charges for the nine month periods ended September 30,
2011 and 2010.

15
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 3 - Summary of Significant Accounting Policies, continued
Goodwill

The Company reviews its goodwill for impairment annually, or more frequently, if facts and circumstances warrant a
review. Goodwill is assigned on the date of acquisition. The Company evaluates goodwill for impairment by
comparing fair value of the reporting unit to its carrying value, including the associated goodwill. To determine the
fair value, the Company uses the market approach based on comparable publicly traded companies in similar lines of
business and the income approach based on estimated discounted future cash flows. The cash flow assumptions
consider historical and forecasted revenue, operating costs and other relevant factors. The Company has assessed
qualitative factors to determine whether current events and circumstances lead to a determination that it is more likely
than not that the fair value of the reporting unit is less than its carrying amount at this time. After assessing the totality
of events and circumstances, the Company has determined that it is not more likely than not that the fair value of the
reporting unit is less than its carrying amount at this time, and therefore, the two-step impairment test is unnecessary
at September 30, 2011. The Company did not recognize any impairment charges for goodwill for the nine month
periods ended September 30, 2011 and 2010.

Fair Value of Financial Instruments

The carrying amounts reported in the balance sheet for cash, lines of credit and other liabilities approximate fair value
based on the short-term maturity of these instruments.

Effective January 1, 2008, the Company adopted ASC Topic 820, “Fair Value Measurements and Disclosures.” ASC
Topic 820 clarifies that fair value should be measured as an exit price, representing the amount that would be received
from the sale of an asset or paid to transfer a liability in an orderly transaction between market participants. As such,
fair value is a market-based measurement that should be determined based on assumptions that market participants
would use in pricing an asset or a liability. As a basis for considering such assumptions, ASC Topic 820 establishes a
three-tier value hierarchy, which prioritizes the inputs used in the valuation methodologies in measuring fair value:
Level 1: Observable inputs that reflect quoted prices (unadjusted) for identical assets or liabilities in active markets.
Level 2: Other inputs that are directly or indirectly observable in the marketplace.

Level 3: Unobservable inputs supported by little or no market activity.

The fair value hierarchy also requires an entity to maximize the use of observable inputs and minimize the use of
unobservable inputs when measuring fair value.

ASC Topic 825, “Fair Value Option” permits an entity to choose to measure many financial instruments and certain
other items at fair value at specified election dates. Subsequent unrealized gains and losses on items for which the fair

value option has been elected will be reported in earnings.

Use of Estimates in the Financial Statements

16
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The preparation of the consolidated financial statements in conformity with U.S. GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the dates of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates. These estimates and assumptions include valuing
equity securities and derivative financial instruments issued in financing transactions, accounts receivable reserves,
inventory reserves, deferred taxes and related valuation allowances, and estimating the fair values of long lived assets
to assess whether impairment charges may be necessary. The Company re-evaluates all of its accounting estimates at
least quarterly and records adjustments when necessary.

Reclassification

Prior period amounts are reclassified, when necessary, to conform to the current period presentation.

10
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 3 — Summary of Significant Accounting Policies, continued
Recent Accounting Pronouncements

In December 2010, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update (“ASU”)
No. 2010-28, “Intangibles - Goodwill and Other (Topic 350).” Under Topic 350, testing for goodwill impairment is a
two-step test. When a goodwill impairment test is performed (either on an annual or interim basis), an entity must
assess whether the carrying amount of a reporting unit exceeds its fair value (Step 1). If it does, an entity must perform
an additional test to determine whether goodwill has been impaired and calculate the amount of that impairment (Step
2). The amendments in this update modify Step 1 of the goodwill impairment test for reporting units with zero or
negative carrying amounts. For those reporting units, an entity is required to perform Step 2 of the goodwill
impairment test if it is more likely than not that a goodwill impairment exists. In determining whether it is more likely
than not that a goodwill impairment exists, an entity should consider whether there are any adverse qualitative factors
indicating that an impairment may exist. The qualitative factors require that goodwill of a reporting unit be tested for
impairment between annual tests if an event occurs or circumstances change that would more likely than not reduce
the fair value of a reporting unit below its carrying amount. The Company adopted this standard as of January 1, 2011.
The adoption of this update did not have a material effect on the consolidated financial statements or disclosures.

In May 2011, the FASB issued ASU No. 2011-04, “Fair Value Measurement (Topic 820) - Amendments to Achieve
Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and IFRSs” (“ASU 2011-04) ASU
2011-04 addresses fair value measurement and disclosure requirements within ASC Topic 820 for the purpose of
providing consistency and common meaning between U.S. GAAP and IFRSs. Generally, ASU 2011-04 is not
intended to change the application of the requirements in Topic 820. Rather ASU 2011-04 primarily changes the
wording to describe many of the requirements in U.S. GAAP for measuring fair value or for disclosing information
about fair value measurements. ASU 2011-04 is effective for periods beginning after December 15, 2011. It is not
expected to have any material impact on the Company’s consolidated financial statements or disclosures.

In September 2011, the FASB issued ASU No. 2011-08, “Intangibles—Goodwill and Other (Topic 350)—Testing Goodwill
for Impairment” (“ASU 2011-08"), to simplify how entities test goodwill for impairment. ASU 2011-08 allows entities to
first assess qualitative factors to determine whether it is more likely than not that the fair value of a reporting unit is

less than its carrying amount. If a greater than 50 percent likelihood exists that the fair value is less than the carrying
amount then a two-step goodwill impairment test as described in Topic 350 must be performed. The standard was
adopted and applied during the 3rd quarter of 2011.

Note 4 - Inventories

Inventories consist of the following: As of
September ~ December
30, 31,
2011 2010

Raw materials $ 158,314 $ 108,145
Work in process - 10,140
Finished goods 8,373 10,461
Less: Inventory reserve (291) (188)
Total $ 166,396 $ 128,558

18
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 5 - Technology and Customer Relationships

Technology and customer relationships consist of the following:

Customer Accumulated
Technology Relationships Total Amortization Net
Balance as of January 1, 2011 $11,100,000 $ 600,000 $11,700,000 $ (670,833) $11,029,167
Additions - - (262,500) (262,500)
Balance as of September 30, 2011 $11,100,000 $ 600,000 $11,700,000 $ (933,333) $10,766,667
Weighted average amortization period at
September 30, 2011 (in years) 7.3 9.3

Technology includes IPR&D of $8,100,000 which represents patented biotech technologies (acquired from Alliqua in
the Merger) which currently have no commercial use. The value assigned to this technology is considered an
indefinite-lived intangible asset and is not subject to amortization until its useful life is determined to be no longer
indefinite. IPR&D assets are evaluated for impairment annually or more frequently if events or changes in
circumstances indicate that the asset might be impaired. As of September 30, 2011 there were no indicators that
required us to perform an intangible assets impairment review, therefore, we did not record an impairment charge for
the nine months ended September 30, 2011.

The Company recorded amortization expense related to the amortizable intangibles of $87,500
and $262,500 for the three and nine months ended September 30, 2011, respectively, as compared to $87,500 and
$262,500 for the same periods in 2010, respectively.

Note 6 — Commitments and Contingencies
Consulting Agreements

The Company currently has several consulting agreements for management consulting, marketing, public relations
and research and development. Some agreements are based on fixed fee arrangements and others on specified hourly
rates. The agreements range in length from six months to two years. For the three and nine months ended September
30, 2011 the total fees paid and charged to operating expenses were $119,000 and $784,000, respectively. Under the
terms of these agreements, the consulting arrangements may be terminated at any time with no additional expense to
the Company outside of the work already performed.

Cooperative and License Agreements

USDA, ARS License: On November 2, 2007, the Company exercised its license right under a Cooperative Research
and Development Agreement with the U.S. Department of Agriculture, Agricultural Research Service (“USDA, ARS”)
and entered into an exclusive license agreement with the USDA, ARS for existing and future patents related to the
PICM-19 hepatocyte cell lines. Under this license agreement, the Company is responsible for annual license

20
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maintenance fees commencing in 2010 for the term of the license. The license terminates upon the expiration of the
last to expire of the patents licensed thereunder, unless terminated earlier. The license agreement also requires certain
milestone payments, if and when milestones are reached, as well as royalties on net sales of resulting licensed
products, if any. For the three and nine months ended September 30, 2011, the Company incurred $2,107 and $18,682,
respectively, in license maintenance fees which were charged to general and administrative expenses as compared to
$4,110 for each of the same periods in 2010, respectively.

12
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 6 — Commitments and Contingencies, continued
Cooperative and License Agreements, continued

On July 15, 2011, the Company, under its subsidiary Alliqua Biomedical, Inc., entered into a license agreement with
Noble Fiber Technologies, LLC, whereby the Company will have the exclusive right and license to manufacture and
distribute “Silverseal Hydrogel Wound Dressings” and “Silverseal Hydrocolloid Wound Dressings”. The license is granted
for ten years with an option to be extended for consecutive renewal periods of two years. An upfront license fee of
$100,000 was paid with royalties to be paid equal to 9.75% of net sales of licensed products. The agreement calls for
minimum royalties to be paid each calendar year as follows: 2012 - $50,000; 2013 - $200,000, 2014 - $400,000; 2015

- $500,000; and 2016 - $600,000. The upfront license fee was expensed in the current quarter as a general and
administrative expense.

Litigation, Claims and Assessments

From time to time, in the normal course of business, the Company may be involved in litigation. The Company is not
aware of any litigation as of September 30, 2011.

Note 7 — Stockholders’ Equity
Common Stock and Warrants

The Company has authorized 500,000,000 shares of common stock, $0.001 par value per share, and as of September
30, 2011, 209,073,863 shares were issued and outstanding. The holders of the Company’s common stock are entitled to
one vote per share. The holders of common stock are entitled to receive ratably such dividends, if any, as may be
declared by the board of directors out of legally available funds. However, the current policy of the board of directors
is to retain earnings, if any, for the operation and expansion of the business. Upon liquidation, dissolution or
winding-up of the Company, the holders of common stock are entitled to share ratably in all assets of the Company
which are legally available for distribution and after payment of or provision for all liabilities. The holders of common
stock have no preemptive, subscription, redemption or conversion rights.

In March 2011, the Company issued 6,250,000 shares of common stock and a five year warrant to purchase 6,250,000
shares of common stock at an exercise price of $0.17 per share for gross proceeds of $1,000,000. The warrant was
exercisable immediately for cash or by way of a cashless exercise which was exercised on May 2, 2011. In connection
with this offering, the Company paid a placement agent $10,000 and issued the placement agent 437,500 shares of
common stock valued at $91,875 and a five year warrant to purchase 312,500 shares of common stock at an exercise
price of $0.20 per share. As a result of this issuance, the total number of warrants issued in 2007 outstanding at
September 30, 2011 has been adjusted to 942,701 shares with an exercise price of $1.17.

On May 2, 2011, 2,502,205 shares of common stock were issued upon the non-cash exercise in full of warrants issued
in the March 2011 financing.

Preferred Stock
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The Company has authorized 1,000,000 shares of preferred stock, $0.001 par value per share, which may be divided

into series and with preferences, limitations and relative rights determined by the Board of Directors. As of September
30, 2011, no shares of preferred stock are issued or outstanding.
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 8 — Stock Options
Stock Option Plan

The Company maintains a stock option plan that provides shares available for option grants to employees, directors
and others. Our 2001 Incentive Stock Purchase Plan expired on July 12, 2011. On November 7, 2011, our board of
directors adopted the 2011 Long-Term Incentive Plan, subject to shareholder approval. The 2011 Long-Term
Incentive Plan has been submitted for shareholder approval at our 2011 annual meeting of shareholders, scheduled for
December 19, 2011.

Stock Based Compensation

On January 3, 2011, the Company granted 1,250,000 non-qualified stock options with an exercise price of $0.135 and
an expiration date of January 3, 2021, to the new members of its board. These options were valued at $138,750 using
the Black-Scholes option pricing model with the following assumptions: dividend yield of 0%, expected volatility of
107.7%, risk-free interest rate of 2.02% and an expected life of 5.0 years. These options have a ten year term and
vested immediately on the grant date.

On March 1, 2011, the Company granted 5,000,000 qualified and non-qualified stock options with an exercise price of
$0.21 and an expiration date of March 1, 2021, to certain members of its board and employees for their contributions
to date to the success of the Company. These options were valued at $815,000 utilizing the Black-Scholes option
pricing model with the following assumptions: dividend yield of 0%, expected volatility of 106.2%, risk-free interest
rate of 2.11% and an expected life of 5.0 years. These options have a ten year term and vested immediately on the
grant date.

During the three and nine months ended September 30, 2011, total stock option compensation expense charged to
operations was $178,546 and $1,667,437, respectively, with $178,260 and $1,440,365 classified as salaries and
benefits, respectively, and $286 and $227,072 included in director fees, respectively. No options were granted during
the nine months ended September 30, 2010. At September 30, 2011, the unamortized value of employee stock options
outstanding was approximately $141,072. The unamortized portion at September 30, 2011 will be expensed over a
weighted average period of 0.20 years. A summary of the status of the Company’s stock option plans and the changes
during the nine months ended September 30, 2011, is presented in the table below:

Weighted
Weighted Average
Average Remaining
Number of  Exercise Contractual Intrinsic
Options Price Life Value
(per share)  (in years)
Options outstanding at December 31, 2010 12,720,000 $ 0.15 986 $ =
Options granted January 3, 2011 1,250,000 0.14 9.27 -
Options granted March 1, 2011 5,000,000 0.21 9.42 -
Options expired May 2, 2011 (100,000) 0.32 - -
Options outstanding at September 30, 2011 18,870,000 $ 0.16 926 $ -
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Exercisable September 30, 2011 12,600,000 $ 0.17 929 $ -

The intrinsic value is calculated as the difference between the market value as of September 30, 2011, and the exercise
price of the shares. The market value per share as of September 30, 2011 was $0.07 as reported on the Over the
Counter Bulletin Board.
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 9 - Related Party

For the three and nine months ended September 30, 2011, a total of $40,500 and $121,500, respectively, were paid in
director fees.

On January 3, 2011, a total of 1,250,000 non-qualified stock options were granted to the new members of the board of
directors (see Note 8).

On March 1, 2011, the Company granted 5,000,000 qualified and non-qualified stock options to certain members of
its board and an employee (see Note 8).

The Company paid Harborview Capital Management, LLC $42,000 for the three months ended September 30, 2011
and $126,000 for the nine months ended September 30, 2011 for sub-leased office space. David Stefansky, the
Company’s Chairman, and Richard Rosenblum, the Company’s President and a director, are the managing members of
Harborview Capital Management, LLC.

Note 10 - Major Customers

Revenues from the Company’s services to a limited number of clients have accounted for a substantial percentage of
the Company’s total revenues. For the three months ended September 30, 2011, three major customers accounted for
approximately 88% of revenue, with each customer individually accounting for 58%, 19%, and 11% of total revenue
as compared to four major customers accounting for 87% of revenue, with each customer individually accounting for
33%, 31%, 14% and 9% for the same period in 2010. For the nine months ended September 30, 2011, three major
customers accounted for approximately 91% of revenue, with each customer individually accounting for 65%, 14%
and 12% of total revenue as compared to four major customers accounting for 91% of revenue, with each customer
individually accounting for 36%, 25%, 22% and 8% for the same period in 2010.
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 11 — Fair Value Measurement

The following table sets forth a summary of the changes in the fair value of Level 3 financial liabilities that are
measured at fair value on a recurring basis:

September
30, 2011

(unaudited)
Beginning balance as of January 1, 2011 $ (4,630)
Net unrealized gain (loss) on derivative financial instruments 4,619
Ending balance as of September 30, 2011 $ ar)
Assets and liabilities measured at fair value on a recurring or nonrecurring basis are as follow:

Level Level Level
1 2 3

Recurring:
Derivative liabilities N/A N/A $ 11
Non Recurring:
Intangible assets N/A N/A $ 8,100,000
Goodwill N/A N/A $ 9,812,749

Our level 3 liabilities consist of derivative liabilities associated with warrants that contain exercise reset provisions.
Their fair values were determined using pricing models for which at least one significant assumption is unobservable.
For the assets valued on a nonrecurring basis, fair value was determined using discounted cash flow methodologies or
similar techniques.

Note 12 — Unaudited Pro-Forma Financial Information

The Company accounted for the Merger between Alliqua and AquaMed as a reverse merger combination, in which
AquaMed was deemed to be the accounting acquirer (See Note 1). The results of operations for the three and nine
months ended September 30, 2010 include the revenues and expenses of the acquired business since the date of
acquisition on May 11, 2010.

The unaudited pro-forma results for the nine months ended September 30, 2010 combines the historical results of
Alliqua and AquaMed as if the acquisition had been completed as of the beginning of the period presented. The

pro-forma weighted average number of shares outstanding also assumes that the shares issued as purchase
consideration were outstanding as of the beginning of the period presented.
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ALLIQUA, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 12 — Unaudited Pro-Forma Financial Information, continued

For the nine months
ended
September 30, 2010
(pro-forma)

Revenues $ 921,992
Net loss available to common shareholders $ (2,584,367)
Pro-forma basic and diluted net loss per common share $ (0.01)
Pro-forma weighted average common shares outstanding — basic and diluted 189,571,228

The pro-forma combined results are not necessarily indicative of the results that actually would have occurred if the
Merger had been completed as of the beginning of 2010.

Note 13 — Subsequent Events

The Company maintains a stock option plan that provides shares available for option grants to employees, directors
and others. Our 2001 Incentive Stock Purchase Plan expired on July 12, 2011. On November 7, 2011, our board of
directors adopted the 2011 Long-Term Incentive Plan, subject to shareholder approval. The 2011 Long-Term
Incentive Plan has been submitted for shareholder approval at our 2011 annual meeting of shareholders, scheduled for
December 19, 2011.
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ITEM 2.
MANAGEMENT’S
DISCUSSION AND
ANALYSIS OF
FINANCIAL
CONDITION AND
RESULTS OF
OPERATIONS

The following discussion and analysis of our financial condition and results of operations should be read in

conjunction with the accompanying condensed consolidated financial statements and related notes included elsewhere

in this Quarterly Report on Form 10-Q and with our Annual Report on Form 10-K for the year ended December 31,

2010, filed with the Securities and Exchange Commission (“SEC”) on March 31, 2011, as amended.

Unless the context requires otherwise, references in this Form 10-Q to the “Company,” “AquaMed,” “we,” “our” and “us” for
periods prior to the closing of the merger on May 11, 2010 refer to AquaMed Technologies, Inc., a privately held

Delaware corporation that is now our wholly-owned subsidiary, and references to the “Company,” “Alliqua,” “we,” “our” and
“us” for periods subsequent to the closing of the merger on May 11, 2010, refer to Alliqua, Inc., a Florida corporation,

and its subsidiaries.

29 ¢

Forward-Looking Statements

This Form 10-Q contains “forward-looking statements,” which include information relating to future events, future
financial performance, strategies, expectations, competitive environment and regulation. Words such as “may,” “should,”
“could,” “would,” “predict,” “potential,” “continue,” “expect,” “anticipate,” “future,” “intend,” “plan,” “believe,” “estimate,” a
expressions, as well as statements in future tense, identify forward-looking statements. Forward-looking statements
should not be read as a guarantee of future performance or results and may not be accurate indications of when such
performance or results will actually be achieved. Forward-looking statements are based on information we have when
those statements are made or our management’s good faith belief as of that time with respect to future events, and are
subject to risks and uncertainties that could cause actual performance or results to differ materially from those

expressed in or suggested by the forward-looking statements. We do not undertake any obligation to update or revise
publicly any forward-looking statements, except as required by law. Important factors that could cause such

differences include, but are not limited to:

99 ¢ 29 ¢ LIS

adverse economic conditions, including intense competition;
loss of a key customer or supplier;

lack of meaningful research results;

entry of new competitors and products;

adverse federal, state and local government regulation;
inadequate capital;

technological obsolescence of our products;

technical problems with our research and products;
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price increases for supplies and components;

inability to carry out research, development and commercialization plans;

loss or retirement of key executives and research scientists;

impairment of goodwill and intangibles; and

the uncertainty regarding the adequacy of our liquidity to pursue our complete business objectives.

When considering our forward-looking statements, keep in mind the risk factors included in our Annual Report on
Form 10-K for the year ended December 31, 2010, filed with the SEC on March 31, 2011.
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Overview

On May 11, 2010, we consummated a merger (the “Merger”) with AquaMed Technologies, Inc., a Delaware corporation
(““AquaMed”), pursuant to which we acquired all of the issued and outstanding capital stock of AquaMed in exchange
for 85 million shares of our common stock, which represented approximately 45% of our voting control. In connection
with the Merger, our sole officer resigned and was replaced by designees of AquaMed. In addition, in connection with
the Merger, a majority of Alliqua’s directors resigned and were replaced by designees of AquaMed. As a result, the
Merger has been accounted for as a reverse business combination in which AquaMed was deemed to be the

accounting acquirer and AquaMed’s historical financial statements for periods prior to the Merger have become our
historical financial statements. Operations reported for periods prior to the Merger are those of AquaMed.

We are a biomedical company that does business through the following wholly owned subsidiaries:

AquaMed, which was incorporated in Delaware on January 13, 2009. Through AquaMed, we develop,
manufacture and market high water content, electron beam cross-linked, aqueous polymer hydrogels
(“gels”) used for wound care, medical diagnostics, transdermal drug delivery and cosmetics.

Alliqua Biomedical, Inc. (“Alliqua Biomedical”), which was incorporated in Delaware on October 27,
2010. Through Alliqua Biomedical, we focus on the development of proprietary products for wound
care dressings and a core transdermal delivery technology platform designed to deliver drugs and other
beneficial ingredients through the skin. We intend to market our own branded lines of prescription and
over-the-counter (“OTC”) wound care products, as well as to supply products to developers and
distributors of prescription and OTC wound healing products for redistribution to healthcare
professionals and retailers through Alliqua Biomedical.

HepaLife Biosystems, Inc. (“HepaLife”), which was incorporated in Nevada on April 17, 2007. Through
HepalLife, we focus on the development of a cell-based bioartificial liver system, HepaMate™, a
potentially lifesaving treatment for liver failure patients. The technology has previously been
successfully tested in a clinical phase I study. An extracorporeal cell-based bioartificial liver system,
HepaMate™ is designed to combine blood detoxification with liver cell therapy to provide whole liver
function in patients with the most severe forms of liver failure.

Critical Accounting Policies

Our discussion and analysis of our financial condition and results of operations are based on our consolidated financial
statements, which have been prepared in accordance with accounting principles generally accepted in the United
States. The preparation of these consolidated financial statements requires us to make estimates and judgments that
affect the reported amounts of assets, liabilities and expenses and related disclosures. We review our estimates on an
ongoing basis.

We consider an accounting estimate to be critical if it requires assumptions to be made that are uncertain at the time
the estimate is made; and changes in the estimate or different estimates that could be made could have a material
impact on our results of operations or financial condition. We believe the following accounting policies to be critical

to the judgments and estimates used in the preparation of our financial statements:

Revenue Recognition
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Alliqua applies revenue recognition principles in accordance with Accounting Standard Codification (“ASC”) 605,
“Revenue Recognition.” Accordingly, we record revenue when (i) persuasive evidence of an arrangement exists, (ii)
delivery has occurred, (iii) the seller’s price to the buyer is fixed or determinable, and (iv) collectability is reasonably
assured.

Research and Development Expenses
Research and development expenses represent costs incurred to develop our technology. We charge all research and
development expenses to operations as they are incurred, including internal costs, costs paid to sponsoring

organizations, and contract services for any third party laboratory work. We do not track research and development
expenses by project.
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Acquired In-Process Research and Development (“IPR&D”)

In accordance with authoritative guidance, we recognize IPR&D at fair value as of the acquisition date, and
subsequently account for it as an indefinite-lived intangible asset until completion or abandonment of the associated
research and development efforts. Once an IPR&D project has been completed, the useful life of the IPR&D asset is
determined and amortized accordingly. If the IPR&D asset is abandoned, the remaining carrying value is written off.
During fiscal year 2010, we acquired IPR&D through the Merger. Our IPR&D is comprised of the HepaMate™
technology, which was valued on the date of the Merger. It will take additional financial resources to continue
development of this technology. Although we believe that the HepaMate™ technology has significant long-term profit
potential, to date, management has made a decision to allocate existing resources to the manufacture, research and
development of other products that it expects will have more immediate returns on investment.

We continue to seek additional resources, through both capital raising efforts and meeting with industry experts, for
further development of HepaMate™. Through September 30, 2011, we have not been successful in these efforts.
However, management continues to actively and aggressively pursue efforts to recognize the value of the HepaMate
technology. Although there can be no assurance that these efforts will be successful, we intend to allocate financial
and personnel resources when deemed possible and/or necessary. If we choose to abandon these efforts, or if we
determine that such funding is not available, the related [IPR&D will be subject to significant impairment.

Impairment of Long-Lived Assets Subject to Amortization

We amortize intangible assets with finite lives over their estimated useful lives and review them for impairment
whenever an impairment indicator exists. We continually monitor events and changes in circumstances that could
indicate carrying amounts of our long-lived assets, including our intangible assets, may not be recoverable. When such
events or changes in circumstances occur, we assess recoverability by determining whether the carrying value of such
assets will be recovered through the undiscounted expected future cash flows. If the future undiscounted cash flows
are less than the carrying amount of these assets, we recognize an impairment loss based on the excess of the carrying
amount over the fair value of the assets. We did not recognize any intangible asset impairment charges for the nine
month period ended September 30, 2011 or for the nine month period ended September 30, 2010. See "Acquired
In-Process Research and Development ("IPR&D")" for further information.

Goodwill

We review our goodwill for impairment annually, or more frequently, if facts and circumstances warrant a review. We
completed our annual impairment test in the fourth quarter of fiscal 2010 and determined that there was no
impairment.

The most recent pronouncement from the Financial Accounting Standards Board (“FASB”) regarding the testing of
goodwill for impairment was released in September 2011 (“ASU 2011-08”). ASU 2011-08 redefines the steps necessary
in testing goodwill for impairment during interim periods. The update permits an entity to first assess qualitative

factors to determine whether it is more likely than not that the fair value of a reporting unit is less than its carrying
amount as a basis for determining whether it is necessary to perform the two-step goodwill impairment test described

in Topic 350. The more-likely-than-not threshold is defined as having a likelihood of more than 50 percent.
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Events and circumstances for an entity to consider in conducting the qualitative assessment are:

Macroeconomic conditions such as a deterioration in general economic conditions, limitations on
accessing capital, fluctuations in foreign exchange rates, or other developments in equity and credit
markets.

Industry and market considerations such as a deterioration in the environment in which an entity
operates, an increased competitive environment, a decline in market-dependent multiples or metrics
(considered in both absolute terms and relative to peers), a change in the market for an entity’s products
or services, or a regulatory or political development.

Cost factors such as increases in raw materials, labor, or other costs that have a negative effect on
earnings and cash flows.

Overall financial performance such as negative or declining cash flows or a decline in actual or planned
revenue or earnings compared with actual and projected results of relevant prior periods.

Other relevant entity-specific events such as changes in management, key personnel, strategy, or
customers, contemplation of bankruptcy, or litigation.

Events affecting a reporting unit such as a change in the composition or carrying amount of its net
assets, a more-likely-than-not expectation of selling or disposing of all, or a portion, of a reporting unit,
the testing for recoverability of a significant asset group within a reporting unit, or recognition of a
goodwill impairment loss in the financial statements of a subsidiary that is a component of a reporting
unit.

If applicable, a sustained decrease in share price (considered in both absolute terms and relative to
peers).

Goodwill is assigned on the date of acquisition. We evaluate goodwill for impairment by comparing the fair value of
the reporting unit to its carrying value, including the associated goodwill. To determine fair value, we use the market
approach based on comparable publicly traded companies in similar lines of business and the income approach based
on estimated discounted future cash flows. Our cash flow assumptions consider historical and forecasted revenue,
operating costs and other relevant factors.

At the Merger date, $9,386,000 of goodwill was allocated to HepaMateTM. As discussed above under "Acquired
In-Process Research and Development ("I[PR&D"),” it will take additional resources to continue development of
HepaMateTM. The resources required may be either financial or personnel-related and we continue to pursue all
alternatives available to us. If we choose to abandon our efforts to raise capital to develop HepaMateTM, and we
determine that such funding is not available, or if we are unable to attract the appropriate personnel to further the
already completed research and development, the related goodwill could be subject to significant impairment.

After assessing the totality of events and circumstances, the Company has determined that it is not more likely than
not that the fair value of the reporting unit is less than its carrying amount at this time, and, therefore, the two-step
impairment test is unnecessary at September 30, 2011. The Company did not recognize any impairment charges for

goodwill for the nine month periods ended September 30, 2011 and 2010.

Fair Value of Financial Instruments
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We measure fair value as the price that would be received to sell an asset or paid to transfer a liability (an exit price) in
an orderly transaction between market participants at the reporting date. We utilize a three-tier hierarchy, which
prioritizes the inputs used in the valuation methodologies in measuring fair value:

Level 1. Valuations based on quoted prices in active markets for identical assets or liabilities that an entity has the
ability to access. We have no assets or liabilities valued with Level 1 inputs.

Level 2. Valuations based on quoted prices for similar assets or liabilities, quoted prices for identical assets or
liabilities in markets that are not active, or other inputs that are observable or can be corroborated by observable data

for substantially the full term of the assets or liabilities. We have no assets or liabilities valued with Level 2 inputs.

Level 3. Valuations based on inputs that are supported by little or no market activity and that are significant to the fair
value of the assets or liabilities. Level 3 assets consist of goodwill and in-process research and development.
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Results of Operations
Revenues

Product sales for the three and nine months ended September 30, 2011 increased 49% and 81% to $419,825 and
$1,671,445, respectively, as compared to $282,416 and $921,992, respectively, for the same periods in 2010.
Increased product sales reflect higher sales of our hydrogel products, predominately due to increased sales volume to
our largest customer.

We anticipate that our product sales for the remainder of the year will be at or below the levels achieved in the third
quarter, primarily due to our largest customer ordering less frequently than during the first six months of the year, and
will remain insufficient to support our operations at expected spending levels. As a result, we expect to continue to
incur an operating loss through the end of the fourth quarter in 2011.

Gross Profit (Loss)

Gross profit (loss) for the three and nine months ended September 30, 2011 was a $61,201 loss and a $149,661 profit,
respectively, as compared to a loss of $203,543 and $474,450, respectively, for the same periods in 2010. As a
percentage of sales, gross profit (loss) was a 15% loss and a 9% profit for the three and nine months ended September
30, 2011 respectively, compared to a gross loss of 72% and 52% for the same periods in 2010. The more favorable
gross profit (loss) percentages for the three and nine months ended September 30, 2011 compared to the same periods
in 2010 was primarily due to higher sales levels and similar levels of fixed overhead expenses. Our gross profit or loss
may fluctuate from quarter to quarter based on the mix and volume of products sold in any given period. Depreciation
of equipment and amortization of technology included in cost of goods sold for the three and nine months ended
September 30, 2011 was $157,319 and $469,700, respectively, up slightly from $156,049 and $467,519, respectively,
for the same periods in 2010.

General and Administrative Expenses

General and administrative expenses for the three and nine months ended September 30, 2011 were $661,808 and
$3,419,261, respectively, as compared to $458,642 and $895,866, respectively, for the same periods in 2010. The
increase in expenses for the three month period compared to the comparable prior year period was primarily due to a
license fee paid in the amount of $100,000 and non-cash stock based compensation expense of $178,546 offset by
lower professional and consulting expenses. The increase in expenses for the nine month period compared to the
comparable prior year period was primarily due to higher administrative personnel costs associated with an increase in
management positions and quality assurance personnel, higher marketing and advertising costs, higher consulting
costs and professional fees, and non-cash stock based compensation expense of $1,667,437. As a result, general and
administrative expenses were 158% and 205% of sales for the three and nine months ended September 30, 2011
respectively, as compared to 162% and 97%, respectively for the same periods in 2010.

Research and Development Expenses

We incurred $121,609 and $393,638 of research and development expenses during the three and nine months ended
September 30, 2011, respectively, as compared to $29,931 for each of the three and nine months ended September 30,
2010. We expect research and development expenses to remain at this past quarter’s level or increase as we continue to
develop and enhance new hydrogel products.
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Liquidity and Capital Resources
General

At September 30, 2011, cash and cash equivalents totaled $984,464, compared to $1,393,727 at December 31, 2010,
excluding $362,546 of restricted cash held in escrow. The decrease of $409,263 was attributable to $990,000 received
from the issuance of 6,250,000 shares of common stock in March 2011, the decrease in restricted cash of $362,546
less cash used in operating activities of $1,498,275, and capital expenditures of $263,534. The use of cash in operating
activities is primarily attributable to compensation, materials, legal and professional fees and research and
development.

In March 2011, we issued 6,250,000 shares of common stock and a five year warrant to purchase 6,250,000 shares of
common stock at an exercise price of $0.17 per share for net proceeds of $990,000. The warrant was exercisable
immediately for cash or by way of a cashless exercise. On May 2, 2011, 2,502,205 shares of common stock were
issued upon the non-cash exercise of the warrant in full. In connection with this private placement, we paid a
placement agent $10,000 and issued the placement agent 437,500 shares of common stock valued at $91,875 and a
five year warrant to purchase 312,500 shares of common stock at an exercise price of $0.20 per share.

We have experienced negative operating cash flows since inception and have funded our operations primarily from
sales of common stock and other securities. Sales levels in the contract manufacturing business for the three months
ended September 30, 2011 decreased from the robust levels attained in the first six months of the year primarily due to
less frequent orders from our largest customer. We continue to focus our efforts on expanding our hydrogel and
hydrocolloid product offerings as evidenced by the license agreement executed during the quarter as well as capital
expenditures in the Langhorne manufacturing facility. Management believes that our capital resources will improve if
our new products gain market recognition and acceptance, resulting in increased sales. If we are not successful with
our sales and marketing efforts, or if it takes us a longer time to achieve these benefits than anticipated, then we will
experience a shortfall in cash necessary to sustain operations. Should weak demand continue in the contract
manufacturing business, we have determined it will be necessary to reduce expenses or seek other sources of funds
through the issuance of equity and/or debt financing in order to maintain sufficient funds available to operate
subsequent to September 30, 2012. The reduction in expenses may need to be significant in order for us to generate
positive cash flow to sustain our operations.

We will require additional capital in order to execute the longer term aspects of our business plan, including the
development of HepaMate™. We may pursue sources of additional capital through various means, including joint
ventures, debt financing, equity financing or other means. There is no assurance that we will be successful in locating
suitable financing transactions in a timely fashion or at all. Future financings through equity investments are likely to
be dilutive to existing stockholders, and the terms of securities we issue may be more favorable for new investors.
Newly issued securities may include preferences, superior voting rights, and the issuance of warrants or other
derivative securities, which may have additional dilutive effects. Further, we may incur substantial costs in pursuing
future capital and/or financing, including investment banking fees, legal fees, accounting fees, securities law
compliance fees, printing and distribution expenses and other costs. We may also be required to recognize non-cash
expenses in connection with certain securities we may issue, such as convertible notes and warrants, which may
adversely impact our financial condition.

If we are unable to raise additional capital or encounter circumstances that place constraints on our capital resources,

we will be required to take various measures to conserve liquidity, which could include, but are not necessarily limited
to, curtailing our business development activities, abandoning the development of HepaMate™ or suspending the pursuit
of our business plan. In addition, if we choose to abandon our efforts to raise capital to develop the HepaMateTM
technology, or if we determine that such funding is not available, the recorded value of the related intangibles and
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goodwill will be subject to significant impairment. See “Acquired In-Process Research and Development,” “Impairment
of Long—Lived Assets Subject to Amortization” and “Goodwill” for additional information.
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Off Balance Sheet Arrangements
We have no off-balance sheet arrangements.
Recent Accounting Pronouncements

In December 2010, the FASB issued Accounting Standards Update (“ASU”’) No. 2010-28, “Intangibles - Goodwill and
Other (Topic 350).” Under Topic 350, testing for goodwill impairment is a two-step test. When a goodwill impairment
test is performed (either on an annual or interim basis), an entity must assess whether the carrying amount of a
reporting unit exceeds its fair value (Step 1). If it does, an entity must perform an additional test to determine whether
goodwill has been impaired and to calculate the amount of that impairment (Step 2). The amendments in this update
modify Step 1 of the goodwill impairment test for reporting units with zero or negative carrying amounts. For those
reporting units, an entity is required to perform Step 2 of the goodwill impairment test if it is more likely than not that
a goodwill impairment exists. In determining whether it is more likely than not that a goodwill impairment exists, an
entity should consider whether there are any adverse qualitative factors indicating that an impairment may exist. The
qualitative factors require that goodwill of a reporting unit be tested for impairment between annual tests if an event
occurs or circumstances change that would more likely than not reduce the fair value of a reporting unit below its
carrying amount. The Company adopted this standard as of January 1, 2011. The adoption of this update did not have
a material effect on the consolidated financial statements or disclosures.

In May 2011, the FASB issued ASU No. 2011-04, “Fair Value Measurement (Topic 820) - Amendments to Achieve
Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and IFRSs" (“ASU 2011-04”). ASU
2011-04 addresses fair value measurement and disclosure requirements within Accounting Standards Codification
Topic 820 for the purpose of providing consistency and common meaning between U.S. GAAP and IFRSs. Generally,
ASU 2011-04 is not intended to change the application of the requirements in Topic 820. Rather, ASU 2011-04
primarily changes the wording to describe many of the requirements in U.S. GAAP for measuring fair value or for
disclosing information about fair value measurements. ASU 2011-04 is effective for periods beginning after

December 15, 2011. It is not expected to have any material impact on the Company’s consolidated financial statements
or disclosures.

In September 2011, the FASB issued Accounting Standards Update No. 2011-08, “Intangibles—Goodwill and Other
(Topic 350)—Testing Goodwill for Impairment” (“ASU 2011-08"), to simplify how entities test goodwill for impairment.
ASU 2011-08 allows entities to first assess qualitative factors to determine whether it is more likely than not that the

fair value of a reporting unit is less than its carrying amount. If a greater than 50 percent likelihood exists that the fair
value is less than the carrying amount then a two-step goodwill impairment test as described in Topic 350 must be
performed. The standard was adopted and applied during the 3rd quarter of 2011.
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ITEM 4. CONTROLS AND PROCEDURES
Management’s Conclusions Regarding Effectiveness of Disclosure Controls and Procedures

As of September 30, 2011, we conducted an evaluation, under the supervision and participation of management
including our president and chief financial officer, of the effectiveness of our disclosure controls and procedures (as
defined in Rule 13a-15(e) and Rule 15d-15(e) of the Securities Exchange Act of 1934, as amended). There are
inherent limitations to the effectiveness of any system of disclosure controls and procedures. Accordingly, even
effective disclosure controls and procedures can only provide reasonable assurance of achieving their control
objectives.

Based upon this evaluation, our president and chief financial officer concluded that our disclosure controls and
procedures are effective at the reasonable assurance level as of September 30, 2011.

Changes in Internal Control over Financial Reporting

There were no changes in our internal control over financial reporting during the third quarter that materially affected,

or are reasonably likely to materially affect, our internal control over financial reporting.
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PART II - OTHER INFORMATION
ITEM 6. EXHIBITS
(a) Exhibits

See Index to Exhibits.
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SIGNATURES

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

Date: November 14, 2011

27

ALLIQUA, INC.

By: /s/ Richard Rosenblum
Name: Richard Rosenblum
Title: President

(Principal Executive Officer)

By: /s/ Steven C. Berger
Name: Steven C. Berger
Title: Chief Financial Officer

(Principal Financial Officer)
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EXHIBIT INDEX

Exhibit  Description

No.

10.1 Exclusive License Agreement, dated as of July 15, 2011, by and between Noble Fiber Technologies, LLC

o8]
—
[\

*

o8]
[\
—

*

o8]
[\
(\]

*

101%**

and Alliqua Biomedical, Inc., filed as Exhibit 10.1 to the Form 8-K filed July 20, 2011.

Collateral Assignment of 510(k) Rights, dated as of July 15, 2011, by and between Noble Fiber
Technologies, LLC and Alliqua Biomedical, Inc., filed as Exhibit 10.2 to the Form 8-K filed July 20,
2011.

Certification of Principal Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
Certification of Principal Executive Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
Certification of Chief Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
The following materials from the Company’s Quarterly Report on Form 10-Q for the quarter

ended September 30, 2011, formatted in XBRL (eXtensible Business Reporting Language), (i) Condensed
Consolidated Balance Sheets, (ii) Condensed Consolidated Statements of Operations, (iii) Condensed

Consolidated Statements of Stockholders' Equity (iv) Condensed Consolidated Statements of Cash Flows,
and (iv) Notes to Unaudited Condensed Consolidated Financial Statements.

* Filed herewith.

** Furnished herewith. Pursuant to Rule 406T of Regulation S-T, the Interactive Data Files on Exhibit 101 hereto
are deemed not filed or part of a registration statement or prospectus for purposes of Sections 11 or 12 of the
Securities Act of 1933, as amended, are deemed not filed for purposes of Section 18 of the Securities and Exchange
Act of 1934, as amended, and otherwise are not subject to liability under those sections.
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