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Investment Highlights

1) NovaBay is moving ahead with its R&D partnerships,
particularly the newer one with Galderma, signed in March. In
September, the Company launched a Phase Ila proof-of-concept study
of its lead Aganocide compound NVC-422 in impetigo. The double-
blind 120 patient study will be conducted at two sites in the Dominican
Republic using a dermal formulation on children between 2-12.
Patients have already been enrolled in the study and final results are
expected to be released in the first half of 2010. Impetigo is a common
skin infection, caused by s. aureus and s. pyogenes viruses, and affects
over one million people in the US alone. Also as part of the Galderma
relationship, NovaBay is planning to initiate a Phase | proof-of-
concept study for NVC-422 in acne, an even larger indication, with 17
million sufferers in the US.

2) Despite corporate upheaval, Alcon (now part of Novartis) has
also advanced the companies’ partnerships this year, initiating a
Phase Il clinical trial in July for NVC-422 in conjunctivitis (pink
eye) patients. The study calls for treatment of approximately 250
patients at more than 30 sites, primarily in the US, and follows a
successful 120-patient Phase | study recently completed. Conjunctivitis
is a large indication in the US, with as much as 15 million scripts
written per year, with the largest market share held by Alcon’s anti-
infective Vigamox drops with no anti-virals currently approved for the
roughly 50% of the indications caused by viruses.

3) Going it alone as well. NovaBay has been busy with its
proprietary R&D programs as well, and will be presenting (at IDSA
later this month) a pre-clinical study using Aganocide NVC-422 to
treat onychomycosis (nail fungus) as well as continuing the
Company’s exploratory Phase Il study with NVC-422 in catheter-
associated urinary tract infections (CAUTI), in which patients were
first enrolled in November 2008. NovaBay is also pursuing the use of
AgaNase (NVC-422 in a nasal spray) in nasal infections, completing a
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Phase Ila study last year using AgaNase for nasal decolonization of staph aureus infections including MRSA
and signing an exclusive agreement in April 2009 with two Austrian researchers who pioneered the use of NCT
(Aganocide is a synthetic analog of NCT) and have performed studies using NCT to treat ear infections as well
as other medical areas.

Conclusion/Stock Valuation

NovaBay shares have held steady this year after an initial bounce back, while other biotech stocks have
performed more favorably, even as the Company has announced a number of new clinical initiatives and
advances. The level share price could be a function of a stepped-up proprietary R&D spending this year by
NovaBay, perhaps leading to the need for an additional equity financing in the near future (a $2.45 million
offering was completed in August). Alternatively, stock prices could be a function of worries over the recent
transition of Alcon into a Novartis subsidiary and uncertainty regarding future possible collaborations between
Alcon and the Company, such as for the use of Aganocides in contact lens solution, which would represent a
very large potential indication. In addition, we have had difficulty maintaining contact with NovaBay
management this fall, despite an active public relations program by the Company, perhaps reflecting an
emphasis by the Company on making new investor contacts rather than keeping older ones. Thus, we are
lowering our rating on NovaBay to Neutral, recommending that investors stay on the sideline with this stock
until certain issues such as future funding and Alcon’s long-term involvement can be resolved.

Risk Factors

NovaBay is subject to regulatory review for its ongoing research and development activities, currently with the
US Food and Drug Administration but also potentially with other regulatory agencies should the Company
pursue regulatory approvals in Europe, Latin America and/or Asia. The Company is also reliant on several
development partners for key medical indications, and should one or more of these partners experience
regulatory or internal planning issues the Company’s near- and medium-term potential returns could be delayed.
Finally, the Company may need to defend its product patent portfolio in the event of future challenges by
competitors.

Catalysts/Investor Timeline
1) Begin Phase la trial with Galderma for Acne — end of year 2009
2) Additional Galderma milestone payment — end of year 2009
3) Onychomycosis (nail fungus) in-vitro study (non-partnered) results release — end of year 2009
4) Begin Phase 1 trial with Alcon for otic applications (ear infections) — end of year 2009
5) Release of Phase Il trial results for CAUTI (non-partnered) —end of year 2009
6) Release of final Phase 1A results for Impetigo — H2/2010
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NovaBay Pharmaceuticals. Inc. Robert M. Wasserman
Consolidated Statements of Income _
{in $000s, except EPS)
FYE December 2005 2006 2007 1908 2008 3008 4008 2008 1Q09 2Q09  3Q09FE 4Q09F  2009E 2010E 2011E
March June Sept Dec March June Sept Dec
Revenues
License and collaboration revenue S0 S1.533 | $5013 51492 §1.442 $1.592 52,196 $6.722 52,611 $2.357 $2.500 $2.700 510,168 $12,500 $13.000
Royalties and other 0 0 0 0 0 0 0 0 0 0 0 0 0 300 L1000
Total revenues ] 1,333 3.913 1492 1442 1592 2196 6,722 2611 2337 2,500 2700 10,168 13.000 16.000
Expenses
Research and development 1952 1087 7421 2,647 2371 1.443 2541 9.002 1361 1444 1450 1300 5,755 6.500 7500
General and administeative 1617 2972 | 4368 1684 1,575 1715 1253 6229 1579 1.191 1200 1250 5220 6.000 7.000
One-time and other 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
Total operating expenses 3,569 7059 | 11789 4331 3.046 3.158 3796 7 15231 2,040 2635 7 2630 2750 10,975 12,500 14.500
Loss from operations (G.569) (3.526) (5.876)  (2839) (@504 (1366)  (1600) @309 @9 Qi (150 Gn (807 500 1,500
Interest expense feli) feli} 0 @0) 20) (60) 50 &0
Other expense. net 106 240 488 163 118 11 64 422 1 9 50 100 170 200 300
Net loss before income taxes (3463)) (3.286)| (3.388) (2.676) (2410) (1.489) (1,536) (8.111) (318) (289) (120) 30 {697y 650 1.750
Provision for income taxes 1] 0 (12} @ 0 0 1] 2) 0 0 0 0 1] 1] 0
Net income (loss) (3463)| (3.286)| (5400)|  (2678)  (2410)  (1489)  (1336) G113 @18 @8y (120 30 (697) 650 1,750
Basic and diluted income (loss) per share G070 (G097 (S060N (5013 G0l 5007 (5007 (5038) (G000 (G001} (S00D 3000 5003) 3003 007
Basic and diluted shares outstanding 4852 5,713 3,974 21.288 21,334 21,443 21,469 21312 | 21620 21,931 22500 23300 21,312 23,300 24,000
Key ratios:
Cash Flow/share (50.63)|  (S50.86)| (50.54)| (50.11) (50.10) (50.06) (50.06) (50.32) $0.00 $0.01 $0.02 $0.02 $0.05 $0.12 $0.17
EBITDA/share (5063)| (S086)| (S053)| (S0.11)  (50.09)  (S0.08)  (S0.06) 6032 soo0  soo1 $002  S002  $005 $0.12 $0.18
Balance Sheets Investor Catalyst Timeline
(5000s) 2Q09 3QU09E 4Q09E 2010E
Assets: 12/31/08  6/30/08 June Sept Dec
Cash and equivalents $12.009 58,000 Alcon
Short-temm investments 414 2,685 Confunctivitis (Pink-eye
Prepaid expenses & other ] 169 Begin Phase IT X
Total current To125137 11454 Otic lications (ear infections
Property & equip . net 1436 1,575 Begin Phase I X
Other 0 0 Galderma
TOTAL ASSETS $13.969  §13,029 Impetigo
Liabilities: Phase IIA - Launched X
Accounts payable 5406 §333 Phase ITA - Final results HA2
Accrued liabilities & other 1,574 1,052 Acne
Deferred revenue 2.500 3.100 Phase Ia - Launch X
Total current 4480 4,683 Additional Milestone Payment X
Deferred revenue & other non-current liabilities 2144 838 Progrietan'
Stockholders' equity 1345 1456 CAUTI
TOTAL LIAB & EQ $13.969  $13,029 Phase II trial results X
Onychomvycosis
Release of In-vitro results X

Source: Dawson James Securities, Inc. estimates; Company documents
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Price target and ratings changes over the past 3 years:
Initiated — January 3, 2008 — Speculative Buy — Price Target $8.00
Downgrade to Neutral — October 7, 2009

Analyst Certification: The analyst(s) whose name appears on this research report certifies that 1) all of the views expressed in this
report accurately reflect his personal views about any and all of the subject securities or issuers discussed; and 2) no part of the
research analyst’s compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by
the research analyst in this research report; and 3) All Dawson James employees, including the analyst(s) responsible for preparing this
research report, may be eligible to receive non-product or service specific monetary bonus compensation that is based upon various
factors, including total revenues of Dawson James and its affiliates as well as a portion of the proceeds from a broad pool of investment
vehicles consisting of components of the compensation generated by investment banking activities, including but not limited to shares
of stock and/or warrants, which may or may not include the securities referenced in this report.

Dawson James has received investment banking compensation from the company mentioned in this report and may actively seeking
compensation for investment banking services in the future. Dawson James does not make a market in this security. Neither the
research analyst whose name appears on this report nor any member of his household is an officer, director or advisory board member
of the company. Dawson James did not receive any other compensation from the company in the previous 12 months. The Firm and/or
its directors and employees may own securities of the company(s) in this report and may increase or decrease holdings in the future.

Ratings definitions: 1) Speculative Buy: the stock is expected to appreciate and produce a total return of at least 30% over the next
12-18 months but the volatility and investment risk is substantially higher than our "Strong Buy" recommendation; 2) Strong Buy:
the stock is expected to appreciate and produce a total return of at least 30% over the next 12-18 months; 3) Buy: the stock is
expected to appreciate and produce a total return of at least 20% over the next 12-18 months; 4) Neutral: the stock is fairly valued for
the next 12-18 months; 5) Sell: the stock is expected to decline at least 20% over the next 12-18 months and should be sold; 6) Sell
Short: the stock is expected to decline at least 30% over next 12-18 months and should be sold short, however the volatility and
investment risk is substantially higher than our "Sell" recommendation; 7) Under Review: the previous rating and/or price target is
suspended due to a significant event which now requires additional analysis and the previous rating and/or price target cannot be relied
upon; and 8) Restricted: coverage cannot be initiated or has been temporarily suspended to comply with applicable regulations and/or
firm policies in certain circumstances such as investment banking or an advisory capacity involving the company.

Company Coverage Investment Banking
Ratings Distribution | # of Companies | % of Total | # of Companies | % of Totals
Speculative Buy 5 33% 5 100%
Strong Buy 0 0% 0 0%
Buy 7 47% 1 14%
Neutral 3 20% 2 67%
Sell 0 0% 0 0%
Sell Short 0 0% 0 0%
Under Review 0 0% 0 0%
Restricted 0 0% 0 0%
Total 15 100% 8 53%
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Information about valuation methods and risks can be found in the “STOCK VALUATION” and
“RISKS” sections of this report.

DAWSON JAMES SECURITIES, INC., Member SIPC, FINRA, (the "Firm") does not make a market in these securities. The Firm may perform or seek to perform investment banking services for these
companies in the future. Analysts receive no direct compensation in connection with the firm's investment banking business. All Dawson James employees, including the analyst(s) responsible for
preparing this research report, may be eligible to receive non-product or service specific monetary bonus compensation that is based upon various factors, including total revenues of Dawson James and
its affiliates as well as a portion of the proceeds from a broad pool of investment vehicles consisting of components of the compensation generated by investment banking activities, including but not
limited to shares of stock and/or warrants, which may or may not include the securities referenced in this report. The Firm, its officers, directors, analysts or employees may effect transactions in and have
long or short positions in the securities (or options or warrants with respect thereto) mentioned herein. Although the statements of fact in this report have been obtained from and are based upon
recognized statistical services, issuer reports or communications, or other sources that the Firm believes to be reliable, we cannot guarantee their accuracy. All opinions and estimates included in this
report constitute the analyst’s judgment as of the date of this report and are subject to change without notice. The Firm may effect transactions as principal or agent in the securities mentioned herein. The
securities discussed or recommended in this report may be unsuitable for investors depending on their specific investment objectives and financial position. This report is offered for informational purposes
only, and does not constitute an offer or solicitation to buy or sell any securities discussed herein in any jurisdiction where such would be prohibited. Additional information is available upon request.
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