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We recently had the opportunity to sit down with Capnia management and review the “next” steps and timeline
involved with the completion of the merger with Essentialis. As a reminder, Essentialis’s primary business is
the clinical development of a proprietary formulation of diazoxide choline into controlled release tablets
(DCCR) for the treatment of Prader-Willi Syndrome, a complex genetically-based metabolic and
neurobiological/behavior disorder emanating from a loss of function of a set of genes on chromosome 15. Once
the merger is complete, Capnia will be migrating its messaging and corporate presence away from its legacy
device products to that of a rare disease therapeutics company. In doing so, management is hopeful that the
acquisition of Essentialis’s Phase IIb/III-ready “derisked” therapeutic will bring forth enhanced shareholder
value.

1)
2)
3)
4)

Merger Timeline:
February-Proxy distributed
March 6th - Shareholder meeting and vote
March 7th or 8th -10K filing
Merger closes – as soon as practical; anticipated by early to mid-April

8K filing on February 28th
The above timeline, however, may become disrupted. Capnia filed an 8K on February 28th that updated and
refined certain proxy information related the merger in addition to disclosing that a purported shareholder class
action lawsuit, captioned Garfield v. Capnia, Inc., et al., Case No. C17-00284, was filed in Superior Court of
the State of California, County of Contra Costa, on February 16, 2017, naming Capnia and certain of its officers
and directors. The lawsuit generally alleges that Capnia’s directors breached their fiduciary duties to
Capnia stockholders by seeking to sell control of Capnia through an allegedly defective process, and on unfair
terms. The lawsuit also alleges that Capnia failed to disclose all material facts concerning the proposed merger
to stockholders. As is usual in such cases, the class action seeks equitable relief that would enjoin the
consummation of the proposed merger, compensatory and/or rescissory damages, and attorneys’ fees and costs.
Although Capnia makes a statement within the 8K denying the allegations and the need for any supplemental
disclosures, the 8K did contain a number of supplemental disclosures which addressed Vivo Ventures’
Essentialis ownership post bridge loan conversion, Vivo Ventures commitment to purchase approximately 1.4
million shares at $0.96 in the merger financing and on background underlying Capnia’s Board recommendation
to shareholders to approve the merger. The disclosure of the shareholder lawsuit undoubtedly contributed to
Tuesday’s share sell-off.
Please find Important Disclosures beginning on Page 3.
Page 1 of 6

www.dawsonjames.com

March 2, 2017

Aspire Capital Fund Registration Statement
In addition to the abovementioned 8K, Capnia recently filed a registration statement covering up to 10 million
shares issuable to Aspire Capital Fund under a Stock Purchase Agreement dated January 27, 2017. The Stock
Purchase Agreement commits Aspire to purchase an aggregate of $17 million of common stock over the next 30
months in what is essentially an equity line. Capnia had a similar At-the-Market Stock Purchase Agreement
with Aspire in 2015. In consideration for entering into the Purchase Agreement, Capnia issued 708,833
common stock shares to Aspire Capital on January 27th as a commitment fee. Capnia agreed to file one or more
registration statements in conjunction with this transaction, the first of which was filed on February 1st.
Aspire is also one of the investors who, as a group, have indicated that they will purchase 8,333,333 shares of
Capnia common stock at a price of $0.96 per share (the Concurrent Financing) immediately following the
merger, subject to the merger being completed on or before April 30, 2017 and to certain other conditions.
Aspire will purchase 2,083,333 common shares at $0.96 as part of this Concurrent Financing commitment.
Sabby Management LLC, who retains participation rights from a June 2016 private placement, may also
purchase up to additional 3,472,222 shares in connection with the Concurrent Financing.
Business View
With regard to the legacy device business, management has indicated the intention is to maintain the business in
“steady state” mode while strategic alternatives are reviewed. Management expressed continued difficulty in
achieving meaningful sales traction with its neonate product portfolio without obtaining significant additional
funding to support a more aggressive sales and marketing plan and to drive clinical progress of therapeutic nasal
CO2 candidates. The uncertain likelihood of securing such financing is, at the end of the day, the primary
rationale for the merger transaction, as investor enthusiasm for rare disease therapeutics is currently much
higher than investor appetite for early stage niche medical devices. It should be pointed out, however, that
management remains committed to the underlying value of the neonate products franchise. As such,
management expressed the view that a preferred exit of the business, if possible, would likely incorporate some
sort residual interest in the business such as a royalty or residual value stream.
In our opinion, securing a single “business as a whole” exit to the legacy business may prove quite challenging
and could take a significant amount of time. The basis of our opinion lies in the fact that, although the
commercialized products focus on neonates, the pipeline products attempt to extend core Capnia device
technology beyond this market and other pipeline products are directed towards pharmaceutical therapeutic
indications, as the chart below depicts. With this “cohesiveness” challenge in mind, we believe that Capnia may
find more discussion opportunity in a piece-meal exit, where the pool of assets is broken up to match specific
parties’ interests. If that were to occur, there may be a possibility that under the right conditions, Capnia could
take advantage of a “the parts are worth more than the whole” scenario. This will depend, of course, on
management’s talent in negotiation. It’s our sense that the Company has already begun testing the waters in a
variety of options that would include breaking up the legacy products into various segments. The Company has
now stated publicly its desire to seek such strategic alternatives as a priority for 2017.
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Capnia Legacy Product-Development Snapshot*

Focus on Building a Building a Therapeutics Pipeline
Key to the success of this merger and executing on the promise of an improved shareholder outlook now will
rest on the development program for DCCR. As previously mentioned, the Essentialis asset is absent much of
the typical “early stage” risk. The active ingredient is already standard of care for the Prader-Willi and other
indications and has over 120,000 patient years of treatment history. The Essentialis oral controlled release
formulation is well characterized and has shown efficacy in a range of PWS behaviors that is supported by
data in 120 patients from five Phase I and three Phase II clinical trials. Management expects that by
converting the administration of diazoxide choline from an oral suspension that needs to be given two or more
times per day to an oral tablet, convenience and perhaps a better side effect profile, will drive rapid market
acceptance if and when DCCR reaches FDA approval. The following is the current development timeline for
DCCR.
DCCR Prader-Willi Development Timeline*
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Because of the long clinical history of DCCR’s active ingredient, the Essentialis team has also been targeting
the expansion of DCCR indications into other areas of metabolic/neurologic disorders. Specifically of interest
are diseases where there is opportunity to secure Orphan Drug designations and to treat high value rare and
ultra-rare disease for which there are few, if any, alternatives.
Future Therapeutic Opportunities for DCCR*

* Source: Capnia corporate presentation Jan 2017

2017 Milestones Articulated
Concurrently with providing the rationale for the merger, Capnia management has been laying out a set of
milestones for the combined business that they intend to accomplish in 2017. We summarize as follows:
1) Close merger and complete the pre-announced $8 million in concurrent financing, thus post-merger,
Capnia will have approximately $11 million in cash and no debt
2) Schedule an FDA “guidance” meeting to discuss the clinical path for DCCR
3) Initiate the Prader-Willi Syndrome Phase IIb/III clinical trial in 2H 2017
4) Continue to assess strategic alternatives for the legacy marketed and in-development products
5) Secure orphan drug designation for DCCR in additional indications

Comment
The Essentialis acquisition brings a unique mid-stage, fairly well de-risked asset into Capnia and DCCR
doesn’t carry the same operational and sales and marketing challenges as Capnia’s legacy products. These are
positives. However, from an investor viewpoint, there is still a “timeline” risk to assess. Execution against
that timeline, and management savvy in terms of leveraging opportunities to perhaps shorten portions of that
timeline will be important “valuation” indicators. Looking past the closing of this merger, we expect
investors to focus on how quickly management can secure a date for the FDA guidance meeting, which is
No.1 on their list of 2017 priorities and milestones. SG
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Company Notes provide current information we believe might be noteworthy to investors regarding the subject companies.
Company Notes are not intended to be complete research reports. More detailed information concerning the rated companies
referenced in this Note, including the full reports, basis for price targets and other disclosures, may be found at:
http://dawsonjames.com/research_coverage.

Important Disclosures:

Dawson James Securities, Inc. (the “Firm”) is a member of the Financial Industry Regulatory Authority (“FINRA”) and
the Securities Investor Protection Corporation (“SIPC”).
The Firm does not make a market in the securities of the subject companies. The Firm has engaged in investment
banking relationships with CAPN in the prior 12 months, as a manager or co-manager of a public offering and has
received compensation resulting from those relationships. The Firm may seek compensation for investment banking
services in the future from each of the subject companies. The Firm may have received other compensation from the
subject companies in the last 12 months for services unrelated to investment banking.
Neither the research analyst(s) whose name appears on this report nor any member of his (their) household is an officer,
director or advisory board member of these companies. 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. As of February 28, 2017, the Firm
as a whole did not beneficially own 1% or more of any class of common equity securities of any of the subject company
(s) of 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 related to those securities) of the companies subject to this report. The
Firm may effect transactions as principal or agent in those securities.
Analysts receive no direct compensation in connection with the Firm's investment banking business. All Firm
employees, including the analyst(s) responsible for preparing this report, may be eligible to receive non-product or
service specific monetary bonus compensation that is based upon various factors, including total revenues of the Firm
and its affiliates as well as a portion of the proceeds from a broad pool of investment vehicles consisting of components
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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.
Although the statements 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 securities of the company discussed 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.

Ratings Definitions:
1)
2)
3)

Buy:
the analyst believes the price of the stock will appreciate and produce a total return
of at least 20% over the next 12-18 months;
Neutral: the analyst believes the price of the stock is fairly valued for the next 12-18
months;
Sell:
the analyst believes the price of the stock will decline by at least 20% over the next
12-18 months and should be sold.

The following chart reflects the range of current research report ratings for all companies followed by the analysts of the
Firm. The chart also reflects the research report ratings relating to those companies for which the Firm has performed
investment banking services.

Company Coverage
Ratings Distribution
# of Companies % of Total
Market Outperform (Buy)
2
33%
Market Perform (Neutral)
0
0%
Market Underperform (Sell)
0
0%
Rating Suspensions*
4
67%
Total
6
100%

Investment Banking
# of Companies % of Totals
1
50%
0
0%
0
0%
4
100%
5
83%

*Sus pens i ons a re ra ti ngs under revi ew for pos s i bl e cha nge due to unus ua l
ma rket-movi ng news , a nd/or a na l ys t depa rture/cha nge

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 (their) 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.
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