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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the quarterly period ended September 30, 2009

or

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from to

Commission File No. 0-14710

XOMA Ltd.

(Exact name of registrant as specified in its charter)
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Bermuda 52-2154066
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)

2910 Seventh Street, Berkeley,

California 94710 (510) 204-7200
(Address of principal executive offices, (Telephone Number)

including zip code)

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 x No ~

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). Yes © No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer or a smaller reporting
company. See the definitions of large accelerated filer, accelerated filer and smaller reporting company in Rule 12b-2 of the Exchange Act).
(Check one):

Large accelerated filer Accelerated filer x Non-accelerated filer ~ Smaller reporting company
(Do not check if a smaller reporting
company)
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act of 1934). Yes © No x

Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practicable date.

Class Outstanding at November 5, 2009
Common Shares, U.S. $0.0005 par value 198,937,455
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ITEM 1.

Current assets:

Cash and cash equivalents

Short-term investments

Restricted cash

Trade and other receivables, net

Prepaid expenses and other current assets
Debt issuance costs

Total current assets

Property and equipment, net
Debt issuance costs long-term
Other assets

Total assets

Current liabilities:
Accounts payable
Accrued liabilities
Accrued interest
Deferred revenue
Warrant liability

Other current liabilities

Total current liabilities
Deferred revenue long-term
Interest bearing obligations
Other long-term liabilities

long-term

Total liabilities

Commitments and contingencies

PART I - FINANCIAL INFORMATION

XOMA Ltd.

CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)

CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share and per share amounts)

ASSETS

LIABILITIES AND SHAREHOLDERS

(NET CAPITAL DEFICIENCY)

Shareholders equity (net capital deficiency):
Preference shares, $0.05 par value, 1,000,000 shares authorized
Series A, 210,000 designated, no shares issued and outstanding at September 30, 2009 and

December 31, 2008

EQUITY

Series B, 8,000 designated, 2,959 shares issued and outstanding at September 30, 2009 and
December 31, 2008 (aggregate liquidation preference of $29.6 million)

Table of Contents

September 30,
2009
(unaudited)

$ 27,726

3,203
1,331

32,260
21,794

402

$ 54,456

$ 2,657
8,539

118

8,317

5,321

475

25,427
4,716
13,129
408

43,680

December 31,
2008

$ 9,513
1,299

9,545

16,686

1,296

365

38,704
26,843
1,224
402

$ 67,173

$ 9,977
4,438
1,588
9,105

1,884

26,992
8,108
63,274
200

98,574
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Common shares, $0.0005 par value, 400,000,000 shares authorized, 198,937,455 and 140,467,529

shares outstanding at September 30, 2009 and December 31, 2008, respectively 99

Additional paid-in capital 798,213

Accumulated comprehensive loss

Accumulated deficit (787,537)
Total shareholders equity (net capital deficiency) 10,776

Total liabilities and shareholders equity (net capital deficiency) $ 54,456

The accompanying notes are an integral part of these consolidated financial statements.
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CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(unaudited)

(in thousands, except per share amounts)

Three months ended

September 30,

2009 2008
Revenues:
License and collaborative fees $ 1,421 $ 1,286
Contract and other revenue 3,688 1,979
Royalties 22,314 4,629
Total revenues 27,423 7,894
Operating expenses:
Research and development (including contract related of $2,575 and $3,294 for the
three months ended September 30, 2009 and 2008, respectively, and $12,671 and
$13,121 for the nine months ended September 30, 2009 and 2008, respectively) 13,444 19,714
Selling, general and administrative 7,197 6,724
Restructuring 2
Total operating expenses 20,643 26,438
Income (loss) from operations 6,780 (18,544)
Other income (expense):
Investment and interest income 9 182
Interest expense (1,339) (1,998)
Loss on debt extinguishment (3,645)
Other income (expense) 103 2)
Net income (loss) before taxes 1,908 (20,362)
Provision for income tax expense 370
Net income (loss ) $ 1,538 $ (20,362)
Basic and diluted net income (loss) per common share $ 0.01 $ (0.15)
Shares used in computing basic net income (loss) per common share 167,254 132,364
Shares used in computing diluted net income (loss) per common share 172,762 132,364

The accompanying notes are an integral part of these consolidated financial statements.
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$

$

Nine months ended

September 30,
2009 2008
29,276 $ 1,466
18,662 14,728
28,895 14,873
76,833 31,067
43,472 62,444
18,972 18,984
3,603
66,047 81,428
10,786 (50,361)
47 797
(4,778) (4,960)
(3,645) (652)
1,240 (51)
3,650 (55,227)
6,083
(2,433) $ (55,227)
(0.02) $ (042
153,170 132,270
153,170 132,270
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CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)

(in thousands)

Cash flows from operating activities:

Net loss

Adjustments to reconcile net loss to net cash provided by (used in) operating activities:
Depreciation and amortization

Common shares contribution to 401(k) and management incentive plans

Share-based compensation expense

Accrued interest on interest bearing obligations

Revaluation of warrant liability

Amortization of discount, premium and debt issuance costs of interest bearing obligations
Amortization of premiums on short-term investments

(Gain) loss on disposal/retirement of property and equipment

Impairment charge of property and equipment

Other non-cash adjustments

Changes in assets and liabilities:

Receivables

Prepaid expenses and other current assets

Accounts payable

Accrued liabilities

Deferred revenue

Other liabilities

Net cash provided by (used in) operating activities

Cash flows from investing activities:

Proceeds from sales of investments

Proceeds from maturities of investments
Transfer of maturities to short-term investments
Purchase of investments

Transfer of restricted cash

Purchase of property and equipment

Net cash provided by (used in) investing activities

Cash flows from financing activities:
Proceeds from issuance of long-term debt
Principal payments of debt

Proceeds from issuance of common shares

Net cash provided by (used in) financing activities

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at the beginning of the period
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Nine Months Ended
September 30,
2009 2008
$ (2,433) $(55,227)
5,284 4,925
1,198 1,008
3,398 3,968
(1,221) 2,672
(1,220)
1,589 1,133
1 10
(15) 50
27
(17
13,483 4,173
35) (745)
(7,320) 2,275
4,101 385
(4,180) (2,326)
(1,201) 1,952
11,456 (35,764)
9,875
1,300 5,469
(526)
(3,199)
9,545 (7,859)
(247) (7,342)
10,598 (3,582)
55,000
(50,394) (32,284)
46,553 316
(3,841) 23,032
18,213 (16,314)
9,513 22,500
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Cash and cash equivalents at the end of the period $ 27,726 $ 6,186

The accompanying notes are an integral part of these consolidated financial statements.
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
1. BUSINESS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Business

XOMA Ltd. ( XOMA orthe Company ), a Bermuda company, is a biopharmaceutical company that discovers, develops and manufactures
therapeutic antibodies designed to treat inflammatory, autoimmune, infectious and oncological diseases. The Company s products are presently
in various stages of development and are subject to regulatory approval before they can be commercially launched. The Company receives
royalties from UCB Celltech, a branch of UCB S.A., on sales of CIMZIA® for the treatment of Crohn s disease and moderate-to-severe
rheumatoid arthritis. Through the second quarter of 2009, XOMA also received royalties from Genentech, Inc., a wholly-owned member of the
Roche Group (referred to herein as  Genentech ) on LUCENTISor the treatment of neovascular (wet) age-related macular degeneration. In the
third quarter of 2009, the Company sold its LUCENTIS® royalty stream to Genentech. XOMA s pipeline includes both proprietary products and
collaborative programs at various stages of preclinical and clinical development.

Liquidity and Financial Condition

The Company has incurred significant operating losses and negative cash flows from operations since its inception. As of September 30, 2009,
the Company had cash and cash equivalents of $27.7 million. Based on cash and cash equivalents on hand at September 30, 2009 and anticipated
spending levels, revenues, collaborator funding, government funding and other sources of funding the Company believes to be available, the
Company estimates that it has sufficient cash resources to meet its anticipated net cash needs into 2011.

In September of 2009, the Company fully repaid its term loan facility with Goldman Sachs Specialty Lending Holdings, Inc. ( Goldman Sachs ).
As previously disclosed, the Company was not in compliance with the requirements of the relevant provisions of this loan facility, due to the
cessation of royalties from sales of RAPTIVA® related to its market withdrawal in the first half of 2009. Repayment of this loan facility
discharged all of the Company s obligations to the lenders.

Also in the third quarter of 2009, the Company raised approximately $26.4 million in two separate financing transactions, before deducting
placement agent fees and estimated offering expenses of approximately $0.4 million, with Azimuth Opportunity Ltd. ( Azimuth ). The Company
sold approximately 34.3 million common shares to Azimuth in these financing transactions. The net proceeds from the first transaction,
approximately $12.3 million, were used, together with other funds, to repay the Goldman Sachs term loan. Refer to Note 5: Debt and Other
Financings Goldman Sachs Term Loan and Equity Line of Credit for additional disclosure relating to these transactions.

The Company entered into an At Market Issuance Sales Agreement (the ATM Agreement ), with Wm Smith & Co. ( Wm Smith ) in the third
quarter of 2009, under which the Company may sell up to 25,000,000 of its common shares from time to time through Wm Smith, as the agent
for the offer and sale of the common shares. Wm Smith may sell these common shares by any method permitted by law deemed to be an  at the
market offering as defined in Rule 415 of the Securities Act of 1933, including but not limited to sales made directly on the NASDAQ Global
Market, on any other existing trading market for the common shares or to or through a market maker. Wm Smith may also sell the common
shares in privately negotiated transactions, subject to the Company s approval. The Company will pay Wm Smith a commission equal to 3% of
the gross proceeds of all common shares sold through it as sales agent under the ATM Agreement but in no event less than $0.02 per share.
Shares sold under the ATM Agreement will be sold pursuant to a prospectus which forms a part of a registration statement declared effective by
the Securities and Exchange Commission on May 29, 2008.

In September of 2009, the Company received notice from the NASDAQ Stock Market that for the thirty consecutive business days
preceding September 15, 2009, the bid price of XOMA s common shares closed below the minimum $1.00 per share requirement under
Marketplace Rule 4450(a)(5) for continued inclusion on the NASDAQ Global Market. This notice has no effect on the listing of XOMA s
common shares at this time, and the Company has an initial period of 180 calendar days to regain compliance with this requirement. If at any
time before March 15, 2010, the bid price of the Company s common shares closes at $1.00 per share or more for at least ten consecutive
business days, NASDAQ will provide written notification that the Company has achieved compliance, although NASDAQ may require the
Company to maintain a closing bid price for a longer period before determining that XOMA has achieved compliance. If the Company does not
regain compliance by March 15, 2010, NASDAQ would provide written notification that the Company s common shares will be delisted, after
which the Company may appeal to the NASDAQ Listing Qualifications Panel. Alternatively, the Company could apply to transfer its common
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shares to The NASDAQ Capital Market if it satisfies all of the requirements, other than the minimum bid price requirement, for initial listing on
The NASDAQ Capital Market set forth in
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(UNAUDITED)

Marketplace Rule 5505. If the Company were to elect to apply for such transfer and if the Company satisfies the applicable requirements and its
application is approved, the Company would have an additional 180 days to regain compliance with the minimum bid price rule while listed on
The NASDAQ Capital Market. The Company is considering alternative strategies to address this issue if necessary.

The Company may be required to raise additional funds through public or private financings, strategic relationships, or other arrangements. The
Company cannot assure that the funding, if needed, will be available on terms attractive to it, or at all. Furthermore, any additional equity
financings may be dilutive to shareholders and debt financing, if available, may involve covenants that place substantial restrictions on the
Company s business. The Company s failure to raise capital as and when needed could have a negative impact on its financial condition and its
ability to pursue business strategies. If adequate funds are not available, the Company has developed contingency plans that may require the
Company to delay, reduce the scope of, or eliminate one or more of its development programs. In addition, the Company may be required to
reduce personnel and related costs and other discretionary expenditures that are within the Company s control.

The accompanying interim financial statements have been prepared assuming the Company will continue to operate as a going concern, which
contemplates the realization of assets and the settlement of liabilities in the normal course of business. The interim financial statements do not
include any adjustments to reflect the possible future effects on the recoverability and classification of assets or the amounts and classification of
liabilities that may result from uncertainty related to the Company s ability to continue as a going concern.

Basis of Presentation

The condensed consolidated financial statements include the accounts of XOMA and its subsidiaries. All intercompany accounts and
transactions were eliminated during consolidation. The unaudited financial statements have been prepared in accordance with accounting
principles generally accepted in the United States for interim financial information and with the instructions to Form 10-Q. These financial
statements and related disclosures have been prepared with the assumption that users of the interim financial information have read or have
access to the audited financial statements for the preceding fiscal year. Accordingly, these statements should be read in conjunction with the
audited Consolidated Financial Statements and related Notes included in the Company s Annual Report on Form 10-K for the year ended
December 31, 2008, filed with the SEC on March 11, 2009.

In the opinion of management, the unaudited condensed consolidated financial statements include all adjustments, consisting only of normal
recurring adjustments, which are necessary to present fairly the Company s consolidated financial position as of September 30, 2009, the
consolidated results of the Company s operations for the three and nine months ended September 30, 2009 and 2008, and the Company s cash
flows for the nine months ended September 30, 2009 and 2008. The condensed consolidated balance sheet amounts at December 31, 2008 have
been derived from the audited consolidated financial statements. The interim results of operations are not necessarily indicative of the results
that may occur for the full fiscal year or future periods.

The Company has evaluated subsequent events through November 9, 2009, the date on which the financial statements being presented were
issued, and not beyond that date.

Use of Estimates and Reclassifications

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires management to
make estimates and assumptions that affect the reported amounts of assets, liabilities, revenues and expenses, and related disclosures. On an
on-going basis, management evaluates its estimates, including those related to revenue recognition, research and development expense,
long-lived assets, warrant liabilities and share-based compensation. The Company bases its estimates on historical experience and on various
other market-specific and other relevant assumptions that are believed to be reasonable under the circumstances, the results of which form the
basis for making judgments about the carrying values of assets and liabilities that are not readily apparent from other sources. Actual results may
differ significantly from these estimates.
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To conform to the current period presentation, prior period disclosures have been expanded in our consolidated statements of operations to
reclassify the loss recognized on debt extinguishment in the second quarter of 2008 from interest expense to a separate line item. In addition, the
interest expense disclosures in Note 5: Debt and Other Financings have also been revised to conform to the current period presentation. This
reclassification had no impact on the Company s previously reported net earnings (losses), financial position or cash flows.

In the third quarter of 2008, the Company disclosed a change of accounting estimate as a result of an audit by the National Institutes of
Health ( NIH ) of the Company s 2007 actual data, from which the NIH developed billing rates for the period from January 2007 to June 2009 to
be used for all of the Company s contracts with the National Institute of Allergy and Infectious Diseases ( NIAID ), a part of the NIH, including
Contract No. HHSN26620060008C/N01-A1-600081 ( NIAID 2 ). While the audited NIH
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(UNAUDITED)

rates are considered final for 2007 billings, these NIH rates are considered provisional for the period from January of 2008 to June of 2009 and
thus are subject to future audits at the discretion of NIAID s contracting office. In September of 2008, XOMA retroactively applied these NIH
rates to the invoices from 2007 through the third quarter of 2008 resulting in an adjustment to decrease revenue by $2.7 million. The adjustment
increased the Company s loss from operations and net loss for the three and nine months ended September 30, 2008 by $2.7 million. The
adjustment also increased basic and diluted net loss per common share by $0.02 for the three and nine months ended September 30, 2008.

Concentration of Risk

Cash equivalents, short-term investments and receivables are financial instruments, which potentially subject the Company to concentrations of
credit risk. The Company maintains money market funds and short-term investments that were previously thought to bear a minimal risk.
Volatility in the financial markets created liquidity problems in these types of investments in 2008, and money market fund investors were
unable to retrieve the full amount of funds, even in highly-rated liquid money market accounts, upon maturity. The Company has not
encountered such issues during 2009.

The Company has not experienced any significant credit losses and does not generally require collateral on receivables. For the nine months
ended September 30, 2009, three customers represented 42%, 37% and 10% of total revenues. As of September 30, 2009, there were receivables
outstanding from two of these customers and one additional customer representing 35%, 29% and 22% of the accounts receivable balance. For
the nine months ended September 30, 2008, three customers represented 48%, 34% and 11% of total revenues.

Recent Accounting Pronouncements

In June of 2009, the Financial Accounting Standards Board ( FASB ) established the FASB Accounting Standards Codification (the ASC ) as the
source of authoritative accounting principles recognized by the FASB. The FASB will issue new standards in the form of Accounting Standards
Updates ( ASU ). The ASC is effective for financial statements issued for interim and annual periods ending after September 15, 2009 and
therefore is effective for the Company in the third quarter of 2009. The issuance of the ASC does not change U.S. generally accepted accounting
principles ( GAAP ) and therefore the adoption of the ASC only affects the specific references to GAAP literature in the notes to the Company s
consolidated financial statements.

Accounting Standards Codification Topic 855, Subsequent Events ( ASC 855 ) establishes general standards of accounting for and disclosure of
events that occur after the balance sheet date but before financial statements are issued. In particular, ASC 855 sets forth the period after the
balance sheet date during which management should evaluate events or transactions that may occur for potential recognition or disclosure in the
financial statements, the circumstances under which an entity should recognize events or transactions occurring after the balance sheet date in its
financial statements, and the disclosures that an entity should make about events or transactions that occurred after the balance sheet date. The
new provisions of ASC 855 were effective for interim financial reporting periods ending after June 15, 2009 and did not have a material effect
on the Company s financial statements.

Accounting Standards Codification Topic 320, Investments Debt and Equity Securities ( ASC 320 ) contains an amendment to make previous
guidance regarding other-than-temporary impairments more operational and to improve the presentation of other-than-temporary impairments in
the financial statements. This amendment replaces the existing requirement that management assert it has both the intent and ability to hold an
impaired debt security until recovery with a requirement that management assert it does not have the intent to sell the security and it is more
likely than not it will not have to sell the security before recovery of its cost basis. ASC 320 requires increased and more frequent disclosures
regarding expected cash flows, credit losses, and an aging of securities with unrealized losses. The amended provisions of ASC 320 were
effective for interim financial reporting periods ending after April 1, 2009 and did not have a material effect on the Company s financial
statements.

Accounting Standards Codification Topic 808, Collaborative Arrangements ( ASC 808 ) defines collaborative arrangements and establishes
reporting requirements for transactions between participants and third parties in a collaborative arrangement. ASC 808 prohibits companies from
applying the equity method of accounting to activities performed outside a separate legal entity by a virtual joint venture. Instead, revenues and

Table of Contents 13



Edgar Filing: XOMA LTD /DE/ - Form 10-Q

costs incurred with third parties in connection with the collaborative arrangement should be presented gross or net by the collaborators based on
the criteria in Accounting Standards Codification Topic 605, Revenue Recognition ( ASC 605 ), and other applicable accounting literature. The
new provisions of ASC 808 should be applied to collaborative arrangements in existence at the date of adoption using a modified retrospective
method that requires reclassification in all periods presented for those arrangements still in effect at the transition date, unless that application is
impracticable. Effective January 1, 2009 the Company adopted the new provisions of ASC 808, which did not have a material effect on the
Company s financial statements. As a result of the restructuring in November of 2008 of the Company s collaboration agreement with Novartis
AG ( Novartis ), this collaboration agreement is no longer within the scope of ASC 808. As of September 30, 2009, the Company does not have
any collaboration agreements that fall under the scope of ASC 808. See Note 4: Collaborative and Other Arrangements.
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(UNAUDITED)

Accounting Standards Codification Topic 815, Derivatives and Hedging ( ASC 815 ) clarifies how to determine whether certain instruments or
features are indexed to an entity s own stock. This provision of ASC 815 applies to any free standing financial instrument or embedded feature
that has all the characteristics of a derivative, as defined in ASC 815. Effective January 1, 2009, the Company adopted the relevant provisions of
ASC 815. Refer to the Significant Accounting Policies and Other Disclosures section below for the effect this adoption had on the Company s
financial statements.

Accounting Standards Codification Topic 820, Fair Value Measurements and Disclosures ( ASC 820 ) provided a one year deferral of the
effective date of certain provisions of ASC 820 for non-financial assets and non-financial liabilities, except those that are recognized or
disclosed in the financial statements at fair value at least annually. Effective January 1, 2009, the Company adopted the remaining provisions of
ASC 820, as it relates to non-financial assets and non-financial liabilities, which did not have a material effect on the Company s financial
statements.

Significant Accounting Policies and Other Disclosures
Accounting for Warrants

In the second quarter of 2009, the Company issued warrants to purchase XOMA s common shares in connection with two separate registered
direct offerings. Refer to Note 5: Debt and Other Financings Other Equity Financings for additional disclosure relating to these two
transactions. The warrants issued include a provision allowing for an adjustment of the exercise price and number of warrant shares. This
adjustment occurs if the Company issues or sells certain common shares in the future for a price per share less than the exercise price of the
warrants in effect immediately prior to such issuance or sale. Due to this adjustment provision, the warrants do not meet the criteria set forth in
ASC 815 to be considered indexed to the Company s own stock.

Accordingly, the Company has recorded these warrants as a liability at fair value, which was estimated at the issuance date using the Monte

Carlo Simulation Model ( Simulation Model ). The warrants were revalued at September 30, 2009 using the Simulation Model and the change in
the fair value of the warrants was recognized in the other income (expense) line item in the Company s consolidated statement of operations. The
Company will revalue the unexercised warrants at each reporting period over the life of the warrants using the Simulation Model, and the

changes in the fair value of the warrants will be recognized in the Company s consolidated statement of operations.

Share-Based Compensation

The Company grants qualified and non-qualified share options, shares and other share-related awards under various plans to directors, officers,
employees and other individuals. To date, share-based compensation issued under these plans consists of qualified and non-qualified incentive
share options and shares. Share options are granted at exercise prices of not less than the fair market value of the Company s common shares on
the date of grant. Generally, share options granted to employees fully vest four years from the grant date and expire ten years from the date of

the grant or three months from the date of termination of employment (longer in case of death or certain retirements). However, certain options
granted to employees vest monthly or immediately, certain options granted to directors vest monthly over one year or three years and certain
options may fully vest upon a change of control of the Company or may accelerate based on performance-driven measures. Additionally, the
Company has an Employee Share Purchase Plan ( ESPP ) that allows employees to purchase Company shares at a purchase price equal to 95% of
the closing price on the exercise date.

In February of 2009, the Board of Directors of the Company approved a company-wide grant of an aggregate of 4,730,000 share options, of
which 4,568,000 were issued as part of its annual incentive compensation package. These options vest monthly over four years and include an
acceleration clause based on meeting certain performance measures. In the third quarter of 2009, the Company determined that it was probable
that the performance criteria would be achieved and estimated the implicit service period to be within twelve months from the grant date. The
Company accelerated expense recognition related to these options, including recognizing a cumulative adjustment of $0.1 million to reflect
additional share-based compensation expense pertaining to the first and second quarters of 2009.
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As of September 30, 2009, the Company had approximately 9.4 million common shares reserved for future grant under its share option plans
and ESPP.
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XOMA Ltd.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(UNAUDITED)

The following table shows total share-based compensation expense included in the condensed consolidated statements of operations for the three
and nine months ended September 30, 2009 and 2008 (in thousands):

Three Months Ended  Nine Months Ended

September 30, September 30,
2009 2008 2009 2008
Research and development $ 720 $ 547 $1671 $1,806
Selling, general and administrative 793 540 1,727 2,162
Total share-based compensation expense $ 1,513 $ 1,087 $3,398 $3,968

There was no capitalized share-based compensation cost as of September 30, 2009 and December 31, 2008, and there were no recognized tax
benefits related to our share-based compensation cost during the three and nine months ended September 30, 2009 and 2008.

To estimate the value of an award, the Company uses the Black-Scholes Option Pricing Model (the Black-Scholes Model ). This model requires
inputs such as expected life, expected volatility and risk-free interest rate. The forfeiture rate also affects the amount of aggregate compensation.
These inputs are subjective and generally require significant analysis and judgment to develop. While estimates of expected life, volatility and
forfeiture rate are derived primarily from the Company s historical data, the risk-free rate is based on the yield available on U.S. Treasury
ZEero-coupon issues.

The fair value of share-based awards was estimated using the Black-Scholes Model with the following weighted-average assumptions for the
three and nine months ended September 30, 2009 and 2008:

Three Months Ended Nine Months Ended
September 30, September 30,
2009 2008 2009 2008
Dividend yield 0% 0% 0% 0%
Expected volatility 80% 64% 74% 64%
Risk-free interest rate 2.28% 3.02% 1.81% 3.02%
Expected life 5.6 years 5.3 years 5.6 years 5.3 years

Share option activity for the nine months ended September 30, 2009 was as follows:

Weighted
Average
Weighted Remaining Aggregate
Average Contractual Intrinsic
Options Exercise Price Life Value
(in thousands)
Options outstanding at December 31, 2008 19,810,183 $ 3.24
Granted 5,027,000 0.57
Exercised (25,583) 0.56
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Forfeited, expired or cancelled (3,139,459) 2.79
Options outstanding at September 30, 2009 21,672,141 $ 2.69

Options exercisable at September 30, 2009 11,118,345 $ 3.45

Total intrinsic value of the options exercised for the nine months ended September 30, 2009 was $5,825.

7.63

6.67

$

1,242

189

At September 30, 2009, there was $7.3 million of unrecognized share-based compensation expense related to unvested share options with a

weighted-average remaining recognition period of 2.4 years.
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Comprehensive Income (Loss)

Unrealized gain (loss) on the Company s available-for-sale securities is included in accumulated comprehensive income (loss). Comprehensive
income (loss) and its components for the three and nine months ended September 30, 2009 and 2008 was as follows (in thousands):

Three Months Ended Nine Months Ended
September 30, September 30,
2009 2008 2009 2008
Net income (loss) $1,538 $(20,362) $(2,433)  $(55,227)
Unrealized gain (loss) on securities available-for-sale (93) 2 (73)
Comprehensive income (loss) $1,538  $(20,455) $(2,431) $ (55,300)

Income Taxes

The Company recognized $0.4 million in income tax expense for the three months ended September 30, 2009 relating to federal, minimum, state
and other withholding taxes for 2009, compared with no income tax expense for the same period of 2008. The Company s effective tax rate will
fluctuate from period to period due to several factors inherent in the nature of the Company s operations and business transactions. The factors
that most significantly impact this rate include the variability of licensing transactions in foreign jurisdictions.

The Company recognized $6.1 million in income tax expense for the nine months ended September 30, 2009, primarily related to $5.8 million of
foreign income tax expense recognized in connection with the expansion of the Company s existing collaboration with Takeda Pharmaceutical
Company Limited ( Takeda ), which was signed in February of 2009. Refer to Note 4: Collaborative and Other Arrangements for additional
information. In addition, the Company recognized an additional $0.3 million in income tax expense related to federal, minimum, state and other
withholding taxes for 2009. No income tax expense was recognized for the nine months ended September 30, 2008.

Net Income (Loss) Per Common Share

Basic net income (loss) per common share is based on the weighted-average number of common shares outstanding during the period. Diluted
net income (loss) per common share is based on the weighted-average number of common shares and other dilutive securities outstanding during
the period, provided that including these dilutive securities does not increase the net income (loss) per share.

Potentially dilutive securities are excluded from the calculation of earnings per share if their inclusion is antidilutive. The following table shows
the total outstanding securities considered antidilutive and therefore excluded from the computation of diluted net income (loss) per share (in
thousands):

Three Months Ended Nine Months Ended

September 30, September 30,
2009 2008 2009 2008
Options for common shares 16,497 18,642 18,591 18,642
Convertible preference shares 3,818 3,818 3,818
Warrants for common shares 11,100 11,100
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For the three months ended September 30, 2009, the following is a reconciliation of the numerators and denominators of the basic and diluted
net income per share (in thousands):

Three Months Ended
September 30,
2009
Numerator
Net income used for diluted net income per share $ 1,538
Denominator
Weighted average shares outstanding used for basic net income
per share 167,254
Effect of dilutive share options 1,690
Effect of convertible preference shares 3,818
Weighted average shares outstanding and dilutive securities used
for diluted net income per share 172,762

For the nine months ended September 30, 2009 and for the three and nine months ended September 30, 2008, all outstanding securities were
considered antidilutive, and therefore the calculations of basic and diluted net loss per share are the same.

10
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Cash and Cash Equivalents

The Company considers all highly liquid debt instruments with maturities of three months or less at the time the Company acquires them to be
cash equivalents. At September 30, 2009 and December 31, 2008, cash equivalents consisted of overnight deposits, money market funds,
repurchase agreements and debt securities with original maturities of 90 days or less and are reported at fair value. Cash and cash equivalent
balances were as follows as of September 30, 2009 and December 31, 2008 (in thousands):

September 30, 2009

Cost Unrealized Unrealized Estimated
Basis Gains Losses Fair Value
Cash $15,132 $ $ $ 15,132
Cash equivalents 12,594 12,594
Total cash and cash equivalents $27,726 $ $ $ 27,726

December 31, 2008

Estimated

Cost Unrealized Unrealized Fair

Basis Gains Losses Value
Cash $ 553 $ $ $ 553
Cash equivalents 8,960 8,960
Total cash and cash equivalents $ 9,513 $ $ $ 9,513

Short-term Investments

Short-term investments include debt securities classified as available-for-sale. Available-for-sale securities are stated at fair value, with
unrealized gains and losses, net of tax, if any, reported in other comprehensive loss. The estimate of fair value is based on publicly available
market information. Realized gains and losses and declines in value judged to be other-than-temporary on available-for-sale securities are also
included in investment and other income. The cost of investments sold is based on the specific identification method. Interest and dividends on
securities classified as available-for-sale are also included in investment and other income.

At September 30, 2009, the Company had no short-term investments. At December 31, 2008, all short-term investments had maturities of less
than one year.

Short-term investments by security type at December 31, 2008 were as follows (in thousands):

December 31, 2008

Cost Unrealized Unrealized Estimated
Basis Gains Losses Fair Value
Corporate notes and bonds $1,301 $ $ 2) $ 1,299
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Total short-term investments $1,301 $ $ 2) $ 1,299

The Company recognized no realized gains or losses on short-term investments for the three and nine months ended September 30, 2009. The
Company recognized no realized gains or losses on short-term investments for the three months ended September 30, 2008 and $4,000 in
realized gains on short-term investments for the nine months ended September 30, 2008.

Restricted Cash

At September 30, 2009, the Company had no restricted cash due to the repayment in full of the Goldman Sachs term loan in the third quarter of
2009, as discussed in Note 5: Debt and Other Financings Goldman Sachs Term Loan. Under the terms of the Company s loan agreement with
Goldman Sachs, the Company maintained a custodial account, which has since been closed, for the deposit of royalty revenues in addition to a
standing reserve of the next semi-annual interest payment due on the loan. This cash account and the interest earned thereon was used solely for
the payment of the semi-annual interest amounts due on each April 1 and October 1 that the loan was outstanding and, at that time, amounts in
excess of the interest reserve requirement were used to pay down principal or distributed back to the Company, at the discretion of the lenders.

11
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At December 31, 2008, the restricted cash balance of $9.5 million included $8.6 million held in the Goldman Sachs custodial account and $0.9
million related to an irrevocable letter of credit arrangement, which was released to the Company in the first quarter of 2009. The December 31,

2008 balances were invested in money market funds and a certificate of deposit, respectively.
Receivables

Receivables consisted of the following at September 30, 2009 and December 31, 2008 (in thousands):

September 30,

2009
Trade receivables, net $ 2,676
Other receivables 527
Total $ 3,203

Accrued Liabilities

Accrued liabilities consisted of the following at September 30, 2009 and December 31, 2008 (in thousands):

September 30,
2009

Accrued management incentive compensation $ 2,520
Accrued restructuring costs 175
Accrued payroll and other benefits 2,903
Accrued professional fees 701
Accrued clinical trial costs 454
Deferred rent 489
Income tax payable 336
Other 961
Total $ 8,539

Supplemental Cash Flow Information

The following table shows the supplemental cash flow information for the nine months ended September 30, 2009 and 2008 (in thousands):

Non-cash investing and financing activities:

Table of Contents

December 31,
2008
$ 16,274
412
$ 16,686
December 31,
2008
$
2,776
514
438
399
311
$ 4,438

Nine Months Ended
September 30,
2009 2008
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Fair value of warrant liability $ 5321 %
Interest added to principal balance on Novartis note $ 249 $ 704

Refer to Note 5: Debt and Other Financings for additional disclosures regarding the warrants liability and the Novartis note.

12
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2. FAIR VALUE

The following tables set forth the Company s fair value hierarchy for its financial assets (cash equivalents and investments) and liabilities
measured at fair value on a recurring basis as of September 30, 2009 and December 31, 2008.

Financial assets carried at fair value as of September 30, 2009 and December 31, 2008 are classified as follows (in thousands):

Fair Value Measurements at September 30, 2009 Using

Quoted Prices
in Active Significant L.
Markets for Other Significant
Identical Observable Unobservable
Assets Inputs Inputs
Total (Level 1) (Level 2) (Level 3)

Repurchase agreements $ 7,225 $ 7,225 $ $
Money market funds 5,369 5,369
Total $12,594 $ 12,594 $ $

Fair Value Measurements at December 31, 2008 Using

Quoted
Prices
in Active Significant
Markets for Other Significant
Identical Observable Unobservable
Assets Inputs Inputs
Total (Level 1) (Level 2) (Level 3)
Repurchase agreements $ 8,950 $ 8,950 $ $
Certificates of deposit- restricted 952 952
Money market funds 10 10
Money market funds-restricted 8,593 8,593
Corporate notes and bonds 1,299 1,299
Total $ 19,804 $ 18,505 $ 1,299 $

13
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Financial liabilities carried at fair value as of September 30, 2009 are classified as follows (in thousands):

Fair Value Measurements at September 30, 2009 Using
Quoted Prices

in Active
Markets Significant
for Other Significant
Identical Observable Unobservable
Assets Inputs Inputs
Total (Level 1) (Level 2) (Level 3)

Warrants liability $ 5321 $ $ $ 5,321
Total $ 5,321 $ $ $ 5,321

The fair value of the warrants liability was determined at September 30, 2009 using the Simulation Model, as discussed in Note I: Business and
Summary of Significant Accounting Policies  Significant Accounting Policies = Accounting for Warrants.

The Company did not have any financial liabilities carried at fair value as of December 31, 2008.

The following table provides a summary of changes in the fair value of the Company s Level 3 financial liabilities for the nine month period
ended September 30, 2009 (in thousands):

Warrants
Liability
Balance at December 31, 2008 $
Initial fair value of warrants (6,541)
Change in fair value of warrants included in other expense 1,220
Balance at September 30, 2009 $ (5,321)

14
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3. RESTRUCTURING CHARGES

On January 15, 2009, the Company announced a workforce reduction of approximately 42%, or 144 employees, a majority of which were
employed in manufacturing and related support functions. This decision was made based on the challenging economic conditions and a decline
in forecasted contract manufacturing demand in 2009.

As part of this workforce reduction, the Company recorded a charge of $3.3 million related to severance, other termination benefits and
outplacement services in the first quarter of 2009. In the second quarter of 2009, the Company recorded an adjustment of $0.2 million to reduce
the outplacement services liability related to the expiration of outplacement services offered to terminated employees. Additionally during the
second quarter of 2009, the Company vacated one of its leased buildings and recorded a restructuring charge of $0.5 million primarily related to
the net present value of the net future minimum lease payments at the cease-use date, less the estimated future sublease income. The Company is
currently seeking a sublease tenant. These charges are included as restructuring expenses in the consolidated statement of operations for the nine
months ended September 30, 2009. The following table summarizes the restructuring charges and utilization for the nine months ended
September 30, 2009 (in thousands):

Balance as Balance as
of of
December 31, Cash Interest September 30,
2008 Charges Payments Expense  Adjustments 2009
Employee severance and benefits $ $ 3,289 $ (3,098) $ $ (191) $
Facilities consolidation 491 (78) 3 416
Total $ $ 3,780 $ (3,176) $ 3 $ (191) $ 416

Employee severance and other termination benefits related to the January of 2009 workforce reduction were fully paid in the third quarter of
2009. The Company does not expect to incur any additional restructuring charges for employee severance and other termination benefits related
to the January of 2009 workforce reduction. The facilities consolidation charge is recorded as both a current accrued liability and a long-term
liability at September 30, 2009 since the remaining lease term of the vacated building is approximately five years.

Also, as a result of the workforce reduction, the Company significantly reduced operations in four leased buildings in the first quarter of 2009. In
the second quarter of 2009, the Company resumed operations in one of these buildings and vacated another resulting in a restructuring charge, as
discussed above. The Company s leases on the remaining two buildings expire in 2011 and 2013, and total minimum lease payments due from
October 1, 2009 until expiration of the leases are $4.3 million. The Company is pursuing multiple strategies to provide various options as to the
future use of these leased spaces.

As of September 30, 2009, the Company performed an analysis of the long-lived assets related to the two remaining leased buildings, with an
approximate net book value of $8.9 million. Based on estimated undiscounted future cash inflows, the Company has determined that there is no
current impairment relating to these assets, and will continue to assess for impairment at each future reporting period.

4. COLLABORATIVE AND OTHER ARRANGEMENTS
Sale of the LUCENTIS® Royalty Stream

Through the second quarter of 2009, the Company received royalties from Genentech on sales of LUCENTIS®, for the treatment of neovascular
(wet) age-related macular degeneration. In the third quarter of 2009, the Company sold the LUCENTIS® royalty stream to Genentech for a total
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of $25.0 million, which included the receipt of royalties of $2.7 million earned in the second quarter of 2009 and an additional one-time,
non-refundable payment of $22.3 million. The Company recognized the entire payment as royalty revenue in September of 2009 as the terms of
the sale were fulfilled and no related continuing performance obligations exist. The net proceeds from this transaction were used, together with
other funds, to repay the Goldman Sachs term loan. The Company will not receive any further royalties on sales of LUCENTIS®.

Antibody Discovery Collaboration with Arana

In September of 2009, the Company entered into an antibody discovery collaboration with Arana Therapeutics Limited, a wholly-owned
subsidiary of Cephalon, Inc. ( Arana ), involving multiple proprietary XOMA antibody research and development technologies, including a new
antibody phage display library and a suite of integrated information and data management systems. Arana agreed to pay the Company a fee of
$6.0 million, and the Company may be entitled to future milestone payments, aggregating up to $3.0 million per product, and royalties on
product sales.
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The fee of $6.0 million will be recognized as revenue upon validation of the technologies by Arana, which is scheduled for the fourth quarter of
2009, at which point the terms of the agreement will be fulfilled and no related continuing performance obligations will exist. As of

September 30, 2009, the Company has received payment of $4.0 million due under the arrangement, which is recorded as deferred revenue. The
remaining $2.0 million is payable in September of 2010.

Biodefense Subcontract with SRI International

In the third quarter of 2009, the Company began work on two biodefense subcontract awards from SRI International, including a $1.7 million
award to develop novel antibody drugs against the virus that causes severe acute respiratory syndrome and a $2.2 million award to develop a
novel antibody, known as F10, that has been shown to neutralize group 1 influenza A viruses, including the HIN1 and H5N1 strains. The
subcontract awards are funded through NIAID. The Company will recognize revenue under these arrangements as the related research and
development costs are incurred. Revenue recognized through the third quarter of 2009 relating to these subcontracts was $0.1 million.

Termination of Target Development Programs with Schering-Plough Research Institute

In May of 2006, the Company entered into a fully funded collaboration agreement with the Schering-Plough Research Institute ( SPRI ), a
division of Schering-Plough Corporation, for therapeutic monoclonal antibody discovery and development. SPRI selected the initial discovery
and development program at the inception of the collaboration and, in December of 2006, exercised its right to initiate additional discovery and
development programs.

In the second quarter of 2009, the number of discovery and development programs under this collaboration was significantly reduced, which
resulted in the accelerated recognition of $2.6 million in May of 2009 of the remaining unamortized balance in deferred revenue pertaining to
the terminated programs. The Company will continue to amortize the deferred revenue relating to its continuing efforts over the estimated
remaining period of the Company s obligation.

Expansion of Collaboration with Takeda

In February of 2009, the Company expanded its existing collaboration with Takeda to provide Takeda with access to multiple antibody
technologies, including a suite of research and development technologies and integrated information and data management systems. The
Company was paid a $29.0 million expansion fee, of which $23.2 million was received in cash in February of 2009 and the remainder was
withheld for payment to the Japanese taxing authority. After deducting an estimated $1.5 million in costs to be incurred related to the agreement,
the Company recognized $27.5 million in revenue in February of 2009 as the terms of the expansion were fulfilled and no related continuing
performance obligations exist. In the third quarter of 2009, the final costs were determined, and as a result the Company recognized additional
revenue of $0.6 million related to this agreement due to actual costs being lower than the original estimate. The Company continues to conduct
multiple discovery programs through this arrangement.

Restructuring of Collaboration with Novartis

The Company entered into a product development collabor