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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Certain statements in this Report under the captitam 7, "Management's Discussion and Analysisimdncial Condition and Results of
Operations," Item 1, "Business" and elsewhereismReport constitute "forward-looking statements#thim the meaning of the Private
Securities Litigation Reform Act of 1995 (the "RefoAct"). Such forward-looking statements involugokvn and unknown risks,
uncertainties and other factors which may causac¢heal results, performance or achievements adéyaDrug Co., Inc. ("Halsey" or the
"Company"), or industry results, to be materialiffetent from any future results, performance, cniavements expressed or implied by such
forward-looking statements. Such factors inclugeoag others, the following:

changes in general economic and business conditmsssof market share through competition; intiighin of competing services by other
companies; changes in industry capacity; pressugaioes from competition or from purchasers of@mmpany's products; regulatory
changes in the generic pharmaceutical manufactimohgstry; regulatory obstacles to the introductiddmew services that are important to
Company's growth; availability of qualified persetrthe loss of any significant customers; and othetors both referenced and not
referenced in this Report. When used in this Reploetwords "estimate,” "project, believe," and similar
expressions are intended to identify forward-logkstatements.

anticipate,kpect," "intend,

Iltem 1. Business.
GENERAL

The Company, a New York corporation establishet9ig5, and its subsidiaries, are engaged in the faetuue, sale and distribution of
generic drugs. A generic drug is the chemical &edapeutic equivalent of a brand-name drug for Wwhiatent protection has expired. A
generic drug may only be manufactured and soldtémpts (and any additional government-granted ekaty periods) relating to the brand-
name equivalent of the generic drug have expiregereric drug is usually marketed under its gersgr@mical name or under a brand name
developed by the generic manufacturer. The Compahy its generic drug products under its Halséglland under private-label
arrangements with drugstore chains and drug whielessaVhile subject to the same governmental stalsdar safety and efficacy as its
brand-name equivalent, a generic drug is usualty &oa price substantially below that of its braraine equivalent.

Halsey's wholly-owned subsidiaries include Blue€&rBroducts, Inc., a New York corporation (curgemthctive), Houba, Inc. ("Houba"), an
Indiana corporation, Halsey Pharmaceutical, Inda{sey Pharmaceutical"), a Delaware corporatiore Medi-Gum Corporation, a Delaware
corporation (currently inactive), and Indiana Flgemicals Corporation ("Indiana Chemicals"), a Belee corporation. Halsey has two
additional subsidiaries: H.R. Cenci Laboratori@s, |a California corporation (97% owned), and C&uwwder Products, Inc. ("Cenci
Powder"), a Delaware corporation (100% owned).



The Company manufactures its products at faciliiedew York, Indiana and California. During 1995 ,connection with the sale of its
Oxycodone with acetaminophen Tablet business, trepgany began manufacturing Oxycodone with acetaphieo Tablets for a third party.
See "Business-- Dispositions," below. During thst Eeveral years, the Company has sought to diyésbusinesses through strategic
acquisitions and through the development, manufacnd sale of bulk chemical products used by sthsrraw materials in the manufacture
of finished drug forms.

During the past several years, the Company's bssimags been adversely affected by the discovergrafus manufacturing and record
keeping problems identified with certain productsnufactured at its Brooklyn, New York plant. On 8@1, 1993, the Company entered into
a plea agreement with the United States Departofehistice (the "DOJ") to resolve the DOJ's ingadton into the manufacturing and rec
keeping practices at the Company's Brooklyn pkdnter the terms of the plea agreement, the Compagreed to plead guilty to five counts
of adulteration of a single drug product shippethterstate commerce and related record keepirigtioos. The plea agreement also requires
the Company to pay a fine of $2,500,000 over figarg in quarterly installments of $125,000 commmagpan September 1993. Two
installments have been paid to date. From Aprilsl®®ough December 1996, the Company made addifi@mtal payments to the DOJ
aggregating $100,000. The agreement with the Dipdlates that if any payments are not made in alfirfashion the entire amount of the
fine shall become due and payable immediately. Scipayment also constituted a default under thagamy's Credit Agreement with its
banks (the "Bank Group") (which expires on Junel®®7). As a result, the entire amount of the eettint has been classified as current. As
of the date of this Report, no action has beerateitl to require payment of the entire outstandimgunt of the fine.

On June 29, 1993, the Company entered into a cbdseree with the U.S. Attorney for the Easterntiisof New York on behalf of the

U.S. Food and Drug Administration (the "FDA") tlmasulted from the FDA's investigation into the Btlym plant's compliance with the
FDA's Current Good Manufacturing Practices ("CGMRulations. Under the terms of the consent dethheeCompany was enjoined from
shipping any solid dosage drug products (i.e.,uekoly liquid drug formulations) manufactured at Breoklyn plant until the Company
established, to the satisfaction of the FDA, thatmethods used in, and the facilities and contoob®e used for, manufacturing, processing,
packing, labeling and holding any drug, are esshklil, operated, and administered in conformity wi¢éhFederal Food, Drug, and Cosmetic
Act and all CGM Regulations. As part of satisfyihgse requirements, the Company was required idatalthe manufacturing processes for
each solid dosage drug product prior to manufaoguaind shipping the drug product.

During 1995, the Company sold its Oxycodone witletaminophen Tablet business to an affiliate of Melrodt Chemical Products, Inc.
(collectively, "Mallinckrodt"). Under a tolling amngement with Mallinckrodt, the Company manufaasech tablets for Mallinckrodt for at
least two years. Mallinckrodt can, at its optioontinue to have the Company manufacture table¢s Bfarch 1997 for an additional year. See
"Business - Dispositions," below.



On October 23, 1996, the Company withdrew fout®fibbreviated New Drug Application ("ANDA"), inating its ANDA (the "Capsule
ANDA") for acetaminophen/oxycodone capsules, ariteiaales of the affected products. Net salesuamtsto the withdrawn Capsule
ANDA were approximately $3 million and $8 millioorfthe years ended December 31, 1996 and Decerhib#&885, respectively, and
accounted for approximately 24% and 40% of the Camgls total net sales during such twelve monthogleriThe Company instituted the
withdrawal at the suggestion of the FDA and in@pétion of its release from the FDA's Applicatiloegrity Policy list and its restrictions
(collectively, the "AIP"). The FDA had placed them@pany on the AIP, in October, 1991, in connectidth its investigation of the
Company's operations which culminated in the 1998%ent decree. Under the AIP, the FDA suspendedf Hike parent company's (i.e.,
Halsey Drug Co.'s) applications for new drug appisyincluding ANDAs and supplements to ANDAs. Ae tFDA's suggestion, the
Company retained outside consultants to perfornditglassessments of its drug applications. Theeeaih October, 1996, the FDA
recommended that several applications, includiegGhpsule ANDA, be withdrawn. As a basis for itsisien, the FDA cited questionable
and incomplete data submitted in connection withapplications. The FDA indicated that withdrawihe four ANDAs was necessary for
the release of the Company from the AIP. The FDvhfer required submission by the Company of a @tise Action Plan. Said Plan was
prepared and submitted by the Company and accégtdte FDA.

On December 19, 1996 the FDA released the Company the AIP. Release from the AIP permits the Camypta submit ANDA
applications to the FDA for review, for the firghe since October,1991. At or about the time ohsutease, the Company submitted five
ANDAS to the FDA for its review. In addition, theo@pany had previously submitted a new ANDA withpesst to the Capsules, which the
Company anticipates will be reviewed in the ne&uret However, there can be no assurance any B&WsANDAS, including the new
Capsule ANDA, will be approved by the FDA. The Camp will not be able to market these new produntess and until the FDA approves
the new underlying ANDASs. Failure to obtain FDA apyal for the new ANDAS, or a significant delaydbtaining such approval, would
materially adversely affect the Company's busimgesations and financial condition.

PRODUCTS AND PRODUCT DEVELOPMENT
Generic Drug Products

The Company historically has manufactured and adicbad range of prescription and over-the-cowigg products. The Company's
pharmaceutical product list currently includestaltof approximately 24 products, consisting ofd@age forms and strengths of prescription
drugs and 15 dosage forms and strengths of oveteheter drugs. Each dosage form and strengttpafticular drug is considered in the
industry to be a separate drug product. The Compalnyg products are sold in various forms, inalgdiquid and powder preparations,
compressed tablets and two-piece, hard-shelledisps



Most of the generic drug products manufacturechiey@Gompany can be classified within one of theofeihg categories:
1. Antibiotics,

2. Anti-infective and anti-tubercular drugs,

3. Neuropharmacological drugs,

4. Antihistamines and antihistaminic decongestaotts,

5. Antitussives.

Upon the release of the Company from the AIP prnogoa December 19, 1996, the FDA resumed revieweparent company's (i.e.,
Halsey's) applications for new drug approvals, alt as supplemental approvals. Although the Compeas/filed five new ANDAS with the
FDA for its review since the lifting of the suspensg the Company is unable to predict whether it igceive FDA approval to market any
new products during 1997. However, on March 11,7198 Company has received a supplemental appit@mlthe FDA on two of its
products.

The Company's development strategy for new drudymets has been to focus on the development ofadlange of generic form drugs, e
of which (i) has developed a solid market accepamith a wide base of customers, (ii) can be sald profitable basis notwithstanding
intense competition from other drug manufacturang (iii) is no longer under patent protection. TBmmpany has also diversified its current
product line to include some less widely prescritagys as to which limited competition might be ested. In addition, the Company will
continue to pursue the development of its exisphgrmaceutical business as well as the developofi¢he chemical products business of its
Houba subsidiary.

Development activities for each new generic drugdpct begin several years in advance of the patgritation date of the brand-name drug
equivalent. This is because the profitability afeav generic drug usually depends on the abilitthefCompany to obtain FDA approval to
market that drug product upon or immediately atterpatent expiration date of the equivalent braahe drug so that the Company will be
among the first to market the new generic drug pcbdAs other offpatent drug manufacturers receive FDA approvalsomnpeting product:
prices and revenues typically decline. Accordingiy, Company's ability to attain its previous leved profitability depends on the Compat
ability to develop and introduce new products,ttheng of FDA approval of such products and the bemand timing of FDA approvals for
competing products.



Dispositions

On March 21, 1995 (the "Closing Date"), the Compswolg its Tablets ANDA for 5 mg Oxycodone HCI/32% Wcetaminophen tablets
("Tablets"), and certain pieces of equipment wiizn connection with its production activities enthe Tablets ANDA for up to $5.4 millic
(the "Purchase Price") to Mallinckrodt. Mallinckiquhid the Company $2 million of the Purchase Poicg¢he Closing Date, having
previously paid $500,000 in July 1994. The balaftice "Deferred Payment") of the Purchase Pricepegsble as follows. Mallinckrodt paid
$1 million, on January 9, 1997, following the Compa release from the AIP program. Mallinckrodthywéy the Company the $1.9 million
balance of the Deferred Payment when Mallinckredeives certain authorizations (the "Mallinckroditiorizations") from the FDA, but in
no event later than March 21, 1998.

In connection with the transaction, Mallinckrodtreed to defer $1.2 million of the Company's tradbtdiue to an affiliate of Mallinckrodt.
The deferred indebtedness is evidenced by a promjis®te (the "Note") with interest accruing atéerof 8% per annum. The Note, which
may be prepaid at any time, is due and payablé@earlier of the date of the Mallinckrodt Authatibn or September 21, 1997.
Mallinckrodt may offset its Deferred Payment obtigas against the amount due on the Note, provigethin conditions are met. The
Company may also offset the amount due to Malliodkon the Note against the Deferred Payment diodige when such obligations mature.
However, the Company has agreed with its banksl{eee7, "Management's Discussion and Analysisio&ificial Condition and Results of
Operation™) not to exercise its right of offsetiltite Company has repaid in full the amounts duigstbanks. The Note, which is subordinate
to future bank indebtedness of up to $8,000,00€edsired by substantially all of the Company'stdadba’s assets.

In connection with the sale of the Tablets ANDAg thompany agreed to manufacture Tablets for M&ltwdt for a period of three years and
Mallinckrodt agreed to order a minimum number oblE¢s from the Company for the two year perioddwihg the Closing Date.
Mallinckrodt may terminate the manufacturing agreatrafter March 1997. The Company and Mallinckiaddb entered into a non-
competition agreement pursuant to which the Compamged not to compete with Mallinckrodt and ifiliafes in the United States with
respect to the Tablets ANDA until March 21, 20G0pfior to the time it is possible for Mallinckrbtb commence production under the
Tablets ANDA or any new Tablets ANDA at its ownifag, the Company ceases or is forced to ceasribstantially curtail production unc
the Tablets ANDA, as a consequence of(i) any aaiocommunication by the FDA or any other regulator governmental authority or (ii)
any financial or other business difficulty, thenIMekrodt has the right to cancel payment of ary ynpaid portion of the Deferred Payment
($1.9 million) and shall further have the rightatdull refund of any portion of the Deferred Payimaineady made to the Company. On
January 9, 1997, Mallinckrodt paid to the Compahy080,000, pursuant to the release of the Companmny the AIP. The funds were applied
to the outstanding Bank Group loan balance.



During the fiscal years ended December 31, 19993 Had 1992, the Company derived net revenues Tiantets of approximately
$6,600,000, $5,600,000 and $4,200,000, respectiManagement anticipated that Tablet sales wouttirdeduring 1995 as a result of
increasing competition. Management's determinahanan integrated supplier such as Mallinckrodtladoe better suited to increasingly
competitive market conditions than the Company aragmportant factor in the decision to proceed \thih sale of the Tablets ANDA.

In connection with the sale of the Tablets ANDAe thompany issued to Mallinckrodt an option exetdisat any time until March 21, 1998,
to purchase the Capsule ANDA at an exercise ptiee"QOption Price") equal to 75% of Net Capsule &wrie, subject to downward
adjustment in the event of a decline in pricingelevNet Capsule Revenue is defined to mean adimes (net of rebates, adjustments,
discounts, allowances, expenses incurred in praggetls and similar items) derived from sales ap§ules during the twelve month period
immediately prior to the date the option is exerdisThe Option Price is payable as follows: $200,00 the later of (i) exercise and (ii) the
date when Mallinckrodt or an affiliate qualifiesthg new source for certain raw materials, withrdraainder of the Option Price due when
Mallinckrodt obtains certain authorizations frone thDA or such earlier date as the parties agreenlégercise Mallinckrodt will purchase
from the Company equipment used to manufacturedpsules for the greater of $250,000 or the apgtaialue of the equipment. At such
time the Company and Mallinckrodt will enter intgraements pursuant to which the Company will (ajufacture
acetaminophen/oxycodone capsules for Mallinckrodafperiod of time and (b)be prohibited from cotmewith Mallinckrodt and its
affiliates with respect to the production of caesul

Acquisitions

The Company has engaged Penick Corporation ("P§rt@lprocess certain of the raw materials utilisethe production of
acetaminophen/oxycodone capsules. In order to eribarcontinued viability of Penick, the Compariy&iba subsidiary purchased a 25%
equity interest in Penick in miti993. In addition, in September 1995, Houba pumtias 8.3% equity interest in Penick Pharmaceutical,
which owns the other 75% of Penick. In June 199 Benick Corporation and Penick Pharmaceutical,flled petitions under Chapter 11
of the United States Bankruptcy Code.

OTHER TRANSACTIONS
Agreements with Zatpack, Inc.

On March 30, 1995, the Company signed an agreeftrentZatpack Agreement") with Zatpack, Inc. ("Zatg"), an affiliate of Zuellig Grot
N.A.,Inc. ("Zuellig"). The Zatpack Agreement proei for the purchase of 500,000 shares of Commoark$the "Zatpack Shares") |
Zatpack, a British Virgin Islands Company, in caesation of $1,000,000. The $1,000,000 purchase pvas comprised of a combination of
cancellation of indebtedness (primarily incurredsiipsidiaries of Halsey for the purchase of rawemals previously delivered and in the
process of being delivered from affiliates of Ziggll purchase of inventory, and surrender of shafésdiana Fine Chemicals. As a result of
this transaction, the Company owns 100% of IndiEina Chemicals.
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Pursuant to the Zatpack Agreement, the Compangdsthe Zatpack Note to Zatpack as considerationdncellation of additional
indebtedness. This indebtedness resulted from pragables and advances to the Company by Zueltigcartain of its subsidiaries. The
Zatpack Note is in the original principal amoun®$df292,242, with accrued interest of $243,110. Z&pack Note has been converted into
642,407 shares of Common Stock (the "Note SharesMarch, 1997, at an adjusted conversion pricB2089 per share, thereby canceling
the indebtedness.

GOVERNMENT REGULATION
General

All pharmaceutical manufacturers, including the @amy, are subject to extensive regulation by tderf@ government, principally by the
FDA, and, to a lesser extent, by state and locatgonents. The Company cannot predict the extewhioh it may be affected by legislative
and other regulatory developments concerning tslygets and the healthcare industry generally. TédoeFal Food, Drug, and Cosmetic Act,
the Generic Drug Enforcement Act of 1992, the Gated Substance Act and other federal statutegegulations govern or influence the
testing, manufacture, safe labeling, storage, tkkeeping, approval, pricing, advertising, promotisale and distribution of pharmaceutical
products. Noncompliance with applicable requireraeain result in fines, recall or seizure of productiminal proceedings, total or partial
suspension of production, and refusal of the gawent to enter into supply contracts or to appros drug applications. The FDA also has
the authority to revoke approvals of new drug agations. Recent changes in FDA procedures haveased the time and expense involved
in obtaining ANDA approvals and in complying wittetFDA's CGMP standards. The ANDA drug developnagict approval process now
averages approximately eight months to two yedrs.dpproval procedures are generally costly ane tioamsuming.

FDA approval is required before any "new drug,"sgrétion or over-the-counter, can be marketednéw’ drug" is one not generally
recognized by qualified experts as safe and effedtr its intended use. Such general recognitiostrhe based on published adequate and
well controlled clinical investigations. Generallydrug which is the generic equivalent of a presip approved prescription drug will be
treated as a new drug requiring FDA approval. Farrttore, each dosage form of a specific generic graduct requires separate approval
the FDA. However, as discussed below, less costliytieme consuming approval procedures may be wsegeheric equivalents. Among the
requirements for drug approval is that the prospechanufacturer's methods must conform to the CEMIEEMPs apply to the manufacture,
receiving, holding and shipping of all drugs, whestbr not approved by the FDA. CGMPs must be folldwat all times during which the dr
is manufactured. To ensure full compliance withgtendards, some of which are set forth in requiatithe Company must continue to
expend time, money and effort in the areas of pctidn and quality control. Failure to so complhkesielays in approval of drugs,
disqualification from eligibility to sell to the gernment, and possible FDA enforcement action siscéin injunction against shipment of the
Company's products or the seizure of noncomplyiog groducts, and/or, in serious cases, criminaggeution. See also "Government
Regulation--FDA Investigations" below and Item Befjal Proceedings."
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In addition, products marketed outside the UnitedeS, but which are manufactured inside the Uritiades, are subject to certain FDA
regulations, as well as regulation by the courrrwhich the products are to be sold.

The Company also is governed by federal, statdauad laws of general applicability, such as thoegulating working conditions. In
addition, the Company is subject, as are manufextgenerally, to various federal, state and lenalronmental protection laws and
regulations, including those governing the discharfymaterials into the environment. Compliancénlitese laws is not expected to have
material effect upon the Company's capital expenelit, earnings or competitive position.

Drug Approvals
There are currently three ways to obtain FDA apako¥ a new drug.

1. New Drug Applications ("NDA"). Unless one of theocedures discussed in paragraph 2 or 3 belewaigable, a prospective manufactu
must conduct and submit to the FDA complete clinstadies to prove a drug's safety and efficacyddition to the bioavailability and/or
bioequivalence studies discussed below, and msstsalbmit to the FDA information about manufactgnimactices, the chemical make-up of
the drug and labeling.

2. Abbreviated New Drug Applications ("ANDA"). THarug Price Competition and Patent Term Restoraticinof 1984 (the "1984 Act")
established the ANDA procedure for obtaining FDAmyal for those drugs that are off-patent or whessglusivity has expired and that are
bioequivalent to brand-name drugs. An ANDA is santlo an NDA, except that the FDA waives the reguient of conducting complete
clinical studies of safety and efficacy, althougmay require expanded clinical bioavailability &rdioequivalence studies. "Bioavailabilil
means the rate of absorption and levels of conagaitr of a drug in the blood stream needed to medutherapeutic effect. "Bioequivalence"
means equivalence in bioavailability between twagdoroducts. In general, an ANDA will be approvediyaupon a showing that the generic
drug covered by the ANDA is bioequivalent to theypously approved version of the drug, i.e., thatrate of absorption and the levels of
concentration of a generic drug in the body arestartiially equivalent to those of a previously awed equivalent drug. The principal
advantage of this approval mechanism is that an AMdPplicant is not required to conduct the samelprieal and clinical studies to
demonstrate that the product is safe and effeftivits intended use.

The 1984 Act, in addition to establishing the ANPfocedure, created new statutory protections fpramd brand-name drugs. In general,
under the 1984 Act, approval of an ANDA for a génerug may not be made effective until all relevaroduct and use patents for the
equivalent brand name drug have expired or have Betrmined to be invalid. The only exceptionssittgations in which the ANDA
applicant challenges the validity or applicabiliffithe patent and either the patent holder doeéilactuit or litigation extends more than 30
months after notice of the challenge was receivethb patent holder. Prior to enactment of the 1984
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Act, the FDA gave no consideration to the patesiustof a previously approved drug. Additionallgder the 1984 Act, if specific criteria are
met, the term of a product or use patent coveridgig may be extended up to five years to comperibatpatent holder for the reduction of
the effective market life of that patent due toefied regulatory review. With respect to certaingdrmot covered by patents, the 1984 Act sets
specified time periods of two to ten years durirgjoln approvals of ANDASs for generic drugs cannatdyee effective or, under certain
circumstances, ANDAs cannot be filed if the equévalbrand-name drug was approved after December9®iL,

3. Alternative New Drug Applications. An alternatiiWDA procedure is provided by the 1984 Act whertteyapplicant may rely on
published literature and more limited testing regients. That alternative seldom provides advastager the ANDA procedure, however,
and is accordingly rarely used.

Generic Drug Enforcement Act

As a result of hearings and investigations conogritie activities of the generic drug industry &mel FDA's generic drug approval process,
Congress enacted the Generic Drug Enforcement fA@9® (the "Generic Drug Act"). The Generic DrugtA&onfers significant new
authority upon the FDA to impose debarment and pinalties for individuals and companies who cotrgaitain illegal acts relating to the
generic drug approval process.

The Generic Drug Act requires the mandatory debatrmiecompanies or individuals convicted of a feddelony for conduct relating to the
development or approval of any ANDA, and givesHmDRA discretion to debar corporations or individus similar conduct resulting in a
federal misdemeanor or state felony conviction. FBé& may not accept or review during the periodlelbarment (one to ten years in the
of mandatory, or up to five years in the case offgsive, debarment of a corporation) any ANDA sitted by or with the assistance of the
debarred corporation or individual. The GenericdDAct also provides for temporary denial of apptafageneric drug applications during
the investigation of crimes that could lead to detent. In addition, in more limited circumstancis Generic Drug Act provides for
suspension of the marketing of drugs under apprgeséric drug applications sponsored by affectedpamies. The Generic Drug Act also
provides for fines and confers authority on the FiDAvithdraw, under certain circumstances, appro¥al previously granted ANDA if the
FDA finds that the ANDA was obtained through fatsemisleading statements. The Company has not éelesrred as a result of the FDA
investigation and settlement and the consent dewitbeche FDA makes no provision therefor.
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Healthcare Reform

Several legislative proposals to address the risosgs of healthcare have been introduced in Cesgrad several state legislatures. Many of
such proposals include various insurance marketnef, the requirement that businesses providetheeltirance coverage for all their
employees, significant reductions in the growtliutfire Medicare and Medicaid expenditures, anthgémt government cost controls that
would directly control insurance premiums and iadity affect the fees of hospitals, physicians atietr healthcare providers. Such propo
could adversely affect the Company's businessrogng other things, reducing the demand, and tleegpaid, for pharmaceutical products
such as those produced and marketed by the Compdditionally, other developments, such as (i) ddeption of a nationalized health
insurance system or a single payor system, (iingha in needs-based medical assistance prograiii§), greater prevalence of capitated
reimbursement of healthcare providers, could aggfect the demand for the Company's products.

RESEARCH AND DEVELOPMENT

The Company conducts research and developmenitastiat each of its Brooklyn and Indiana facikti@fhe Company's research and
development activities consist primarily of new gga drug product development efforts and manufaajuprocess improvements, as well as
the development for sale of new chemical produd&sy drug product development activities are pritgatirected at conducting research
studies to develop generic drug formulations, neing and testing such formulations for therapeetjaivalence to brand name products and
additional testing in areas such as bioavailabibigequivalence and shelf-life. For fiscal yea®9@, 1995 and 1994, total research and
development expenditures were $1,854,000, $81&003491,000, respectively. During 1997 the Compaignds to concentrate its
research and development efforts in the followirepa:

1. Reintroduction of products suspended as a rebtiie consent decree which require prior FDAd&iion;

2. Reintroduction of products which will requireactges in formulation and submission for prior apptdérom the FDA; and
3. Development of new products.

The Company currently maintains a full-time stdfeght in its Research and Development Departments
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MARKETING AND CUSTOMERS

A key element of the Company's marketing strategy imaintain sufficient raw material and finistggbd inventories to enable the Comp
to fill customer orders promptly. This strategyuigs a substantial amount of working capital tantan inventories at a level sufficient to
meet anticipated demand.

The Company sells its products primarily througte¢hsalaried employees and to a lesser extentghriowo independent sales
representatives, each of whom are compensateccommission basis. Sales of drugs in dosage forrmaie primarily to drug wholesalers,
drugstore chains, distributors and other manufacsuasind are not concentrated in any specific region

During 1996, the Company had net sales to one st excess of 10% of total sales, aggregatitg abtotal sales. During 1995, the
Company had net sales to two customers in exceB3%fof total sales, each aggregating 25% and Iflttfial sales, respectively. During
1994, the Company had net sales to three custamexsess of 10% of total sales, each aggrega@fg df total sales. Balances due from
these customers were approximately 0% and 25%alfaocounts receivable at December 31, 1996 a8#f, ¥8spectively. The Company
believes that the loss of either of these customaud have a material adverse effect on the Compan

The estimated dollar amount of the backlog of ader future delivery as of February 28, 1997 wagraximately $3,560,000 as compared
with approximately $1,070,000 as of March 31, 198i&ough these orders are subject to cancellatimagement expects to fill
substantially all orders by the second quartera&71

COMPETITION

The Company competes in varying degrees with nuasecompanies in the health care industry, includitgr manufacturers of generic
drugs (among which are divisions of several maf@rmaceutical companies) and manufacturers of bnante drugs. Many of the
Company's competitors have substantially greatantiial and other resources and are able to expenel money and effort than the
Company in areas such as marketing and productajewent. Although a company with greater resouvgdisot necessarily receive FDA
approval for a particular generic drug before iitBer competitors, relatively large research aedetbpment expenditures enable a company
to support many FDA applications simultaneouslgréty improving the likelihood of being among thstfto obtain approval of at least
some generic drugs.

One of the principal competitive factors in the ggo pharmaceutical market is the ability to intiod generic versions of brand-name drugs
promptly after a patent expires. The Company beBahat it was at a competitive disadvantage itstielease from the AIP program and the
FDA's resumption of review of ANDAs submitted byt@ompany's Brooklyn plant. See "Government ReguiaGeneric Drug

Enforcement Act" above. Other competitive factorghie generic pharmaceutical market are price,jityuahd customer service (including
maintenance of sufficient inventories for timelyideries).

13



RAW MATERIALS

The raw materials essential to the Company's bssiaee bulk pharmaceutical chemicals purchased fitomerous sources. Raw materials
generally available from several sources. As alre$the Company's release from the AIP, by theAlFthe Company is now able to submit
Supplements to the FDA, thereby allowing the Corgarpurchase raw materials from alternate souiges.ltem 7, "Management's
Discussion and Analysis of Financial Condition &ebults of Operations- -Liquidity and Capital Reses."

The United States Drug Enforcement Administratidve ('DEA") limits the quantity of the Company's entories of certain raw materials
used in the production of controlled substancesdas historical sales data. These limitationsadrease the likelihood of raw material
shortages and of manufacturing delays in the eden€ompany was required to find new supplierheéé raw materials.

EMPLOYEES

As of December 31, 1996, the Company had approrima@00 full-time employees. Approximately 80 adkranistrative and professional
personnel and the balance are in production ampstyg. Among the professional personnel, eightagaged in product development.
Approximately 90 employees at the Company's Braokliant are represented by a local collective hiangg unit whose agreement with the
Company expires on July 1, 1997. Management balithat its relations with its employees and unamsgenerally satisfactory; however,
the Company has been involved in litigation withpect to certain aspects of its collective bargairsigreement. See Item 7, "Legal
Proceedings - Other Pending Legal Proceedings."

Item 2. Properties

Halsey leases, as sole tenant, a total of appra&lynal12,300 square feet, in three buildings onffeaStreet and Dean Street in Brooklyn,
New York. Each of these leases is between Halséywaaffiliated lessors. The approximate aggregaténmum rental commitments und
these operating leases are as follows: $884,00héoyear 1995, $928,000 for the year 1996 and $805or the year 1997. These leases
expire on December 31, 2005. The buildings leageddisey in Brooklyn house research and developraedtmanufacturing facilities and
corporate offices.

Houba owns approximately 45,000 square feet oflmgl space on approximately 30 acres of land irv€ulndiana, which includes a
modern 15,000 square foot manufacturing facilifyisTmnanufacturing complex houses separate plantadégproduction of Doxycycline raw
materials, Doxycycline capsules and tablets andiBraw materials. In 1996, in conjunction withettlement with two former employees,
Company acquired real property, improved by a esdidl property, in Culver, Indiana adjacent to thenufacturing facility. The Company
became the lessor of the residential property @basing of the acquisition.
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Cenci Laboratories and Cenci Powder together ovpnciimately 6,700 square feet of manufacturing distribution building space on
approximately one-half acre of land in Fresno, Balia. In early 1992, the Company acquired addéldand adjoining this property for the
purpose of expanding the manufacturing facilitied distribution space located on such propertyaddition, Cenci Laboratories and Cenci
Powder lease approximately 18,000 square feetawfesm a building located in Fresno, Californiadif® manufacturing and corporate
offices. During the years ended December 31, 182985 and 1994, Cenci and Cenci Powders paid areggty of $90,000, $86,000 and
$99,000, respectively, to a former officer of Cebhaboratories and Cenci Powder in respect to #ase.

The Company also leases office space in Westwoed, Mrsey for its marketing and sales departmengsyear-to-year basis.
Item 3. Legal Proceedings.
GOVERNMENT CONSENT DECREES

On June 21, 1993, the Company entered into a glesement with the DOJ to resolve the DOJ's invastg into the manufacturing and
record keeping practices of the Company's Brookhamt. Under the terms of the plea agreement, tiragany agreed to plead guilty to five
counts of adulteration of drug products shippeihiarstate commerce. Each count involved produettewhtion and record keeping
deficiencies relating to a single drug product,riidine Gluconate (324mg tablets), manufactureti@Brooklyn plant. The plea agreement
also requires the Company to pay a fine of $2,5WDdVer five years in quarterly installments of $I®0, commencing on or about
September 15, 1993. The Company's plea was eriteegdl the terms of the plea agreement approvetdinited States District Court for
the District of Maryland on July 16, 1993. Two @l#ihents have been paid to date. Only additioneigdgpayments have been paid in the
amount of $100,000. The agreement with the DOJilstips that if any payments are not made in a jiffeedhion the entire amount of the fine
shall become due and payable immediately. As dtrélsa entire amount of the settlement has beassdied as current. Such nonpayment
also constituted a default under the Company'siCfepleement with its banks. As of the date of tRigport, no action has been initiated to
require payment of the entire outstanding amouthefine.

See Item 1, "Business - General" for informatiogareling release of the Company from the FDA's Aidgpam and resumption by the FDA
of review of ANDAs filed by the Company.

SHAREHOLDER AND DERIVATIVE ACTIONS

On March 31, 1993, and April 1, 1993, five classeaclawsuits were filed in Federal Court by shaildlrs against the Company and certain
of its then directors. Each of the actions alletied the Company and its directors had made misigadatements and omissions relating to
the prospects of the Company's business and pdocluding products under development, as welbling to the status of DOJ and FDA
investigations. On May 20, 1993 and October 1431980 separate shareholders derivative lawsuite filed in New York State Court
against the Company and certain of
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its directors. Each of these lawsuits alleged ttratCompany and its directors concealed certairmgorent investigations by the FDA and
DOJ. These actions also alleged that the direti@ached their fiduciary duty in connection witke tispositions by them of shares of
Common Stock on the basis of material informatidmclv was not publicly known. In June 1994, the Campagreed to a settlement of these
lawsuits. In November 1994, both the Federal amateSTourts approved the terms of the settlemengmuwhich the Company agreed to pay
$1,000,000 in cash and, at the Company's optitimere(l) to issue shares of Common Stock havinggaregate market value, as of the date
of distribution, of $3,000,000, or (ii) to pay $8@000 in cash, or (iii) to distribute any combioatof shares or cash having a combined v

as of the date of distribution of $3,000,000. Tiigal payment of $1,000,000 was paid by the Comyfsimsurers. In November 1995 the
Company satisfied the remainder of its settleméfigations by issuing to approved class membecotad of 824,742 shares of Common
Stock at a per share price of $3.6375, or an aggeeglue of $3,000,000.

OTHER GOVERNMENTAL PROCEEDINGS

By letter dated November 12, 1993, the staff (B&ff") of the Securities and Exchange Commissiba (Commission™) requested that the
Company provide to the staff on a voluntary basfermation and documents regarding the ingrediantsfilings relating to the following
drugs: quinidine gluconate, propylthiourical, acet@ophen and codeine phosphate, metronidazoleidijpinsulfate, and hydralazine
hydrochloride. The Staff advised the Company thatihquiry relates to public information dissemethby the Company and trading in the
Company's securities during the period August 1883ugh July 1993. The Company is cooperating ithStaff and has made available
various documents. These documents relate to stiageformulations and sale of these drugs whiehewnaintained by the Company at a
facility in Maryland. In April 1994, the Staff reqated additional documentation regarding theseamsaffthe Company has complied with the
additional request. On July 5, 1994, the Compangleveaformal submission to the Staff and outlinedpghrameters of a proposed settlement.
In May 1995, a formal Order of Investigation(thertiér") was issued by the Commission covering thedoing matters. In June 1995,
additional documents were submitted. Officers améddors of the Company also testified before ttadfS

On January 29, 1997, the Commission simultanednostituted and settled an administrative proceedigaginst the Company, pursuant to the
Company's Offer of Settlement, dated Septembetd95, as modified by letters dated October 11, H#6January 10, 1997. The Order
made the following findings, among others, which @ompany neither admitted nor denied. The Compddgtember 31, 1990 and
December 31, 1991 Annual Reports on Form 10-K dtditat the Company had to follow Good Manufacturgctices ("CGMP")

regulations at all times during which an FDA apmdwdrug was manufactured by the Company. Theseahreports further stated that the
Company had to "expend time, money and effort nateas of production and quality control to ensult¢éechnical compliance." These
annual reports failed to disclose that the Compaay not manufacturing drugs in accordance with CGMPwas using unapproved
formulas and procedures, and the Company's em@pgeéormer management's direction, were conagglinduct adulteration from the
FDA. These annual reports also failed to disclbosg t
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since the Company was not manufacturing generiggdiuaccordance with CGMP, FDA approval for anylbof the Company's new
products could be adversely affected. Based ofotlegoing, the Commission found that the Compamrodted violations of Sections 10(b)
and 13(a) of the Exchange Act and Rules 10b-5,22bnd 13a-1 thereunder, by filing with the CommoisAnnual Reports on Form 10-K
for the years ended December 31, 1990 and 199bthitied to state material facts necessary to nitakatatements made, in the light of the
circumstances under which they were made, not adshg. The Order also requires the Company to &aad desist from committing or
causing any violation and any future violation"Sefctions 10-(b) and 13(a) of the Exchange Act améd10b-5, 12b-20 and 13a-1
thereunder.

By letter dated October 23, 1995, the Company wedisied by the New York State Education Departmiginé "Department") that the
Professional Conduct Officer of the Office of PsHi®nal Discipline had determined that there wdficgent evidence of professional
misconduct on the Company's part to warrant agliseiry proceeding pursuant to New York law. Upomtacting the Deputy Director of the
Office of Professional Discipline, counsel for tiempany was advised that the alleged misconduateetko the same activities that were the
subject of the DOJ investigation. The Company stiechia written response on November 16, 1995. Toragainy and the Department have
agreed to the entry of a Consent Order concludiygdisciplinary proceedings. The Company will pdy$,000 in fines over five years. In
addition, the Company's registration as a manufactf drugs in New York State is revoked, but stmfocation is stayed and the Company
has been placed on probation for a maximum ofyaars. The Company has the right to apply for reehfrem probation after two years.

On November 9, 1995, the Company received two Mstaf Charge of Discrimination from the United 8&Equal Employment Opportun
Commission relating to two claimed violations ofl@iVII of the Civil Rights Act of 1964. The firgtharge of employment discrimination was
filed on October 31, 1995 by a female employedef@ompany and alleges sexual discrimination analssenent. A second separate charge
of discrimination was also filed on October 31, 398y another female employee alleging sexual sarast against the same individual. On
November 20, 1995, the EEOC terminated its proadtbsrespect to the charges and issued NoticesgiftRo Sue to the claimants.
February 1996 two lawsuits were filed in the EastRistrict of New York captioned Golovatskaya v.l$&y Drug Co., 96 CIV 0662 and
Petrakova v. Halsey Drug Co., 96 CIV 0660 in cotioacwith the above charges. The lawsuits seekeriipd damages. At this early stage
of the proceedings, the Company is unable to predib reasonable certainty the likely outcometsfge claims.

CENCI PROCEEDING

The Company had been a defendant in a lawsuitmlyneending in the United States District Count floe Eastern District of California
entitled Cenci v. Halsey Drug Co. The claims irstlawsuit relate to a 1991 Stock Purchase Agreembateby the Company agreed to
purchase 51% of the stock of Cenci.
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The plaintiff, both individually and as a shareteldf Cenci and Cenci Powder, had sued the Compmargyof the current officers and two
former officers of the Company. The complaint allddhat the Company had breached a number of exgeg®ns made during the course of
the negotiations leading to the stock purchaséydiireg the representation that the Company woutdiige financial assistance to both Cenci
and Cenci Powder. The Complaint also alleged missgmtations relating to the scope of FDA's ingesion of the Company.

The Complaint, which included several causes abacsought unspecified compensatory damages, bhasvpunitive damages, rescission,
specific performance, reformation and a declaragi®to what amount, if any, was owed to plainfitie Counterclaims of the Company
sought unspecified compensatory and punitive damage

On March 10, 1997, a Settlement Agreement and MiRakease was executed by all parties to the lawsumiminating the action. The terms
of the Settlement provide for repayment of certaitstanding loans, made by the plaintiff to Ceretos and Cenci Powders, as well as
payment of settlement funds. These payments vl 600,000, with no interest, paid in equal ménthstallments from March, 1997 to
June, 1998. The Settlement Agreement further pealidr the balance of Cenci Labs and Cenci Powmdekgo be turned over to the
Company, making the Company owner of 100% of CPoevder stock and substantially all of Cenci Lalbslst Twenty-five thousand shares
of unregistered Common Stock of the Company waseierd to the Plaintiff.

OTHER PENDING LEGAL PROCEEDINGS

The Company was named as a defendant in an actimomenced on August 19, 1995 by the Company's fopmagtuct liability insurer
("Lexington") captioned Lexington Insurance Companidalsey Drug Co., Inc., 95 Civ. 3403, pendingha United States District Court for
the Eastern District of New York. The Complaintlsethe recovery of sums paid by Lexington to setl@wsuit brought by Linda K. Walton
relating to the ingestion of quinidine gluconategédly manufactured by the Company. The Complaquests not less than $75,000 in
damages and payment by the Company of a $25,00¢:tlelé, and a declaration that the Walton claind ather similar claims are not
covered under their policy. The Company and Lexindtave agreed to a settlement pursuant to whlCtdmpany is required to pay an
aggregate amount of $50,000, of which $10,000 kas Ipaid, with the balance due on April 4, 199kihgton will dismiss the declaratory
portion of the Complaint without prejudice.

The Company was named as a defendant in an acjimned Allied Welfare Fund, Vacation Fringe Bénetind and Union Mutual Fund v.
Halsey Drug Co., 96 Civ 3655, brought in the Uniftdtes District Court for the Eastern DistriciNg#w York. The Complaint seeks sums
allegedly owed to three of the Company's labor mifiimds under the Company's collective bargaingrg@ment. Plaintiffs seek
approximately $265,000. On or about February 2871¢he Company and the plaintiffs agreed to s#teaction. The settlement obligates
the Company to remain current on its obligationd npay portions of the alleged arrearages irallménts. The Company has paid the
alleged arrearages under the stipulation, butti€meent on its obligations as of the date of fhiisg.
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On March 4, 1992, an action was commenced agdiastompany and numerous other pharmaceutical metnuvéas in the Pennsylvania
Court of Common Pleas, Philadelphia Division, éaditcaptioned Ciavarelli and Ciavarelli v. Abbo#loratories, Inc., et al. The Complaint
contains seven causes of action, including negtigestrict liability and breach of warranty, amatgers, in connection with the alleged
exposure of Debra Ciavarelli in utero to diethytststrol ("DES"). The plaintiff was unable to detene which of the defendants produced the
DES used by Ms. Ciavarelli. The Complaint seekaxcess of $25,000 in compensatory and punitive damal his matter has been referred
to the Company's insurance carrier for defenseglwhas been assumed. Twenty additional actions lese commenced and are still
pending against the Company along with numerousrgtharmaceutical manufacturers in the Pennsyha@aiat of Common Pleas,
Philadelphia Division, during 1992 and 1993. Eatthese actions alleges injury in connection witp@sure to the drug diethylstilbestrol
(DES) and each seeks in excess of $25,000 in cosapmy and punitive damages. In each suit, thefiffaivas unable to determine which of
the defendants produced the DES that was usedybirr similar actions have already been settled dismissed.

Two DES claims referred to the Company's insuraaecgers are pending in other jurisdictions.

Each of the following matters have been referrethéoCompany's insurance carrier for defense. Tdragany does not believe any of the
actions will have a material impact on the Compafigancial condition.

The Company has been named as a defendant inathd@@nal actions which have been referred toGbmpany's insurance carrier and have
been accepted for defense. The first action, Alonzdalsey Drug Co., Inc. and K-Mart Corp., No. 63D95111-CT-2736 (Indiana Superior
Court, Porter County), was commenced on Novemb895 and involves a claim for unspecified damagtsing to the alleged ingestion of
"Doxycycline 100". The second action, Files v. lgl®rug Co., Index No. 198787/93 (New York Supredaeirt, Suffolk County),
commenced on September 16, 1993, seeks $10,000,da@tnages for wrongful death allegedly causedbyirigestion of Isoniazid. The
action is currently in discovery. The third actidtynt v. Halsey Drug Co., Inc. Index No. 33723/8&{ York Supreme Court, Kings
County), was commenced on October 21, 1993, arld ke recovery of $8,000,000 for alleged persamaties suffered by a Wells Fargo
security guard who had responded to a triggerathadad was shot by a perpetrator. The action iseotly in discovery.

Item 4. Submission of Matters to a Vote of Securityolders.
No matters were submitted to a vote of securitglérd during the fourth quarter of 19!
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PART II
Item 5. Market for the Registrant's Common Equity and Related Security Holder
Matters.
(a) Market and Market Prices of Common Stock

The Company's common stock is listed on the Amarick Exchange (the "Exchange™) under the syftbDIG". Set forth below for the
periods indicated are the high and low sales pifimethe common stock as reported on the Exchange.

American Stock Exchange High Low

1997 Fiscal Year

First Quarter (through
March 27, 1997) 6 41/2

1996 Fiscal Year

First Quarter 7 3/4 3

Second Quarter 714 4

Third Quarter 57/8 4

Fourth Quarter 6 3/8 4
1995 Fiscal Year

First Quarter 21/2 17/8

Second Quarter 31/16 11/4

Third Quarter 41/4 13/4

Fourth quarter 41/4 35/16
1994 Fiscal Year

First Quarter 53/8 31/8

Second Quarter 41/2 211/16

Third Quarter 4 21/8

Fourth Quarter 313/16 19/16

There were 956 holders of record of the Compargrisncon stock on March 19, 1997. This number, howel@ss not reflect the ultimate
number of beneficial holders of the Company's comstock.

(b) Dividend Policy

The payment of cash dividends from current earnisgsibject to the discretion of the Board of Dioes and is dependent upon many factors,
including the Company's earnings, its capital neetkits general financial condition. The Compaogginot intend to pay any cash divide
in the foreseeable future.
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Item 6. Selected Financial Data.

The selected consolidated financial data presesmetie following pages for the years ended Decer@bet 996, 1995, 1994, 1993 and 1992
are derived from the Company's audited Consolidaiedncial Statements. The Consolidated Finantaksients as of December 31, 1996
and December 31, 1995, and for each of the yedheithree year period ended December 31, 1995haneport thereon, are included
elsewhere herein. The selected financial infornmagie of and for the years ended December 31, 11993292 are derived from the audited
Consolidated Financial Statements of the Companyprasented herein.

The information set forth below is qualified byeegnce to, and should be read in conjunction wlith consolidated financial statements and
related notes thereto included elsewhere in thjfgoReand "Management's Discussion and Analysidmdircial Condition and Results of
Operations," (Item 7).

Years ended December 31,

Operating Data: 1996 1995 1994 1993 1 992
Net sales $ 12,379 $ 20,225 $ 24,182 $ 36,024 $ 49 ,868
Costs and expenses
Cost of sales 16,826 18,097 21,584 28,848 35 ,769
Research and development 1,854 818 502 2,140 1 ,090
Selling, general and
administrative 7,486 6,098 7,128 8,976 8 ,616
Provision for regulatory
settlement - -- - 5,935 2 ,000
Interest expense 1,708 1,307 735 631 372
Gain on sale of assets (2,000) (2,288) - - --
Provision for stockholders'
litigation settlement -- -- - 3,000 --

Income (loss) before provision
for income taxes, minority
interest and cumulative effect

of accounting change (14,495) (3,807) (5,767) (13,326) 2 ,019
Provision (benefit) for income

taxes - 296 - (2,540) 1 ,128
Minority interest in net loss

(benefit) of subsidiaries -- -- - 150 37
Cumulative effect of accounting

change - - - (267) -
Net income (loss) $ (14,495) $ 4103 $ (5767) $ (10,903) $ 928
Net income (loss) per shares $ (149 $ (52) $ (80) $ (1.57) $ .13
Weighted average common and

common shares equivalents

outstanding 9,724,106 7,886,101 7,173,908 6,954,713 7,157 871
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D
Balance Sheet Data: 1996 1995
Working capital (deficiency) $(12,201) $ (7,3
Total assets 11,982 18,8
Total liabilities 19,603 20,4
Retained earnings (accumulated
deficit) (29,484) 14,9

Stockholders' equity (deficit) (7,081 a5

ecember 31,

62 19,276 24,674 33,385
02 19,924 20,755 19,347

89 (10,886) (5,118) 5,785
40)  (468) 3,920 14,038

(1) After giving effect to charges to operationggating $5,935,000 arising from, among otherghithe Company's consent decree and
plea agreement with the DOJ and a $3,000,000 poovis connection with the settlement of shareholtted derivative litigations.

(2) Earnings before income taxes and minority #ggrnet earnings and earnings per share weresadlyaffected by the establishment of a
reserve in the amount of $2,000,000 to cover esticheaventory write-offs, product recalls and auddial legal expenses.



Item 7. Management's Discussion and Analysis of Famcial Condition and Results of Operations.

Certain statements set forth under this captiorstitote "forward-looking statements” within the mesy of the Reform Act. See "Special
Note Regarding Forwa-Looking Statements" on page 1 of this Report fidional factors relating to such Statements.

General

Sales for the year ended December 31, 1996 werexppately $12,379,000, as compared to sales ofcxppately $20,225,000 for 1995.
The net loss for the year ended December 31, 1986544,495,000, or $1.49 per share, as comparbdheinet loss of $4,103,000 or $ .52
per share for 1995.

On December 19, 1996 the Company was releasedtfrefDA Application Integrity Program (the "AlIP'gllowing the Company to submit
ANDA applications for FDA review for new productss well as Supplements, for the first time sinceoBer, 1991. At or about the time of
such release, the Company submitted five new ANB#the FDA for it review. In addition, the Compalngd previously submitted a new
ANDA with respect to the capsules, which the Conypamticipates will be reviewed in the near futuewever, there can be no assurance
any of its new ANDA's, including the new capsule BAlwill be approved by the FDA. The Company willtriae able to market these
products unless and until the FDA approves the tyidg ANDA's. Failure to obtain FDA approval fdig new ANDA's, or a significant
delay in obtaining such approval, would materialtiversely affect the Company's business operasindginancial condition. The Compan
release from the AIP, on December 19, 1996, relat¢de October, 1991 suspension, by the FDA, were of all of Halsey's (but not
Halsey's subsidiaries applications for new drugaysts.

The reduction in sales for the year ended Dece®bget996 was primarily attributable to the remasaiour products with sales of
$3,300,000 and $8,400,000 in 1996 and 1995, respbgctfrom the marketplace and four ANDA's, asault of the FDA's requirement that
withdrawal of the four ANDA's was necessary for thiease of the Company from the AIP.

Depreciation and amortization was approximatel®®a,000 in 1996, as compared to $1,956,000 in 1995.

For the year ended December 31, 1995, the reduictisales was primarily attributable to the redorctdf shipments of tablet products due to
the sale at the end of the First Quarter by the gz of the Tablets ANDA to Mallinckrodt, which wpartially offset by manufacturing
revenue that the Company received as part of rseagent with Mallinckrodt.
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See "ltem 3. Legal Proceedings. Government CorBeatees” for additional information regarding thespagreements with the DOJ and
consent decree on behalf of the FDA.

Outlook

During 1997, the Company intends to focus its neteand development program on the reintroductioredain previously discontinued
products as well as the development of new gempdrdaemaceuticals. See "ltem 1. Business ResearcBewvelopment”. As a result of its
release from the AIP, the Company is now able samee the filing of ANDA applications for review Withe FDA. As of March 12, 1997 the
Company has received FDA approval on a Supplem@mpialication for two products and has ANDA applioat for five products currently
under FDA review.

During the year ended December 31, 1996, the Coynpamtinued to service the outstanding debt owatédBank Group. On January 9,
1997, the Bank Group received payment of $1,000,@08@ards principal reduction interest payments legdl expenses, resulting from a
Mallinckrodt payment pursuant to the Company'sastéefrom the AIP on December 19, 1996, as a condi the sale by the Company to
Mallinckrodt of the Tablet ANDA. The $1,000,000 pagnt from Mallinckrodt is recorded as income to @@mpany in 1996. This payment
further reduced the outstanding principal amounté@to the Bank Group to approximately $2,500,00@& Bank Group has extended the
Maturity Date of the loan to June 30, 1997.
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Results of Operations

The following chart reflects expenses, earningsprine, losses and profits expressed as a percenftage sales for the years 1996, 1995 and

1994.
Percentage Change
Year-to-Year
Percenta ge of Net Sales Increase (Decrease )
Years ended
Year ended December December 31,
1996 1995 1994 199510 1996 1994 to 1995

Net sales 100.0% 100.0% 100.0% (38.8) (16. 4)%
Cost of Goods 135.9 89.5 89.2 (7.0) (16. 2)
Gross Profit -35.9 10.5 10.8 (309.0) (18. 1)
Research & Development 15.0 4.0 2.0 126.7 62. 9
Selling, general and

administrative expense 60.5 30.0 29.6 22.8 (14. 5)
Provision for regulatory

settlement
(Loss) earnings from

operations (111.4) (23.7) (20.8) 187.9 (4. 8)
Provision for stockholders

litigation settlement 100.0
Interest expense 13.9 6.5 3.0 30.6 (77. 8)
(Loss) earnings before income

taxes, minority interest (117.1) (18.9) (23.8) 280.7 (34. 0)
(Benefit) provision for income

taxes 0.0 15 (100)
(Loss) earnings before

minority interest (117.1) (20.4) (23.8) 253.3 (28. 9)
Minority interest in net

earnings (loss) of 0.0 0.0 0.0 0.0 0 0

subsidiaries
Net (loss) earnings (117.1)% (20.4)% (23.8)% 253.3% (28. 9)%

Net Sales

The Company's net sales for the fiscal year endsze®ber 31, 1996 of $12,379,000 represents a decbya$7,846,000 as compared to net
sales for the fiscal year ended December 31, 199895, the Company's net sales decreased by %B@bas compared to 1994. The
decrease in 1996 is primarily attributable to timoval from the marketplace of four products amdwithdrawal of four ANDA's by the
Company, pursuant to a requirement by the FDA, @&aondition to release of the Company from tiie.A'he decrease in 1995 was
primarily attributable to the sale of the TabletdBA to Mallinckrodt.
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Cost of Goods Sold

For 1996, cost of goods sold decreased by appraeiyndl,271,000 as compared to 1995 This decrsasttributable to the reduction in
shipments of products. For 1995, cost of goods detdteased by approximately $3,487,000 as compark@94. The decrease for 1995 is
primarily attributable to the reduction in shipmeof tablet products due to the sale by the Compéiiye Tablets ANDA combined with
significant reductions in manufacturing costs afseanel and other expenses. The Company's grogsgmaar a percentage of sales for the
fiscal years ended December 31,1996, 1995 and w88435.9%), 10.54% and 10.0%, respectively. Saldsctions, withdrawal of the
ANDA of the Capsule product, unabsorbed manufaoguciosts and inventory write-off had a direct intpgmon gross margin during 1996.

Research & Development expenses

For 1996, research & developments expenses amotm&id854,000 as compared to $818,000 in 1995 ifkkrease is attributable to the
Company's effort to actively introduce new produatsd to reintroduce products previously discorgthu
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Selling, General and Administrative Expenses

Selling, general and administrative expenses as@ptage of sales for the fiscal years 1996, B8@51994 were 60.5%, 30.0% and 29.6%,
respectively. These expenses increased by apprtedin$i, 388,000, or 22.8%, in fiscal year 1996¢c@smpared to 1995. This increase is
attributable to additional legal expenses anddiiimn settlements during the year, as well as dingiexpenses for FDA related matters.
These expenses decreased by approximately $1,@36rA1.5% in fiscal year 1995 as compared to 1984.decrease in both years was
attributable to cost saving measures effected hyag@ment during each year, combined with a decirasst sales.

Interest Expense

Interest expense for 1996 increased by $401,0@0rapared to 1995 as a result of a higher levebofdwings due to the issuance of
convertible subordinated debentures, as well asgagable to the Company's banks (see "Liquidity@apital Resources" below). Interest
expense for 1995 increased by $572,000 as compaddb4 due to the issuance of the convertible glibated debentures.

Provision for Income Taxes

The Company had no tax (benefit) provision for 198805 and 1994 since the available loss carrybagpkior years was utilized by the net
operating loss for 1993 carryback to the priorehyears.

Net Loss

For 1996 the Company had a net loss of $14,495%8Gmpared to a net loss of $ 4,103,000 for 19B&. net loss is attributable to the
reduction in sales not offset by a comparable reéoluén cost of goods sold, increased legal expgrigigation settlements during the year
and increased research & development expenses.

Liquidity and Capital Resources

At December 31, 1996, the Company had cash anderpshalents of $118,000 as compared to $353,00@e¢mber 31, 1995. The
Company had a working capital deficit at Decemieri®96 of $11,001,000.

The Company consummated a private offering (thegisst Private Offering”) of 250 units ("Units") ofcurities on August 6, 1996 for an
aggregate purchase price of $2,500,000. Each WUngisted of (i) a convertible subordinated debenflhugust Debentures") in the principal
amount of $10,000 issued at par and (ii) 461 re@édencommon stock purchase warrants ("August RedblenWarrants"). The
consummation of this private offering during thedguarter of 1996 resulted in net proceeds of@xmately $ 2,160,000. The company
was required to use $391,000 of such net proceedphy a portion of its bank debt, accrued inteaad legal fees. The Company used the
balance of the net proceeds of the Offering forkivay capital; registration of the underlying shatmder the Securities Act; purchase of
equipment; and for research and development expense
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The August Debentures will become due and payabte principal five years from the date of issuarieerest, at the rate of 10% per
annum, is payable on a quarterly basis. The AuDaebentures are convertible at any time after isseémo Underlying Shares at a
conversion price (the "Conversion Price") of $302% share, subject to adjustment.

Each August Redeemable Warrant entitles the hoddpurchase one Underlying Share for $3.25 dultegfive year period commencing on
the date of issuance. The August Redeemable Waraaatredeemable by the Company at a price ofge®Warrant at any time commenc
one year after issuance, upon not less than 30ptayrswritten notice, if the last sale price oét@ommon Stock on the Exchange following
such one year anniversary equals or exceeds $8rxhpre (the "Threshold") for the 20 consecutiadibhg days ending on the third day prior
to the notice of redemption to holders.

On August 18, 1996 and on December 29, 1996, tmep@ay converted July Debentures of $4,080,000 a@mdbvember Debentures of
$3,660,000 into 2,040,000 and 1,464,000 share®ofron Stock, respectively.

In addition, a total of 589,540 warrants of thewanible debentures consisting of 306,000 warrahtee July debentures, 219,000 warrants
of the November debentures and 64,540 warrantsugfist 1996 debentures were exercised for stock which the Company derived gross
proceeds of $1,369,256. The Company utilized tipeseeeds for working capital.

As a result of the decline in shipments of solidafge products from the Company's Brooklyn plarbo¥ahg the entry of the consent decree,
and as a result of the lack of available borrowingder the Company's credit agreement, the Compéqgylidity position has been materially
adversely affected since June 30, 1993 and the @oyrgcapital resources have been severely limitee.Company has actively sought to
reduce its operating costs at the Brooklyn plamgenm it has made significant reductions in persbiineddition, the Company's liquidity
position has been affected during the second fdl®84 by the discontinuance of shipments of liquidducts from its Cenci subsidiary as a
result of review completed by the Company of tigsil operation. In an effort to reduce the logsrflower revenues at this subsidiary, the
Company has reduced its operating costs at Cermtigh significant reductions of personnel and othgrenses.

Under the terms of the plea agreement with the Bi@JCompany has agreed to pay a $2,500,000 fayahte in quarterly installments of
$125,000 over five years. Two installments haventjged to date. Only additional partial paymentgehlaeen paid in the amount of $100,(
The agreement with the DOJ stipulates if any paymare not made in a timely fashion, the entire amof the fine shall become due and
payable immediately. As a result, the entire amaditihe settlement has been classified as curseaf Becember 31, 1996. As of the current
date, no action has been initiated to require imategayment of the entire amount.

In March 1995, the Company and its banks restradttite Company's amended credit agreement to melnegxtension of the due date to
August 31, 1995, modification of the financial caaets, reduction of the exercise prices of all asaits granted to the banks in excess of
$2.375 per share to $2.375 per share and exteobibe expiration date of the warrants to Decenil®®9. As
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consideration for these modifications, the bankeireed $1,500,000 of the proceeds received frontréresaction with Mallinckrodt. Funds
have been applied to reduce outstanding principalgproximately $1,113,000 to approximately $3,000, to pay accrued interest
(approximately $154,000) and fees (approximate83$%200). In addition, if the outstanding borrowinvgsre not repaid by August 31, 1995,
the Company has been required to pay an additR¥gb 102,000) of the then outstanding principal ttuthe banks. Such amount has been
accrued.

In July 1995, the Company and its banks (the "Bjrdsiended the credit agreement as a result afaghsummation of the July Private
Offering. As consideration for waiving any breagrdefault under the Credit Agreement as a resuti®fJuly Private Offering, the Banks
received $500,000 of the proceeds as payment iereist, fees and principal and an extension ofvidreant exercise period to July 17, 2000.
As a result of the Zatpack transaction, the Juiya®e Offering, and the issuance of 824,742 sharssttlement of the class action litigation,
the anti-dilution clauses in the Banks' warrantsenteggered, increasing the number of the Bankstants and decreasing the corresponding
exercise prices. As a result, the Banks now holdamss to purchase 700,000 shares of the Compemryisnon stock at a price of $2.05.

The credit agreement with the Bank Group has betmded to June 30, 1997.

On March 21, 1995, the Company sold its Tablets ANGr 5mg Oxycodone HCI/325mg Acetaminophen tabéetd certain pieces of
equipment utilized in connection with the produstartivities under the Tablets ANDA for up to $5ullion to Mallinckrodt. Mallinckrodt

paid the Company $2 million of the purchase pricdah® closing date, having previously paid $500,@00uly 1994. Mallinckrodt paid on
January 9, 1997 $1 million when the Company reckive December 19, 1996 general clearance fromEefbr unrestricted operations a
facility in Brooklyn, New York and written noticedm the FDA that it is in compliance with certairopisions of the consent order dated July
9, 1993. Mallinckrodt will pay the Company $1.9 linih balance of the Deferred Purchase Price wheltindkrodt receives certain
authorizations from the FDA, but in no event latean March 21, 1998. See "ltem 1. Business. Disiposi' for additional information
regarding this transaction.

On March 30, 1995, the Company signed the Zatpapkedment with Zatpack which provides for the pusehaf 500,000 shares of common
stock of the Company by Zatpack in consideratioilgp00,000. The Zatpack Note has been converted®#?,407 shares of Common Stock
(the "Note Shares"), in March, 1997, at an adjustetversion price of $2.39 per share, thereby damcthe indebtedness. See "ltem 1.
Business. Other Transactions - Agreements with&tpinc." for additional information regarding thatpack Agreement.

From late December 1996 through March 31, 1997Cimpany borrowed an aggregate of approximately1000 from certain of the
holders of the Company's convertible subordinatabdtures. These borrowings, which are evidencathbgcured promissory notes, are
and payable as to principal on demand. Interesieatate of 10% per annum, is payable on a quyattasis. The Company utilized the
proceeds of these borrowings for working capital.
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As previously indicated, the Company has continoeaktively pursue financing. At the current tittee Company is discussing with several
parties obtaining financing which will replace tBempany's banks and provide additional working tepThere can be no assurance that the
Company will be able to obtain any such financingcommercially acceptable terms.

The Company has insufficient resources to meet i@turrent obligations at December 31, 1996 #étbng-term obligations. To meet such
obligations and to pursue the development of newege drug products, the Company must find altévaagtources funding. As previously
indicated, the Company has continued to activehgyei financing. At the current time, the Compangliseussing with several parties
obtaining financing which will replace the Companlganks and provide additional working capital. fehean be no assurance that the
Company will be able to obtain any such financingcommercially acceptable terms. In addition, #q@ort of the Company's independent
certified public accountants contains an explayaparagraph as to the Company's ability to contemia going concern. Among the factors
cited by the accountants as raising substantiabtdasito the Company's ability to continue as agabncern are: the loss incurred by the
Company of approximately $14,495,000 during the yealed December 31, 1996; the Company's workipgataleficiency of
approximately $12,201,000 at that date; the expmatf the Credit Agreement on December 31, 1996i¢lwsubsequently was extended to
June 30, 1997, as described above); and the Cormuarbeing in compliance with the terms of its bagkagreement and convertible
subordinated debentures. See Note A of Note to @iolated Financial Statements.

The Company is delinquent in its payment of paytes to the extent of approximately $1,500,00thddigh the Company anticipates
receiving a Federal income tax refund that wilkeffthis liability to a substantial extent, the Qxamy does not currently have the funds
available to retire this delinquency. If the Comp@nunable to pay its payroll taxes, whether dua tenial of the tax refund or otherwise,
Company could be materially adversely affected.

Capital Expenditures

The Company's capital expenditures during 199651881 1994 were $208,000, $536,000 and $216,080ectvely. The decrease in capital
expenditures in 1996 as compared to prior yeaaftithutable to the Company's cash conservatiorsarea implemented in 1995.

Item 8. Financial Statements and Supplementary Data

See Index to Financial Statements after signatage p

Item 9. Changes in and Disagreements with Accounté&on Accounting and Financial Disclosure.
Not Applicable.
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PART IlI
Item 10. Directors and Executive Officers of the Rgistrant.

The information required by Item 10 will be inclubim the Company's Proxy Statement for the 1997uahiMeeting of Shareholders, which
will be filed within 120 days after the close okt@ompany's fiscal year ended December 31, 1996isdrereby incorporated herein by
reference to such Proxy Statement.

Item 11. Executive Compensation.

The information required by Item 11 will be inclubim the Company's Proxy Statement for the 1997uahiMeeting of Shareholders, which
will be filed within 120 days after the close okt@ompany's fiscal year ended December 31, 19@6isdrereby incorporated herein by
reference to such Proxy Statement.

Item 12. Security Ownership of Certain Beneficial Qvners and Management.

The information required by Item 12 will be inclubim the Company's Proxy Statement for the 1997uahiMeeting of Shareholders, which
will be mailed within 120 days after the closelodé Company's fiscal year ended December 31, 19@6isehereby incorporated herein by
reference to such Proxy Statement.

Item 13. Certain Relationships and Related Transaans.

The information required by Item 13 will be inclubim the Company's Proxy Statement for the 1997uahiMeeting of Shareholders, which
will be mailed within 120 days after the closelodé Company's fiscal year ended December 31, 19@6isehereby incorporated herein by
reference to such Proxy Statement.
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PART IV
Item 14. Exhibits, Financial Statement Schedulesnal Reports on Form 8-K.
A. Financial Statements - See Index to Financialedtents.
B. Financial Statement Schedules
Not Applicable.
C. Reports on Form 8-K
None.
D. Exhibits

Exhibit
Number

3.1 Certificate of Incorporation and amendmen
to Exhibit 3.1 to Amendment No. 2 to the
Statement on Form S-18, File No. 33-2471-

3.2 Restated Bylaws (incorporated by referenc
Registrant's Quarterly Report on Form 10-
30, 1993).

10.1  Credit Agreement, dated as of December 22
and The Chase Manhattan Bank, N.A. (incor
Exhibit 10.1 to the Registrant's Annual R
year ended December 31, 1992 (the "1992 F

10.2  Amendment Two, dated as of January 12, 19
the Registrant and The Chase Manhattan Ba
forms of Stock Warrant and Registration R
by reference to Exhibit 10.1.1 to the Reg
Form 10-K for the year ended December 31,
10-K")).

10.3  Amendment Three, dated as of May 31, 1994
the Registrant and The Chase Manhattan Ba
reference to Exhibit 6(a) to the Registra
10-Q for the quarter ended March 31, 1994

10.4  Amendment Four, dated as of July 1994, to
Registrant and The Chase Manhattan Bank,
reference to Exhibit 6(a) to the Registra
10-Q for the quarter ended June 30, 1994)
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nk, N.A. (incorporated by
nt's Quarterly Report on Form

).
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N.A. (incorporated by
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10.5 Amendment Five, dated as of March 21, 199
the Registrant and The Chase Manhattan Ba
reference to Exhibit 10.7 to the Registra
8-K dated March 21, 1995 (the "March 8-K"

10.5(1) Form of Warrants issued to The Bank of Ne
Bank, N.A. and the Israel Discount Bank (
Exhibit 10.5(i) to the Registrant's Annua
year ended December 31, 1995 (the "1995 F

10.5(2) Letter Agreement, dated July 10, 1995, am
Chase Manhattan Bank, N.A., The Bank of N
Bank of New York (incorporated by referen
Registrant's Quarterly Report on Form 10-
30, 1995 (the "June 10-Q")).

10.5(3) Letter Agreement, dated November 16, 1995
The Chase Manhattan Bank, N.A., The Bank
Discount Bank of New York (incorporated b
10.25(iv) to the 1995 10-K).

10.5(4) Amendment 6, dated as of August 6, 1996,
Halsey Drug Co.,Inc., The Chase Manhattan
York and Israel Discount Bank of New York
to Exhibit 10.1 to Amendment No. 1 to the
Report on Form 10-Q for the quarter ended
1996 10-Q)).

*10.5(5) Letter Agreement, dated March 25, 1997 am
the Chase Manhattan Bank, as successor in
Manhattan Bank (National Association), Th
Discount Bank.

10.6  Agreement Regarding Release of Security |
21, 1995 by and among the Company, Mallin
Inc. and The Chase Manhattan Bank, N.A.(i
Exhibit 10.9 of the March 8-K).

10.7  Consulting Agreement dated as of Septembe
Registrant and Joseph F. Limongelli (inco
Exhibit 10.6 to the 1993 Form 10-K).

10.8 Employment Agreement, dated as of January
Registrant and Rosendo Ferran (incorporat
10.2 to the 1992 Form 10-K).

10.9 Employment Agreement, dated as of July 1,
and Leonard H. Weiss (incorporated by ref
1994 Form 10-K).

10.10(1) Halsey Drug Co., Inc. 1984 Stock Option P
by reference to Exhibit 10.3 to the 1992
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10.10(2) Halsey Drug Co., Inc. 1995 Stock Option a
Plan (incorporated by reference to Exhibi
Registration Statement on Form S-8, File

*10.10(3) Halsey Drug Co., Inc. Non-Employee Direot Stock Option Plan.

10.11 Leases, effective February 13, 1989 and J
among the Registrant and Milton J. Ackerm
Hinderstein, Thelma Hinderstein and Maril
reference to Exhibits 10.6 and 10.7, resp
Annual Report on Form 10-K for the year e

10.12 Lease, effective as of April 15, 1988, am
J. Ackerman, Sue Ackerman, Lee Hinderstei
Marilyn Weiss, and Rider thereto (incorpo
10.12 to the Registrant's Annual Report o
ended December 31, 1987).

10.12(1) Lease, as of October 31, 1994, among Regi
Ackerman, Sue Ackerman, Lee Hinderstein,
Marilyn Weiss, together with Modification
Agreement (incorporated by reference to E
Registrant's Annual Report on Form 10-K f
31, 1995). 10.13 Asset Purchase Agreement
among Mallinckrodt Chemical Acquisition,
Mallinckrodt Chemical, Inc., as guarantor
(incorporated by reference to Exhibit 10.

10.13  Asset Purchase Agreement dated as of Marc
Chemical Acquisition, Inc. ("Acquisition”
Inc., as guarantor and the Registrant (in
Exhibit 10.1 to the March 8-K).

10.14  Toll Manufacturing Agreement for APAP/Oxy
March 21, 1995 between Acquisition and th
reference to Exhibit 10.2 to the March 8-

10.15 Capsule ANDA Option Agreement dated as of
Acquisition and the Registrant (incorpora
10.3 to the March 8-K).

10.16 Tablet ANDA Noncompetition Agreement date
between the Registrant and Acquisition (i
Exhibit 10.4 to the March 8-K).

10.17  Subordinated Non-Negotiable Promissory Te
$1,200,00 dated March 21, 1995 issued by
(incorporated by reference to Exhibit 10.

10.18 Term Note Security Agreement dated as of
Company, Houba, Inc. and Acquisition (inc
Exhibit 10.6 to the March 8-K).
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10.19 Amendment dated March 21, 1995 to Subordi
July 21, 1994 between Mallinckrodt Chemic
Chemical Acquisition, Inc., the Registran
(National Association), Israel Discount B
New York, and The Chase Manhattan Bank (N
(incorporated by reference to Exhibit 10.

10.20 Agreement dated as of March 30, 1995 betw
Zatpack, Inc. (incorporated by reference
8-K).

10.21  Waiver and Termination Agreement dated as
Zuellig Group, W.A., Inc. and Indiana Fin
(incorporated by reference to Exhibit 10.

10.22  Convertible Subordinated Note of the Regi
issued to Zatpack, Inc. (incorporated by
the March 8-K).

10.23  Agreement dated as of March 30, 1995 amon
Fine Chemicals Corporation, Zuellig Group
Zetapharm, Inc. and Zuellig Botanicals, |
reference to Exhibit 10.13 to the March 8

10.24  Supply Agreement dated as of March 30, 19
Zetapharm, Inc. (incorporated by referenc
March 8-K).

10.25 Form of 10% Convertible Subordinated Debe
reference to Exhibit 6(a) to the June 10-

10.26  Form of Redeemable Common Stock Purchase
reference to Exhibit 6(a) to the June 10-

10.27  Form of 10% Convertible Subordinated Debe
reference to Exhibit 4.1 to the Registran
8-K dated December 4, 1995 (the "December

10.28 Form of Redeemable Common Stock Purchase
reference to Exhibit 4.2 to the December

10.29 Form of 10% Convertible Subordinated Debe
reference to Exhibit 99 to the June 1996

10.30 Form of Redeemable Common Stock Purchase
reference to Exhibit 4.1 to Amendment No.

35

nation Agreement dated as of
al, Inc., Mallinckrodt
t, The Chase Manhattan Bank
ank of New York, The Bank of
ational Association)
8 to the March 8-K).

een the Registrant and
to Exhibit 10.10 to the March

of March 30, 1995 between
e Chemicals Corporation
11 to the March 8-K).

strant dated December 1, 1994
reference to Exhibit 10.12 to

g the Registrant, Indiana
, N.A., Inc., Houba Inc.,
nc. (incorporated by

-K).

95 between Houba, Inc. and
e to Exhibit 10.14 to the

nture (incorporated by

Q).

Warrant (incorporated by

Q).

nture (incorporated by
t's Current Report on Form
8-K").

Warrant (incorporated by
8-K).

nture (incorporated by

10-Q).

Warrant (incorporated by
1 to the June 1996 10-Q).



21 Subsidiaries of the Registrant (incorpora ted by reference to Exhibit
22 to the 1993 Form 10-K).

*23.1 Consent of Grant Thornton LLP, independen t certified public
accountants.

*27 Financial Data Schedule, which is submitt ed electronically to the
Securities and Exchange Commission for in formational purposes only and
not filed.

* Filed herewith.
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f{(the Securities Exchange Act of 1934, the Comggaas duly caused this report to be
signed on its behalf by the undersigned, theredatp authorized.

HALSEY DRUG CO., INC.
(Registrant)

By: /s/ Rosendo Ferran

Rosendo Ferran, President

Date: March , 1997

Pursuant to the requirements of the Securities &xgé Act of 1934, this report has been signed bélpthe following persons on behalf of
the registrant and in the capacities and on thesdaticated.

/sIWIliam G Skelly Chai rman and Director March 31 , 1997

/ s/ Rosendo Ferran Presi dent, Chief Executive Oficer March 31, 1997

S and Director (Principal Executive

Rosendo Ferran O ficer)

/ s/ Robert J. Mell age Controller (Principal Accounting March 31, 1997
------------------------- O ficer)

/s/IR H Francis Di rector March 31, 1997

R H. Francis

/s/Alan J. Smith Di rector March 31, 1997
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REPORT OF INDEPENDENT CERTIFIED
PUBLIC ACCOUNTANTS

Board of Directors
Halsey Drug Co., Inc.

We have audited the accompanying consolidated balsimeets of Halsey Drug Co., Inc. and Subsidiasesf December 31, 1996 and 1995,
and the related consolidated statements of opestgtockholders' equity and cash flows for eadh@three years in the period ended
December 31, 1996. These financial statementdhareesponsibility of the Company's management.r@sponsibility is to express an
opinion on these financial statements based omodits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardgeedhat we plan and perform the audit
to obtain reasonable assurance about whethenthedial statements are free of material misstatemd@naudit includes examining, on a test
basis, evidence supporting the amounts and digeesn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by managememtell as evaluating the overall financial statetpeesentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referealove present fairly, in all material respedts, ¢onsolidated financial position of Halsey
Drug Co., Inc. and Subsidiaries as of Decembed 826 and 1995, and the consolidated results of tiperations and their consolidated cash
flows for each of the three years in the periodeghDecember 31, 1996, in conformity with generaltgepted accounting principles.

As more fully discussed in Note A, the accompanyingncial statements have been prepared assuhmanghe Company will continue as a
going concern. The Company has incurred a lospmfoximately $14,495,000 during the year ended Bdoes 31, 1996, has a deficiency in
working capital of approximately $12,201,000 andaaoumulated deficit of approximately $29,484,0086 awes approximately $1,500,000
in delinquent payroll taxes. In addition, the Commga current banking agreement expires on Jun&®¥, and the Company is currently not
in compliance with the financial covenants of iégking agreement and its convertible subordinagdzbdtures agreement. These matters,
among others, raise substantial doubt about thep@oy’s ability to continue as a going concern. M@naent's plans in regard to these
conditions are described in Note

A. The financial statements do not include any stiljents that may result from the outcome of thiseut@inty.

GRANT THORNTON LLP

New York, New York
March 28, 1997
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Halsey Drug Co., Inc. and Subsidiaries

CONSOLIDATED BALANCE SHEETS

December 31,
(in thousands)

CURRENT ASSETS

Cash

Accounts receivable - trade, net of allowances
for doubtful accounts of $424 and $280
in 1996 and 1995, respectively

Other receivable

Inventories

Prepaid insurance and other current assets

Total current assets
PROPERTY, PLANT AND EQUIPMENT, NET

OTHER ASSETS

The accompanying notes are an integral part okteegements.

F-3

1996

$11,982

1995

$18,862




Halsey Drug Co., Inc. and Subsidiaries

CONSOLIDATED BALANCE SHEETS (continued)

December 31,
(in thousands)

1996 1995
CURRENT LIABILITIES
Bank overdraft $ 286 $ 213
Due to banks 3,195 3,395
Notes payable 1,625 200
Convertible subordinated debentures 2,173 7,347
Department of Justice settlement 2,168 2,000
Accounts payable 4,533 2,579
Accrued expenses 3,575 1,867
Advances from minority stockholders 206
Total current liabilities 17,555 17,807
LONG-TERM DEBT 1,508 2,595
COMMITMENTS AND CONTINGENCIES
STOCKHOLDERS' EQUITY (DEFICIT)

Common stock - $.01 par value; authorized,

20,000,000 shares; issued and outstanding,

13,175,708 shares and 8,973,459 shares in

1996 and 1995, respectively 131 90
Additional paid-in capital 23,316 14,459
Accumulated deficit (29,484) (14,989)

(6,037)  (440)
Less treasury stock - at cost (474,603 shares and
500,000 shares in 1996 and 1995, respectively) (1,044) (1,100)

$11,982 $18,862

The accompanying notes are an integral part oktetements.



Halsey Drug Co., Inc. and Subsidiaries

CONSOLIDATED STATEMENTS OF OPERATIONS

Year ended December 31
(in thousands, except per sha

19
Netsales $ 12
Cost of goods sold 16
Grossprofit (4
Research and development 1

Selling, general and administrative expenses 7

Loss from operations (13
Interest expense 1
Gain on sale of assets 1

Loss before income taxes (14

Provision for income taxes

NET LOSS $(14
Loss per common share $ (
Average number of outstanding shares 9,724

The accompanying notes are an integral part okteegements.
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re data)

96 1995 1994

379 $ 20,225 $ 24,182
,826 18,097 21,584

A447) 2,128 2,598

,854 818 502
,486 6,098 7,128

787)  (4,788) (5,032)

708 1,307 735
,000)  (2,288)

,495)  (3,807) (5,767)

,495) $ (4,103) $ (5,767)

1.49) $ (52) $ (.80)

,106 7,886,101 7,173,908




CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY

Comm
$.01
Shares
Balance at January 1, 1994 7,109,537
Issuance of common stock 500,000
Issuance of warrants to banks
Net loss
Balance at December 31, 1994 7,609,537
Issuance of common stock 500,000
Issuance of common stock in connection
with litigation settlement 824,742

Repurchase of common stock
Issuance of warrants with convertible
subordinated debentures
Exercise of stock options 39,180
Net loss
Balance at December 31, 1995
(brought forward) 8,973,459

Halsey Drug Co., Inc. and Subsidiaries

Years ended December 31, 1996, 1995 and 1994

(in thousands)

on stock, Treasury s

par value  Additional at cos

------------ paid-in Accumulated = ----------
Amount capital deficit  Shares

76 10,162 (10,886)

5 791
8 2992
(500,000)
416
1 08
(4,103)

90 14,459 (14,989) (500,000)
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Amount  Total

3,000
$(1,100) (1,100)

(1,100) (1,540)



Halsey Drug Co., Inc. and Subsidiaries
CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY (con tinued)

Years ended December 31, 1996, 1995 and 1994

(in thousands)

Comm on stock, Treasury s tock,

$.01 par value  Additional at cos t
------------------- paid-in Accumulated = ----------
Shares Amount capital deficit  Shares Amount  Total

Balance at December 31, 1995

(brought forward) 8,973,459 $90 $14,459 $(14,989) (500,000) $(1,100) $ (1,540)
Net loss for the year ended

December 31, 1996 (14,495) (14,495)
Issuance of common stock -

conversion of debentures 3,504,000 35 6,724 6,759
Issuance of shares as settlement 59,550 262 25,397 56 318
Issuance of warrants with convertible

subordinated debentures 355 355
Exercise of warrants of convertible

debentures 589,540 6 1,363 1,369
Stock options exercised 49,159 153 153
Balance at December 31, 1996 13,175,708 $131 $23,316 $(29,484) $(474,603) $(1,044) $ (7,081)

The accompanying notes are an integral part ofstiaiement.

F-7



Halsey Drug Co., Inc. and Subsidiaries

CONSOLIDATED STATEMENTS OF CASH FLOWS

Year ended December 31,

Cash flows from operating activities

Net loss

Adjustments to reconcile net loss to net
cash used in operating activities
Depreciation and amortization
Provision for losses on accounts receivabl
Provision for loss on investment
Provision for inventory losses
Gain on sale of assets
Accrued interest
Deferred income taxes
Changes in assets and liabilities
Accounts receivable
Inventories
Income taxes receivable
Prepaid insurance and other current as
Accounts payable
Accrued expenses

Total adjustments

Net cash used in operating activities

Cash flows from investing activities

Capital expenditures

(Increase) decrease in other assets
Net proceeds from sale of assets
Deferred income

Net cash provided by (used in) investing
activities

(in thousands)

1996 1995 1994

$(14,495) $(4,103) $ (5,767)

1,906 1,956 2,350

e 144 271
500
1,095
(1,000) (2,288)  (92)
280 77 100
296
1,319 637 2
2,863  (881) 2,389
660

sets  (96) (160) 134
1,029 (2,031)  (995)
2,633 44 528

10,673  (2,350) 5,347

(3822) (6,453)  (420)

(390) (536)  (216)

116~ (169)
1,889 125
500

(390) 1,469 240




Halsey Drug Co., Inc. and Subsidiaries
CONSOLIDATED STATEMENTS OF CASH FLOWS (continued)

Year ended December 31,
(in thousands)

1996 1995 1994

Cash flows from financing activities

(Decrease) increase in notes payable $ 25 $(1,192) $ (489)
Proceeds from issuance of common stock 318 796 1,000
Payments to Department of Justice (90) (86)
Bank overdraft 73 (5B) (224)
Repurchase of common stock (1,100)
Payments to minority stockholders (206) (212 (25)
Proceeds from issuance of convertible subordina ted
debentures 2,500 7,740
Proceeds from exercise of stock options 153 99
Proceeds from exercise of warrants 1,369
Increase in other assets (255) (727)
Net cash provided by financing activities 3,977 5,309 176
NET INCREASE (DECREASE) IN CASH
AND CASH EQUIVALENTS (235) 325 (4)
Cash and cash equivalents at beginning of year 353 28 32
Cash and cash equivalents at end of year $ 118 $ 353 $ 28

Supplemental disclosures of noncash activities:

1. The issuance of 3,504,000 shares of the Compaagimon stock upon conversion of $6,759,000 ofedible subordinated debentures is
included in common stock and additional paid-initzdp

2. The valuation of the warrants issued in 1996 E3b, of $355,000 and $416,000, respectively, aathvertible subordinated debentures is
included in additional paid-in capital.

3. The issuance in 1996 and 1995 of 59,550 and’824hares of the Company's common stock is valti§818,000 and $3,000,000,
respectively, in connection with litigation settlents.

4. The valuation of the warrants issued in 1992005000, to its banks, is included in additionatiga capital.
The accompanying notes are an integral part okteegements.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 1996, 1995 and 1994
NOTE A - SUMMARY OF ACCOUNTING POLICIES

The Company, a New York based corporation estaddish 1935, and its subsidiaries, are engageceimiinufacture, sale and distribution of
generic drugs. The Company sells its generic dradyxts under its Halsey label and under privalellarrangements with drug store chains
and drug wholesalers throughout the United States.

A summary of the significant accounting policiesisistently applied in the preparation of the accanyjing consolidated financial stateme
follows.

1. Principles of Consolidation and Basis of Presstor

The consolidated financial statements include 100%e accounts of the Company and its wholly-owselsidiaries, Blue Cross Products
Co., Inc., Houba, Inc., Halsey Pharmaceuticals, Bred Indiana Fine Chemicals Corporation, The Medin Corporation, H.R. Cenci
Laboratories, Inc. (97% owned) and Cenci Powdediets, Inc. (100% owned). The Medi-Gum Corporatiod Halsey Pharmaceuticals
have not commenced operations. All material intengany accounts and transactions have been elirdinate

As of December 31, 1996, the Company has a wortapital deficiency of approximately $12,201,000s ha accumulated deficit of
approximately $29,484,000, has incurred a losppfaimately $14,495,000 during the year ended Bez 31, 1996, and is not in
compliance with its financial covenants pursuaritddanking agreement and its convertible subatéith debenture agreement. In addition,
the Company is delinquent in the payment of itsrplhyaxes (approximately $1,500,000) (Note H) #imel Company's credit agreement with
its banks expires June 30, 1997. These factoro#med matters as discussed in Note M, raise sutistaloubt about the Company's ability to
continue as a going concern. The financial statésngm not include any adjustments relative to dwverability and classification of
recorded asset amounts or amounts and classificatiliabilities that might be necessary should @empany be unable to continue in
existence. Management's plans with respect to tbaséitions include seeking alternative sourcefinaincing. In this regard, the Company
(a) is reviewing several unsolicited expressiongtdrest from prospective joint venture partnerd svestors, (b) plans to refinance or
extend the maturity date of the Company's bank, dephas sold the rights to one of its producta toajor vendor and has received a
commitment for future production of such produco{®|) and (d) submitted Abbreviated New Drug Apations ("ANDA") for approval by
the Food and Drug Administration ("FDA") (Note Mjhere can be no assurance that management can altéanative sources of financing
or obtain approvals for the ANDA's.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE A (continued)
2. Inventories
Inventories are stated at the lower of cost or etaitost is determined using the first-in, first-ouethod.
3. Property, Plant and Equipment

Property, plant and equipment are stated at cestdecumulated depreciation and amortization. [@égtien and amortization are provided
in amounts sufficient to relate the cost of def@bla assets to operations over their estimatedcgdives, principally on a straight-line basis.
The estimated lives used in determining depreciatiod amortization are:

Buildings 2 5 years
Machinery and equipment 5-1 0 years
Leasehold improvements 5-1 0 years

Leasehold improvements are amortized over the b¥éise respective leases or the service liveb@improvements, whichever is shorter.
4. Income Taxes

The Company adopted Statement of Financial Accogriitandards No. 109, "Accounting for Income TaXeSFAS No. 109"), as of
January 1, 1993. The standards for SFAS No. 10@nethat the Company utilize an asset and ligbdjproach for financial accounting and
reporting for income taxes. The primary objectieéaccounting for income taxes under SFAS No. @%@ (a) recognize the amount of tax
payable for the current year and (b) recognizeatheunt of deferred tax liability or asset basednamagement's assessment of the tax
consequences of events that have been reflected @ompany's financial statements or tax returns.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE A (continued)
5. Loss Per Share

The computation of loss per share of common stettased upon the weighted average number of corstrames outstanding during the
period, plus (in periods in which they have a dieiteffect) the effect of common shares contingeisguable upon exercise of stock options
and warrants. Fully diluted earnings per shareisidered equal to primary earnings per sharelfgears presented as the effect of other
potentially dilutive securities would be antidilsi

6. Statements of Cash Flows

For purposes of the statements of cash flows, tiragany considers all highly liquid debt instrumemtschased with an original maturity of
three months or less to be cash equivalents. Thep@oy paid income taxes for the years ended Deaedihd 995 and 1994 of $201,000 :
$39,000, respectively. In addition, the Compangriest of approximately $1,173,000, $786,000 andl $BD, respectively, for the years
ended December 31, 1996, 1995 and 1994. The Conthdmpt pay any income taxes during the year ei@szbmber 31, 1996.

7. Use of Estimates in Consolidated Financial &tatgs

In preparing consolidated financial statementsoimfarmity with generally accepted accounting prihes, management makes estimates and
assumptions that affect the reported amounts etassd liabilities and disclosure of contingersieds and liabilities at the date of the
consolidated financial statements, as well asépented amounts of revenues and expenses duringpbeing period. Actual results could
differ from those estimates.

8. Reclassifications
Certain reclassifications have been made to thé 488 1994 presentation to conform to the 1996eptasion.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE A (continued)
9. Impairment of Long Lived Assets

The Company adopted Statement of Financial Accogrtandards No.

121 ("SFAS No. 121"), "Accounting for the Impairmer Long-Lived Assets and for Long-Lived AssetB® Disposed Of," during the year
ended December 31, 1996. The statement requirethth&ompany recognize and measure impairmergdasfsiong-lived assets and certain
identifiable intangibles and value long-lived asdetbe disposed of.

The Company reviews long-lived assets and certiantifiable intangibles held and used for possifipairment whenever events or changes
in circumstances indicate that the carrying amaofigin asset may not be recoverable. The Compangidtasmined that no provision is
necessary for the impairment of long-lived asse3ezrember 31, 1996.

10. Research and Development Costs

All research and development costs, including paymeelated to licensing agreements on productsrutelelopment and research
consulting agreements are expensed when incurred.

NOTE B - FAIR VALUE OF FINANCIAL INSTRUMENTS

Statement of Financial Accounting Standards No.(I8FAS No. 107"), "Fair Value of Financial Instrents," requires disclosure of the
estimated fair value of an entity's financial instient assets and liabilities. For the Companynfifed instruments consist principally of
subordinated promissory notes and long-term and-$&on debt.
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Halsey Drug Co., Inc. and Subsidiaries

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)

December 31, 1996, 1995 and 1994

NOTE B (continued)

The following methods and assumptions are usedtimate the fair value of each class of finanaiatiument for which it is practicable to

estimate that value:

Long-term and Short-term Debt and Convertible Subodinated Debentures

The fair value of the Company's long-term and stemrn debt and convertible subordinated debenisrestimated based upon the quoted
market prices for the same or similar issues ahercurrent rates offered to the Company for débtt@same remaining maturities.

The carrying amount and fair value of the abovaritial instruments are as follows:

Carrying Fair
amount amo

Long-term and short-term

debt $6,328  $6,3
Convertible subordinated
debentures 2,173 2,1
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December 31,

value Carrying Fair value
unt amount amount

in thousands)
28  $6,190 $6,190

73 7,347 7,347



Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE C - INVENTORIES
Inventories consist of the following:

December 31,

1996 1995
(in thousands)
Finished goods $ 2,121 $2,491
Work-in-process 1,018 1,398
Raw materials 619 3,827
$ 3,758 $7,716

NOTE D - PROPERTY, PLANT AND EQUIPMENT
Property, plant and equipment are summarized &snfsi

December 31,

1996 1995
(in thousands)
Machinery and equipment $1 1,641 $11,247
Leasehold improvements 5,708 5,756
Building 1,263 1,203
Land 265 265
1 8,877 18,471
Less accumulated depreciation and amortization 1 2,655 11,077
$ 6,222 $ 7,394

Depreciation expense for the years ended Decenihdr9®6, 1995 and 1994 was approximately $1,562 $0676,000 and $1,930,000,
respectively.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE E - DEBT
a. Line of Credit

In December 1992, the Company entered into a cagd@éement providing for borrowings of up to $7,000 at the prime rate plus an initial
margin of 1/2%, originally maturing in December 29®9pon certain conditions, as defined in the aged, the margin rate increases by 2%.
Borrowings under the line were available for wotkrapital purposes based upon a percentage oateatcompany's eligible accounts
receivable and are collateralized by such accaeatsivable. The agreement contains certain finhonolenants, including minimum interest
coverage and working capital ratios, tangible nettly limitations on capital expenditures, and maxin debt-to-equity ratios. As of
December 31, 1996, the Company was not in comm@iavith the above covenants.

In 1994, the Company and its banks amended thé egeement to include the stock of certain subsigs, the accounts receivable of
Houba, Inc., and the parent company's inventoryegjuipment as additional collateral, to increageititial margin rate to 2% ( 10.25 % at
December 31, 1996), to restrict certain paymenidentyy the Company, to require payment to be madadZompany to the banks of any
income tax refunds received by the Company, torektbe maturity date to August 31, 1995, and t@agn principal to modify the financial
covenants at a later date. In addition, if the tamding borrowings were not repaid by August 3®5,.3he Company was required to pay
$102,000, which represented 3% of the then outstgnatincipal due to the banks. Such amount wasuaccin 1995 and fully paid in 1996.

As consideration for the above amendments and ¢imep@ny's continued borrowings in excess of thedwang formula, the Company has
issued stock warrants to the banks, expiring Deeer@b, 1999, to purchase up to 635,663 sharesdftimpany’'s common stock at exercise
prices ranging from $2.35 to $2.375 per share &ulp the antidilution provisions of the creditegment, as amended). The fair value of the
warrants, $200,000, as determined by the Comp&uwgsd of Directors, was recorded by the CompariyQied as additional paid-in capital
and a discount to bank debt which was fully amedithrough the maturity date, August 31, 1995.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE E (continued)

In addition, the Company and its banks amendedridit agreement as a result of the Company hasdongummated private offerings of its
securities on July 18, 1995 and November 29, 188%onsideration for waiving any breach or defauldler the credit agreement as a result
of these private offerings, the bank group rece#@80,000 of the proceeds as payment for intefiess, and principal and an extension of the
warrant exercise period to July 17, 2000. In additthe exercise prices of all warrants for 699,68&res of the Company's common stock
have been adjusted for antidilution to prices ragdrom $1.98 to $2.07. On March 25, 1997, the gnokip extended the maturity date of the
credit agreement to June 30, 1997.

b. Convertible Subordinated Promissory Note

Pursuant to the Zatpack, Inc. ("Zatpack") agreerfidote N), the Company issued a convertible sulbatéd promissory note dated
December 1, 1994, to Zatpack, for the cancellatifoinade payables and advances by Zuellig Group ,No&. ("Zuellig") to the Company's
subsidiaries, in the amount of $1,292,000, beariteyest at 8% per annum, compounded annually Dsdheember 1, 1997. The outstanding
principal, plus all accrued and unpaid interest588,000 at December 31, 1996, was convertibleadption of Zatpack, into the Compar
common stock at the rate of one share of commak $tw every $2.50 of principal and interest betmgverted (the $2.50 is subject to the
antidilution provisions of the promissory note).Ntarch 1997, the principal amount, with accrueeriest of $243,110 was converted into
642,407 shares of Common Stock at an adjusted csinweprice of $2.39 per share, thereby cancetlegindebtedness.

¢. Subordinated Promissory Notes

On March 21, 1995, (see Note I) the Company satsfertain accounts payable by issuing a subordinatomissory note to Mallinckrodt
Chemical Acquisition, Inc. ("Mallinckrodt") for $200,000, bearing interest at 8% per annum, witkr@st and principal payable at the earlier
of: (i) receipt by Mallinckrodt of all necessarytharizations from the FDA or (ii) September 21, T9%he note is collateralized by
substantially all of the assets of the Companyiamsdibordinated to future bank indebtedness ob$8t000,000. The $1,200,000 note
represents the deferral of payment by the Compéayportion of its trade accounts payable due taféiliate of Mallinckrodt.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE E (continued)

On July 14, 1995, the Company borrowed from andeidsa $200,000 subordinated promissory note toiltéliodt, bearing interest at 8%
annum, with principal and interest payable Junel896. The principal and interest is payable, ataption of Mallinckrodt, in the form of
cash or a credit to the Company's accounts redeivhle from Mallinckrodt on June 30, 1996.

Borrowings under long-term debt are as follows:

December 31,

1996 1995
(in thousands)
Convertible subordinated promissory note $ 1,508 $1,395
Subordinated promissory notes 1,400 1,400
Other 225
3,133 2,795
Less: current maturities of long-term debt ( 1,625) (200)
$ 1,508 $2,595

NOTE F - CONVERTIBLE SUBORDINATED DEBENTURES

On July 18, 1995, the Company issued 408 unit81@t000 per unit, in a private placement of itausities ("July Private Placement"). Each
unit consists of: (i) a 10% convertible subordinladebenture due July 18, 2000 in the principal amhofi$10,000, interest payable quarterly,
and convertible into shares of the Company's comsback at a conversion price of $2.00 per shafgjestito dilution, and (ii) 750
redeemable common stock purchase warrants (“waltjafach warrant entitles the holder to purchaseghare of common stock for $2.00,
subject to adjustment during the five-year periocthmencing July 18, 1995. The warrants were redeknimtthe Company at a price of $.01
per warrant at any time commencing July 18, 1986viged that at July 18, 1996, the fair market eadfi the Company's common stock
equals or exceeds $2.00 per share for the 20 catigedrading days ending on the third day priothte notice of redemption to the holders of
the warrant. The debentures were converted in#®02000 shares of common stock in August 1996.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE F (continued)

On November 29, 1995, the Company issued 366 sl 0,000 per unit, in a private placement osésurities ("November Private
Placement"). Each unit consists of (i) a 10% cotivler subordinated debenture due November 29, 20€@ principal amount of $10,000,
interest payable quarterly, and convertible intarsh of the common stock, at a conversion prick2d@0 per share, subject to dilution, and
600 redeemable common stock purchase warrantsefing and conditions of the warrants issued in eotion with the November Private
Placement are similar to those issued in the Juliate Placement, except that the exercise pricheofvarrant pursuant to the November
Private Placement is $2.50 per share. These deksntere converted into 1,464,000 shares of constamk in December 1996.

The Company received net proceeds from the JulyNamvémber Private Placements of $7,013,000, nissofance costs of $727,000, and
allocated the market value of the warrants, asrohéted by the Company's Board of Directors, $416,86 additional paid-in capital with a
corresponding adjustment to debt discount. Theprateeds from such issuances have been used fimlitheing purposes: repurchase of
500,000 shares of the Company's common stock tratiig of the underlying shares pursuant to thea®s Placements, the purchase of
equipment, research and development costs andadiing capital. In addition, the Company was regdito use $950,000 of the net proce
to repay a portion of its bank debt. .

On August 6, 1996, the Company issued 250 unit81@t000 per unit, in a private placement of itsusities ("August Private Placement").
Each unit consists of: (i) a 10% convertible sulmated debenture due August 6, 2001 in the prim@peunt of $10,000, interest payable
quarterly, and convertible into shares of the Camyfsacommon stock at a conversion price of $3.25pare, subject to dilution, and (ii) 750
redeemable common stock purchase warrants (“watjafach warrant entitles the holder to purchaseghare of common stock for $3.25,
subject to adjustment during the five-year periothmencing August 6, 1996. Pursuant to the agreerntenCompany was required to
establish an escrow account to repay interestamtiistanding convertible debentures. The balaakkih escrow at December 31, 1996, was
approximately $112,000.

The Company received net proceeds from the privfigeing of approximately $2,160,000. The Comparaswequired to use $391,000 of
said net proceeds to repay a portion of its bark, decrued interest and legal fees. The Compaed the balance of the net proceeds of the
Offering for: working capital; registration of thenderlying shares under the Securities Act; pureldhequipment; and for research and
development expenses.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE G - ACCRUED EXPENSES

Accrued expenses are summarized as follows:

December 31,

1996 1995
(in thousands)
Payroll taxes payable (Note H) $ 1,554 $ 390
Accrued payroll 441 460
Professional fees 227 120
Interest 539 337
Other 814 560
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NOTE H - INCOME TAXES

The actual income tax expense varies from the léd&tutory rate applied to consolidated operatasfollows:

Ye ar ended December 31,
1996 1995 1994
Amount % Amount % Amount %

(in thousands)

Federal statutory rate $(4,928) (34.0)% $ (749) (34.0)% $(1,961) (34.0)%
Loss of which no tax benefit

was provided 4,233 29.1 280 12.7 1,223 21.2
Losses of subsidiaries with

no tax benefit 424 3.0 240 109 479 8.3
Amortization of Warrants 32 2
Goodwill amortization 73 5 77 3.5 77 1.3
Department of Justice

settlement 57 4
Other 109 .8 152 6.9 182 3.2
Actual tax expense $ - - $ - - $ - -
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE H (continued)

The Company has net operating loss carryforwardseggting approximately $16,877,000, expiring dyitine years 2009 through 2011. In
addition, certain of the Company's subsidiaries$&¢parate Federal income tax returns and haveasepet operating loss carryforwards
aggregating approximately $5,297,000, expiringmtythe years 1998 through 2011.

The tax loss carryforwards of the Company andubsgliaries are subject to limitation by Sectior2 88 the Internal Revenue Code with
respect to the amount utilizable each year. Thi#dition reduces the Company's ability to utiliz¢ aperating loss carryforwards included
above each year. The amount of the limitation labaen quantified by the Company.

The components of the Company's deferred tax a@sddsities), pursuant to SFAS No. 109, are sumae as follows:

December 31,

(in thousands)
Deferred tax assets

Net operating loss carryforward $12,824 $ 4,792
Allowance for doubtful accounts 178 117
Research and development tax credit 212 212
Reserve for inventory 605 65
Litigation settlement 284
Rent 96
Capital loss carryforwards 210
Other 97 36
Gross deferred tax assets 14,506 5,222
Deferred tax liabilities
Depreciation (663) (771)
Installment sale gain (1,218)
Other (165) (165)
(2,046) (936)
Net deferred tax assets before
valuation allowance 12,460 4,286
Valuation allowance (12,460) (4,286)
Net deferred tax assets $ - $ -

F-21



Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continu ed)
December 31, 1996, 1995 and 1994
NOTE H (continued)

SFAS No. 109, requires a valuation allowance agaieferred tax assets if, based on the weight afl@ve evidence, it is more likely than
not that some or all of the deferred tax assets moape realized. The valuation allowance at Decardhi, 1996 primarily pertains to
uncertainties with respect to future utilizationnet operating loss carryforwards.

The payroll taxes payable at December 31, 199@idechpproximately $1,500,000 of delinquent payenies, substantially all of which
liability was incurred in 1996. The Company hasraed interest and penalties on this amount. Theg@om expects that this liability will be
satisfied by income tax refund claims which weledi To date the IRS has not taken action witheesm these refund claims pending the
completion of an IRS audit for the year 1993. Tduslit was recently completed by the IRS auditohwib changes proposed. However
completion is pending review within the IRS, therefthe Company has not recorded tax refund claims.

NOTE | - SALE OF ASSETS

(&) On March 21, 1995, the Company sold its Ablaed New Drug Application ("ANDA") for 5mg OxycodeHCL/325mg Acetaminoph
Tablets ("Tablets") and certain equipment usediéngroduction of the Tablets for up to $5.4 milltonMallinckrodt. The Company received
$500,000 of the proceeds in July 1994, which waerded as deferred income on the Company's 19%btidated balance sheet.
Mallinckrodt also paid the Company $2,000,000 orrdie21, 1995 and the remainder was to be payalftdlaws: (i) $1,000,000 upon the
Company receiving general clearance from the FDAIfoestricted operations at its Brooklyn facilityd written notice from the FDA that it
is in compliance with certain provisions of the sent degree dated June 29, 1993 and (ii) $1,90&00@ earlier of (a) Mallinckrodt
receiving certain authorizations from the FDA oy September 21, 1997. Mallinckrodt also agreedeferd$1,200,000 of the Company's tr:
debt due to an affiliate of Mallinckrodt (Note Bursuant to the release of the Company from theb&lfhe FDA on December 19, 1996, the
Company recorded a gain of $1,000,000. On Januyat9%®7, Mallinckrodt tendered this amount to thelB&roup.
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In connection with the agreement, the Company apbteenanufacture Tablets for Mallinckrodt for aipdrof three years and Mallinckrodt
agreed to order a minimum number of Tablets froen@lompany for two years ending March 21, 1997. Company and Mallinckrodt
entered into a noncompetition agreement pursuanhioh the Company agreed not to compete with Mekifodt and its affiliates with
respect to the Tablets ANDA until March 21, 2000.

In addition, the Company issued to Mallinckrodtogation to purchase the ANDA for acetaminophen/oxigete capsules at an exercise price
equal to 3/4 of annual net capsule revenue, asetkflUpon exercise of the option, the Company aadiddkrodt would enter into
agreements pursuant to which the Company woulthgufacture acetaminophen/ oxycodone capsules &dimidkrodt for a period of time
and (ii) be prohibited from competing with Mallinddt and its affiliates with respect to the prodctof such capsules.

NOTE J - PENSION EXPENSE

The Company maintains the following two pensiompla

1. Management Pension Plan

The Company maintains a defined benefit pension pievering substantially all nonunion employees.

Historically, the Company's funding policy for theanagement pension plan (the "Plan"), had beeartibute amounts equal to its liability
as determined under the Employee Retirement Inc®eoerity Act of 1974 ("ERISA"). Under this fundipglicy, contributions would be
sufficient to maintain plan assets in excess ofptiogected benefit obligation. As of December 396, the Company has not funded its 1995
ERISA obligation of approximately $92,000 and teemaining balance of its 1993 and 1992 ERISA obhiliget of approximately $191,000.
Failure to timely fund these obligations may resulthe termination of the Plan and/or other monepeenalties.
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Planned Company contributions over the next seyerals are expected to improve the funded stattigegflan. The plan's assets are
diversified in stocks, bonds, mutual funds and stesm and other investments.

Net pension cost for the Compesponsored pension plan consists of the following:

December 31,

1996 1995 1994
(in thousands)
Normal service cost $24 $ 49 $50
Interest cost 32 25 27
Actual return on plan assets (23) (29) (18)
Net amortization and deferral (8) 9) (10)
Net pension cost $25 $ 46 $49
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NOTE J (continued)
The reconciliation of the funded status of the gtathe amount reported in the Company's balaneetsh as follows:

Year ended December 31,

1996 1995

(in thousands)

Actuarial present value of benefit obligations
at November 30, 1996 and 1995

Estimated present value of vested benefits $ 440 $ 405
Estimated present value of nonvested benefit s 52 44
Accumulated benefit obligation 492 449
Value of future pay increases 12 22
Projected benefit obligation 504 471
Estimated market value of plan assets
at November 30, 1996 and 1995 569 456
Excess (deficiency) of plan assets
over projected benefit obligation 65 (15)
Unrecognized net gain (loss) (72) 33
Unrecognized net asset at December 1,
1987 being amortized over 24 years (8) 9)
$(15 $ 9

The assumptions used as of November 30, 1996 &8tlihIetermining pension expense and funded sthitown above were as follows:

1996 1995
7.00%  7.00%
4.00 4.00
7.00 7.00

Discount rate
Rate of salary progression
Long-term rate of return on assets
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2. Employees' Pension Plan

The Company contributed approximately $492,000 0320 and $462,000 in 1996, 1995 and 1994, resedgtio a multiemployer pension
plan for employees covered by collective bargairdiggeements. This plan is not administered by th@gany and contributions are
determined in accordance with provisions of negetidabor contracts. Information with respect te @ompany's proportionate share of the
excess, if any, of the actuarially computed valireested benefits over the total of the pensiom’plaet assets is not available from the plan's
administrator.

The Multiemployer Pension Plan Amendments Act @A &he "Act") significantly increased the pensiesponsibilities of participating
employers. Under the provision of the Act, if tHans terminate or the Company withdraws, the Comgaunld be subject to a "withdrawal
liability."

NOTE K - STOCK OPTION PLAN

In September 1995, the stockholders of the Compapyoved the adoption of a stock option and resttistock purchase plan (the "1995
Option Plan"). The 1995 Option Plan replaces iisterg stock option plan which expired in Janua®@@4. The 1995 Option Plan provides for
the granting of (i) nonqualified options to purchdlse Company's common stock at not less tharathenfirket value on the date of the op
grant, (ii) incentive stock options to purchase @mmpany's common stock at not less than the farket value on the date of the option g
and (iii) rights to purchase the Company's comnookson a "Restricted Stock" basis, as definedpatess than the fair market value on the
date the right is granted. The total number of aharhich may be sold pursuant to options and rigtgeted under the 1995 Option Plan is
1,000,000. No option can be granted under the T&®n Plan after May 2005 and no option can bstaanting for more than ten years a
its grant.

In October 1996, the Board of Directors of Compadppted a non-employee director stock option plaickvprovides for the granting of
nonqualified stock options not to exceed 100,0G0ehin total and at an exercise price per sharal ég the fair market value of a share or
the respective grant dates. No option can be giamider the plan or after October 16, 2006 andptimio can be outstanding for more than
ten years after its grant. No option have beentgthunder this plan to date.
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The Company has adopted the disclosure provisibR&ancial Accounting Standards No. 123. "Accongtior Stock-Based
Compensation"(SFAS No. 123). It applies APB Opinim 25. "Accounting for Stock Issued to Employeast] related interpretations in
accounting for its plans and does not recognizepgarsation expense for its stock-based compensaltimis other than for restricted stock. If
the Company had elected to recognize compensatjpense based upon the fair value at the grantfdatevards under these plans consis
with the methodology prescribed by SFAS No. 128,@fmmpany's net income and earnings per share beuldduced to the proforma
amounts indicated below:

Thousands, Year ended Year ended
except per share amounts December 31, 1996 December 31, 1995

Net loss

As reported $(14,495) $(4,103)

Pro forma (14,902) (4,459)
Loss per share

As reported (1.49) (.52)

Pro forma (1.52) (.56)

These pro forma amounts may not be representatifigure disclosures because they do not takeeffext pro forma compensation exper
related to grants made before 1995. The fair vafibese options was estimated at the date of giging the Black-Scholes option-pricing
model with the following weighted average assumpifor the year ended December 31, 1996 and 189pectively; expected volatility of
82 and 71 percent; risk-free interest rates of@®b 5.8 percent; and expected life of 4.6 yearsBaigears. The weighted-average fair value
of options granted during the year ended Decembet @96 and 1995 for which the exercise price exjured market price on the grant date
was $2.68 and $2.27, respectively, and the weiginedage exercise prices were $4.19 and $3.16ctgply.
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The Black-Scholes option valuation model was deuetbfor use in estimating the fair value of tradptions which have no vesting
restrictions and are fully transferable. In addifioption valuation models require the input ofttygsubjective assumptions including the
expected stock price volatility. Because the Comgfsaemployee stock options have characteristigsfggntly different from those of traded
options, and because changes in the subjectivé agsumptions can materially affect the fair madaimate, in management's opinion, the
existing models do not necessarily provide a rédiabngle measure of the fair value of its employeek options.

Transactions involving stock options are summareedllows:

Stock opti ons Weighted-average

outstandi ng exercise price
Balance January 1, 1994 413,881 $3.88
Granted 10,000 2.00
Cancelled (201,731 ) 3.67
Balance at December 31, 1994 222,150 3.98
Granted 471,600 3.16
Exercised (39,180 ) 2.50
Cancelled (54,070 ) 3.36
Balance at December 31, 1995 600,500 3.49
Granted 20,000 4.19
Exercised (49,159 ) 3.12
Cancelled (21,334 ) 4.39
Balance at December 31, 1996 550,007 3.53
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The following table summarizes information concagncurrently outstanding and exercisable stockoogti

Options outstan ding Options exercisable
Number Weighted Number
outstanding at average Weighted exercisable at Weigh ted
Range of December 31, remaining average December 31, avera ge
exercise prices 1996 contractual li fe exercise price 1996 exercise price
$1.94 - 4.00 464,440 8.41 years $3.15 331,063 $3. 19
4.25-6.25 85,567 1.48 years 5.67 75,567 5. 84

NOTE L - COMMITMENTS

The Company occupies plant and office facilitied@mnoncancellable operating leases which expirddeicember 1995. On October 31,
1994, the Company entered into a new operating lgaghe plant and office facilities covering theriod from January 1, 1996 to December
31, 2005. These new operating leases provide f@dded base rent increases over the term of #se Jdowever, the total amount of the |
rent payments will be charged to operations udiegstraight-line method over the term of the ledbe. leases provide for payment of real
estate taxes based upon a percentage of the anargdse. The Company's subsidiaries, H.R. Cermizdories, Inc. and Cenci Powder
Products, Inc., lease plant and office facilitissaomonth-to-month basis from a former officertd subsidiaries. Rent expense relating to
these leases amounted to approximately $90,0000$8&nd $99,000 in 1996, 1995 and 1994, respégtiveaddition, the Company rents
certain equipment under operating leases, gendaaltgerms of four years. Total rent expense ferybkars ended December 31, 1996, 1995
and 1994 was approximately $884,000, $659,000 &8&,800, respectively.
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The approximate minimum rental commitments undeséhoperating leases are as follows:

Twelve months ending December 31, (in thousands)
1997 $ 928
1998 975
1999 1,023
2000 1,075
2001 1,128
2002 and thereafter 5,106

Total minimum payments required $10,235

On January 1, 1993, the Company entered into atogmpnt agreement with an officer having an initexim of five years. This employment
agreement contains change in control provisionswviioald entitle the officer to receive certain seree benefits if there is a change in
control in the Company, as defined, and a ternomatf employment. The maximum contingent liabikity of December 31, 1996 under this
agreement is approximately $878,000.

NOTE M - CONTINGENCIES

The Company currently is a defendant in severa$ldts involving product liability and other clainlBhe Company's insurance carriers have
assumed the defense for all product liability atigepactions involving the Company. None of thedaits is brought as a class action. The
ultimate outcome of these lawsuits cannot be deteanat this time, and accordingly, no adjustmers been made to the consolidated
financial statements.

On October 23, 1996, the Company withdrew fout®fINDAs including its ANDA (the "Capsule ANDA") faacetaminophen/oxycodone
capsules, and halted sales of the affected pradietssales pursuant to the withdrawn Capsule ANi#e approximately $3 million and $8
million for the years ended December 31, 1996 @8b1respectively, and accounted for approxima2dhB and 50% of the Company's total
net sales during such twelve month periods (Not§ B¢ Company instituted the withdrawal at the sstjgn of the FDA and in anticipation
of its release from the FDA's Application Integri®plicy list and its restrictions (collectively glAIP"). The FDA has placed the Company
on the AIP, in October 1991, in connection withiitgestigation of the Company's
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operations which culminated in the 1993 consentededJnder the AlIP, the FDA suspended all of themacompany's (i.e., Halsey Drug
Co.'s) applications for new drug approvals, inaigdANDAs and supplements to ANDAs. At the FDA'sgestion, the Company retained
outside consultants to perform validity assessmefits drug applications. Thereafter, in Octob@88a, the FDA recommended that several
applications, including the Capsule ANDA, be wittmin. As a basis for its decision, the FDA citedsgiomable and incomplete data
submitted in connection with the applications. HA indicated that withdrawal of the four ANDAs wascessary for the release of the
Company from the AIP. The FDA further required sidgsion by the Company of a Corrective Action Plaaid Plan was prepared and
submitted by the Company and accepted by the FDA.

On December 19, 1996, the FDA released the Comifranythe AIP. Release from the AIP permits the Campto submit ANDA
applications to the FDA for review, for the firghe since October 1991. At or about the time ohsutease, the Company submitted five
ANDAs to the FDA for its review. In addition, theo@pany had previously submitted a new ANDA withpess to the Capsules, which the
Company anticipates will be reviewed in the ne&uret However, there can be no assurance any 0éWwsANDAS, including the new
Capsule ANDA, will be approved by the FDA. The Camp will not be able to market these new produntess and until the FDA approves
the new underlying ANDASs. Failure to obtain FDA apyal for the new ANDAS, or a significant delaydbtaining such approval, would
materially adversely affect the Company's businggsations and financial condition.

On June 21, 1993, the Company entered into a glesement with the DOJ to resolve the governmemisstigation. Under the terms of the
plea agreement, the Company agreed to plead gaiftye counts of adulteration of a single drugdurot shipped in interstate commerce and
related recordkeeping violations. The plea agre¢mlso requires the Company to pay a fine of $2@MDover five years in quarterly
installments of $125,000 beginning September 19318ccordingly, the Company recorded a provisib82060,000 (net of imputed
interest). As of December 31, 1996, the Companyohéspaid two quarterly installments and additiopartial
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payments of $100,000. The plea agreement stipuflaé¢sf the Company does not make timely paymehtsentire fine becomes due and
payable. As a result, the entire DOJ settlemenbbas reclassified as a current liability in th®@@&nd 1995 consolidated balance sheets. At
the present time, no action has been initiatechbyxOJ to require immediate payment of the entiteunt. Should the DOJ require
immediate payment, it could result in a materialeade impact on the financial condition of the Camy

In connection with several shareholder lawsuits,@lompany agreed to pay to the plaintiffs $1,000 j8Cash, which has been paid by the
Company's insurance carrier in full. In Novembe®3,%he Company satisfied the remainder of itdesatint obligation by issuing 824,742
shares of its common stock valued at $3,000,06B@375 per share.

On January 29, 1997, the Commission simultanednostituted and settled an administrative proceedigaginst the Company, pursuant to the
Company's Offer of Settlement, dated Septembetd35, as modified by letters dated October 11, H#6January 10, 1997. The Order
made the following findings, among others, which @ompany neither admitted nor denied. The Compddgtember 31, 1990 and
December 31, 1991 Annual Reports on Form 10-K dtditat the Company had to follow Current Good Mantiring Practices ("CGMP")
regulations at all times during which an FDA apmdwdrug was manufactured by the Company. Theseahreports further stated that the
Company had to "expend time, money and effort nateas of production and quality control to ensult¢éechnical compliance."” These
annual reports failed to disclose that the Compaay not manufacturing drugs in accordance with CGMPwas using unapproved
formulas and procedures, and the Company's em@pgeéormer management's direction, were conagglinduct adulteration from the
FDA. These annual reports also failed to disclos¢ $ince the Company was not manufacturing gedevigs in accordance with CGMP,
FDA approval for any or all of the Company's newdurcts could be adversely affected. Based on ttegfing, the Commission found that
the Company committed violations of Sections 1@¢td 13(a) of the Exchange Act and Rules 10b-5,2(2bnd 13a-1 thereunder, by filing
with the Commission Annual Reports on Form 10-Ktf@ years ended December 31, 1990 and 1991 thaedno state material facts
necessary to make the statements made, in theolighé circumstances under which they were mademisleading. The Order also requires
the Company to "cease and desist from committingpasing any violation and any future violation"Ssctions 10-(b) and 13(a) of the
Exchange Act and Rules 10b-5, 12b-20 and 13a-&ttineler.

In 1995, the SEC filed a complaint requiring then@@any to cease and desist from violating Sectiqa)1af the Securities Act and Sections
10(b) and 13(a) of the Exchange Act and Rules 10t25-20, 13a-1 and 13a-13 thereunder. The cont@#deged that the Company's
December 31, 1990 and December 31, 1991 Annualri@epo Form 10-K and March 31, 1991, June 30, 18@ptember 30, 1991, March
31, 1992, June 30, 1992 and September 30, 199fqyaeports on Form 10-Q were materially falsd arisleading. The SEC complaint
conforms in large part to a settlement proposaliptsly submitted by the Company. The Company, eitradmitting the allegations, ente
into a Consent Decree not to violate the law infthere.

By letter dated October 23, 1995, the Company vedisied by the New York State Education Departmigné "Department") that the
Professional Conduct Officer of the Office of Pedimnal
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Discipline had determined that there was sufficeantlence of professional misconduct on the Comiggmest to warrant a disciplinary
proceeding pursuant to New York law. Upon contagtire Deputy Director of the Office of Professiobégcipline, counsel for the Company
was advised that the alleged misconduct relat¢het@ame activities that were the subject of the D®estigation, indictment and plea. The
Company submitted a written response on Novembet 9%6. The Company and the Department have agoebé entry of a Consent Order
concluding any disciplinary proceedings. The Conypaifl pay $175,000 in fines over five years. Ind#@én, the Company's registration as a
manufacturer of drugs in New York State is revokad,such revocation is stayed and the Companypéeas placed on probation for a
maximum of five years. The Company has the rigtapply for removal from probation after two years.

A lawsuit was filed by the minority shareholdergbR. Cenci Laboratories, Inc. and Cenci PowdedBets, Inc. against the Company and
several of the officers of the Company. The lawaliéged that the Company has breached severa@semiations made during the course of
negotiations leading to the Company's purchasd %f 6f the stock of H.R. Cenci Laboratories, IncisTdction sought unspecified
compensatory damages, as well as punitive dameggesssion, specific performance, reformation adéa@aration as to what amount, if any,
was owed to plaintiff. The Company filed a Counk&ira, seeking unspecified compensatory and pundamages. On March 10, 1997, a
Settlement Agreement and Mutual Release was exebytall parties to the lawsuit, terminating thé@c The terms of the Settlement
provide for repayment of certain outstanding loanade by the plaintiff to Cenci Labs and Cenci Pexsdas well as payment of settlement
funds. These payments total $600,000, paid in emoalthly installments from March, 1997 to June,&9Bhe Settlement Agreement further
provided for the balance of Cenci Labs and Cenuid®o stock to be turned over to the Company. Twdisgythousand share of unregistered
Common Stock of the Company was tendered to thetgfaAt December 31, 1996, the Company recordetharge of $309,000 relating to
the settlement.

The Company was named as a defendant in an aajmiooned Allied Welfare Fund, Vacation Fringe Bénetind and Union Mutual Fund v.
Halsey Drug Co., 96 Civ 3655, brought in the Unitdtes District Court for the Eastern DistriciNg#fw York. The complaint seeks sums
allegedly owed to three of the Company's labor mifiimds under the Company's collective bargaingrg@ment. Plaintiffs seek
approximately $265,000. On or about February 2871¢he Company and the plaintiffs agreed to s#tdeaction. The settlement obligates
the Company to remain current on its obligations @npay portions of the alleged arrearages irailments. The Company has paid the
alleged arrearages under the stipulation, butti€ment on its obligations as
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of the date of this filing. The Company's ColleetBargaining Agreement expires in June 1997 foumitbn employees who represent 45% of
the Company's total labor force.

NOTE N - SALE OF COMMON STOCK

On March 30, 1995, the Company entered into aneageat with Zatpack which provides for the purchafs®00,000 shares of common st
of the Company by Zatpack, with registration riglitsconsideration of $1,000,000. The $1,000,00@s@teration consists of the cancellation
of indebtedness (incurred by the Company's subgdifor the purchase of raw materials deliverednfaffiliates of Zuellig) and shares of
Indiana Fine Chemicals Corporation. As a resuthefabove transaction, the Company owns 100% dhmad-ine Chemical Corporation
(prior to the above transaction, the Company owf®4% of Indiana Fine Chemical Corporation). In aiddit the Company issued a
convertible promissory note to Zatpack, dated Ddxsm, 1994 (Note E). Zatpack has acquired the ealhssets from Zuellig and its
subsidiaries.

On October 27, 1994, the Company sold 500,000 stdriés common stock in exchange for $1,000,06thfRanbaxy Pharmaceuticals, Inc.
("Ranbaxy"). In connection with these shares, Raylhead the right to have its shares of the Comsarynmon stock registered under the
Securities Act of 1993. In July 1995, the Compagpurchased the 500,000 shares from Ranbaxy fo0&DQ0.

NOTE O - SIGNIFICANT CUSTOMERS AND SUPPLIERS

The Company sells its products to a large numbeusfomers who are primarily drug distributors,gistore chains and wholesalers and are
not concentrated in any specific region. The Comgpgaerforms ongoing credit evaluations of its custesrand generally does not require
collateral. During 1996, the Company had net salese customer in excess of 10% of total salegemgting 10% of total sales. During
1995, the Company had net sales to two customensciess of 10% of total sales, each aggregating@%¥d. 1% of total sales, respectively.
During 1994, the Company had net sales to thre@egss in excess of 10% of total sales, each agtiregl2% of total sales. Balances due
from these customers were approximately 10% and @5%tal accounts receivable at December 31, E3@651995, respectively. The loss of
any of these customers could have a material agheffsct on the Company.
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During the fourth quarter, the Company recordedoaipion to write down approximately $1.1 milliofiiaventory to its net realizable value.
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Exhibit 10.5(5)

The Chase Manhattan Bank
The Bank of New York
Israel Discount Bank of New York

March 25, 1997

Halsey Drug Co., Inc.

1827 Pacific Street

Brooklyn, New York 11233

Attn: Mr. Rosendo Ferran, President

Dear Mr. Ferran:

Reference is made to the Credit Agreement, dated Becember 22, 1992 (as amended from time to firfee to the date hereof, the "Credit
Agreement") among Halsey Drug Co., Inc. ("Halseyth® "Borrower"), The Chase Manhattan Bank, as&sgor in interest to The Chase
Manhattan Bank (National Association) ("Chase")e Bank of New York ("BNY"), Israel Discount Bank Bew York ("IDB" and, together
with Chase and BNY, the "Banks") and The Chase M#ah Bank, as successor in interest to The Chasénddtan Bank (National
Association), as agent for the Banks (in such dapabe "Agent”). Unless otherwise defined here@iapitalized terms used herein shall have
the meanings ascribed to them in the Credit Agreme

Pursuant to the terms of this letter agreementCtieelit Agreement is supplemented and amendedlas/fo

(a) The final date upon which the Expiration Date defined in the Credit Agreement) shall occexiended from December 31, 1996 to
June 30, 1997 and, accordingly, the definitionEfpiration Date" shall be amended by replacingdéite "December 31, 1996" with the date
"June 30, 1997.
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(b) Subject to paragraph (c), upon the timely fatiton of the following conditions set forth iracises (i), (ii) and (iii) below, the Banks ag
to waive any Event of Default (as defined in thedir Agreement) based upon the failure to make gagsnof interest.

(i) on or prior to April 7, 1997, the Borrower shalive made all interest payments due and owirgf & first business day of March, 1997
under the terms of the Credit Agreement (determimitiaout giving effect to the waiver contained hist paragraph (b));

(i) on or prior to the first business day of Ma@97, the Borrower shall have made all interestpyts due and owing as of the first busir
day of April, 1997 under the terms of the Credirédgment (determined without giving effect to thewsacontained in this paragraph (b));
and

(iii) on or prior to the first business day of Jutt®97, the Borrower shall have made all interaghpents due and owing as of the first
business day of May, 1997 under the terms of tleeliCAgreement (determined without giving effecthie waiver contained in this paragri

(0)).

(c) The waiver contained in paragraph (b) abovd tdike effect upon the effectiveness of this lettgreement, but shall immediately cease to
be in effect on April 7, 1997 if all interest paymige due and owing as of the first business day arfck, 1997 (determined without giving
effect to the waiver contained in paragraph (b}ehaot been paid at such time. Furthermore, theevaiontained in paragraph (b) above ¢
immediately cease to be in effect if at any time Borrower fails to satisfy the conditions setffidrt clauses (ii) or (iii) of paragraph (b) on or
before the dates specified therein. In addition,tRe avoidance of doubt, the parties hereto esfyegree that the failure of the Borrower to
make any payment mentioned in any of clausesifipr((iii) on or before the date specified in sudause shall constitute an Event of Default
under the Credit Agreemel
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Except as expressly amended above, the terms awitioos of the Credit Agreement and the other LBacuments shall remain in full for
and in effect and are hereby ratified and confirnteatept as expressly provided in this letter ague®, nothing contained herein shall
constitute a waiver, release or modification of ahthe Agent's or the Banks' rights and remedieter, or any of the terms and conditions
the Loan Documents. The Agent and the Banks eXgre=sserve all of their rights and remedies undierltoan Documents and under

applicable law
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This letter agreement shall become effective uperexecution and delivery to the Agent and the Bafla counterpart of this letter
agreement signed by the Borrower and each of tikBa

Very truly yours,
THE BANK OF NEW YORK

By:
Name:
Title:

ISRAEL DISCOUNT BANK OF
NEW YORK

By:
Name:
Title:

By:
Name:
Title:

THE CHASE MANHATTAN BANK
as Bank and as Agent

By:
Name:
Title:
ACCEPTED AND AGREED:
HALSEY DRUG CO., INC.
By:
Name:

Title:

cc: Peter Kakoyiannis, Es
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Exhibit 10.10(3)
Halsey Drug Co., INC.
1996 NON-EMPLOYEE DIRECTOR STOCK OPTION PLAN
ARTICLE 1. Establishment, Purpose, and Duration

1.1 Establishment of the Plan. Halsey Drug Co., ladNew York corporation (the "Company"), herebtablishes a plan to be known as the
"Halsey Drug Co., Inc. 1996 Non-Employee Directtwck Option Plan” (the "Plan"), as set forth instdbcument. The Plan permits the grant
of Nonqualified Stock Options to Non-Employee Dimgs, subject to the terms and provisions set foettein.

Upon approval by the Board of Directors of the Camy and subject to ratification by an affirmatixae of the Company's shareholders, the
Plan shall become effective as of October 17, 886" "Effective Date"), and shall remain in effastprovided in Section 1.3 herein.

1.2 Purpose of the Plan. The purpose of the Plampsovide compensation in the form of an equaytigipation in the Company to Non-
Employee Directors. The Plan is intended to prontiiéesuccess and enhance the value of the Compdimking the personal interests of
Non-Employee Directors to those of Company sharehslder

1.3 Duration of the Plan. The Plan shall comment®cotober 17, 1996 and shall remain in effect, ecttto the right of the Board of
Directors to terminate the Plan at any time purst@dArticle 7 herein, until all Shares subjecittehall have been purchased or acquired
according to the Plan's provisions. However, irement may an Option be granted under the Plan after October 16, 2006.

ARTICLE 2. Definitions
Whenever used in the Plan, the following termsidiale the meanings set forth below:
2.1 "Award" means an Option granted under the Plan.

2.2 "Award Agreement" means an agreement entetedinand between the Company and a Non-Employescior, setting forth the terms
and provisions applicable to an Award granted utigeiPlan
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2.3 "Board" or "Board of Directors" means the Boafiirectors of the Company.
2.4 "Code" means the Internal Revenue Code of 1&8&mended from time to time.
2.5 "Company" means Halsey Drug Co., Inc., a NewkYmrporation, or any successor thereto as providé&ection 9.5 herein.
2.6 "Committee" means the Compensation CommitteheoBoard.
2.7 "Date of Termination" means the effective datavhich an individual ceases to be a member oBtheard of Directors of the Company.
2.8 "Director" means any individual who is a membkthe Board of Directors of the Company.

2.9 "Employee" means any employee of the Compangny of its subsidiaries or affiliates. For purpe®f the Plan, an individual whose
only employment relationship with the Company isad3irector, shall not be deemed to be an Employee.

2.10 "ERISA" means the Employee Retirement IncomeuBty Act of 1974, as amended from time to time.
2.11 "Exchange Act" means the Securities Exchangef1934, as amended from time to time, or argesssor act thereto.

2.12 "Fair Market Value" means (a) the mean oftigla and low sales prices of Shares on the priheipehange or electronic inter-dealer
guotation system on which the Shares are traddddeoGrant Date, as hereinafter defined, or, (f)éfe have been no sales on any such day,
the mean of the high and low sales prices of Shamesaid exchange or in said system on the lasedmeg date on which such sales were
made, or, (c) if on any day the Shares shall n@umed on an exchange or in said system, the wicthe highest bid and lowest asked pri
on such day in the over-the-counter market as tegday National Quotation Bureau Incorporated,ror similar successor organization. If at
any time the Shares are not listed on any natieealrities exchange or quoted in any electronaridealer quotation system or in the over-
the-counter market, the fa
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market value of the Shares underlying Options tgraated hereunder shall be the fair market vdleesbf as of such Grant Date, determined
in good faith by the Board of Directors.

2.13 "Grant Date" shall mean the date on which @stiare granted under the Plan. There shall b&oaet Date during the final quarter of
each fiscal year of the Plan, commencing with tbeal year beginning January 1, 1996.

2.14 "Non-Employee Director" means any individuélonis a Director of the Company, but who is noeotvise an Employee.
2.15 "Nonqualified Stock Option" or "NQSO" means@pgtion to purchase Shares, granted under Artitlergin.

2.16 "Option" means a Nonqualified Stock Optionngea under the Plan.

2.17 "Option Price" means the price at which a 8lmaay be purchased under an Option.

2.18 "Participant" means a Non-Employee Directathef Company who has been awarded an Option.

2.19 "Rule 16b-3" means Rule 16b-3 as promulgatedaanended from time to time by the SecuritiesExchange Commission pursuant to
Section 16 of the Exchange Act.

2.20 "Shares" means shares of common stock of ¢inep@ny.
ARTICLE 3. Administration

3.1 The Board of Directors. The Plan shall be adstened by the Committee. The members of the Cotamghall be appointed from time to
time by, and shall serve at the discretion of,Bbard.

3.2 Administration by the Committee. The Commitseall have the full power, discretion, and autlyoidtinterpret and administer the Plar
a manner which is consistent with the Plan's pionis

3.3 Decisions Binding. All determinations and diexis made by the Committee pursuant to the pravisad the Plan, and all related order
resolutions of the Committee shall be final, coslta, and binding on a
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persons, including the Company, its shareholdenpl@yees, Participants, and their estates and oéaréss.
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ARTICLE 4. Shares Subject to the Plan

4.1 Number of Shares. Subject to the adjustmept@sded in Section 4.3 herein, the total numbe8lo&res available for issuance upon the
exercise of Options granted under the Plan magxated 100,000. These Shares may be either awgtidri# unissued or reacquired Shares.

4.2 Lapsed Awards. If any Option granted underRtam is canceled, expires, or lapses for any reasonShares subject to such Option a
shall be available for grant of an Option underRien.

4.3 Adjustments in Authorized Shares. In the ewértny merger, reorganization, consolidation, ré@adipation, separation, liquidation, stock
dividend, split-up, Share combination, or otherrg®in the corporate structure of the Company tffgt¢he Shares, the Board may make
such adjustments to outstanding Awards as may teerdimed to be appropriate and equitable by the i@itiee, in its sole discretion, to
prevent dilution or enlargement of rights.

ARTICLE 5. Eligibility and Participation

5.1 Eligibility. Persons eligible to participatetime Plan are limited to Non-Employee Directors vahne serving on the Board on the date of
each grant under the Plan. No Option will be grdttea Non-Employee Director, if immediately aftee grant of such option such Non-
Employee Director would beneficially own Shares amting to more than five percent of the voting powkthe Company's outstanding
Shares, including Shares subject to outstandingmpheld by him.

5.2 Actual Participation. All eligible Non-Employ&irectors shall receive grants of Options purstarthe terms and provisions set forth in
Article 6 herein.

ARTICLE 6. Nonqualified Stock Options

6.1 Grants of Options. On the initial Grant Datéjah date shall occur during the final quartertdf fiscal year ending December 31, 1996,
each eligible Noremployee Director, as set forth in Section 5.1]Idkeagranted an Option to purchase Shateseafter, during tr
final quarter of each subsequent fiscal year gadhe termination of the Plan, each I-Employee
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Director shall automatically be issued an Optiorspant to the Plan to purchase Shares.peuifis terms and provisions of such
Options shall be incorporated in Award Agreemeexgcuted pursuant to Section 6.3 of the Plan.

6.2 Limitation on Grant of Options. Other than tha@sants of Options set forth in Section 6.1, nditamhal Options shall be granted under
Plan.

6.3 Option Award Agreement. Each Option grant shalevidenced by an Award Agreement that shallipte Option Price, the duration
of the Option, the number of Shares available focpase under the Option, and such other provisisrtie Committee shall determine.

6.4 Option Price. The purchase price per Shardadblaifor purchase under an Option shall equaFdie Market Value of a Share on the
respective Grant Date.

6.5 Duration of Options. Each Option shall expiretioe tenth anniversary date of its grant.

6.6 Vesting of Shares Subject to Option. Each @pgi@nted under this Plan shall be exercisable idistely as of its Grant Date with resp

to 25% of the Shares subject to the Option and meitpect to an additional 25% at the end of eadalfiyear subsequent to the fiscal year in
which the Grant Date occurs. All or any part of 8teares with respect to which the right to purchesevested may be purchased at the time
of such vesting or at any time or times theregfter to the tenth anniversary of their respectygions' Grant Dates.

6.7 Termination of Directorship. In the event atRgant ceases to be a Director for any reasdmuastanding Options, to the extent such
Options are exercisable at the Date of Terminagball remain exercisable for one year following Bate of Termination, or until the
expiration date of such Options, whichever perdhorter. Options to which the right of exercias hot vested shall terminate effective the
Date of Termination.

6.8 Payment. Options shall be exercised by theelgiliof a written notice of exercise to the Compastting forth the number of Shares with
respect to which the Option is to be exercisedompanied by full payment for the Shares. The Opfldne upon exercise of any Opti
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shall be payable to the Company in full in casbyrcheck acceptable to the Company.

As soon as practicable after receipt of a writtetification of exercise and full payment, the Comypahall deliver to the Participant, in the
Participant's name, Share certificates in an apfat@pamount based upon the number of Shares medhaursuant to the exercise of the
Option.

The Company may make such provisions as it deempr®ppate for the withholding by the Company purdua federal or state income tax
laws of such amounts as the Company determineseéguired to withhold in connection with any Awafthe Company may require a
Participant to satisfy any relevant tax requireradi@fore authorizing any issuance of Shares to Badiicipant upon exercise of an Option
hereunder. Any such settlement shall be in the fofrcash, check or such other form of consideragi®is reasonably satisfactory to the
Committee.

6.9 Restrictions on Share Transferability. The Cattem shall impose such restrictions on any Shacgsired pursuant to the exercise of an
Option under the Plan, as it may deem advisabbfyding, without limitation, restrictions under digpble Federal securities laws, under the
requirements of any stock exchange or market uguohwsuch Shares are then listed and/or tradedyader any blue sky or state securities
laws applicable to such Shares.

6.10 Limited Transferability of Options. The Comte& may provide that an Option granted under tha Rlay be sold, transferred, pledged,
assigned, or otherwise alienated or hypothecatte(tively, a "Transfer"), provided that any subtansfer is to a member of the Optionee's
immediate family, a trust or similar entity of whithe Optionee or a member of the Optionee's imatedamily is a beneficiary, or a
charitable organization under the Code.

ARTICLE 7. Amendment, Modification, and Termination

7.1 Amendment, Modification, and Termination. Sebj® the terms set forth in this Section 7.1,Bleard may terminate, amend, or modify
the Plan at any time and from time to time.

Without the approval of the shareholders of the Gamny (to the extent required by the Code, by Réle-3, by any national securities
exchange or system on which the Shi
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are then listed or reported, or by a regulatoryybiwaling jurisdiction with respect hereto), no stetmination, amendment, or modification
may:

(a) Materially increase the total number or valéiSleares which may be available for grants of Awardder the Plan, except as provided in
Section 4.3 herein; or

(b) Materially change the class of Participantgible to participate in the Plan; or
(c) Materially increase the benefits accruing taiPpants.

7.2 Awards Previously Granted. Unless requireddy, ho termination, amendment, or modificationhef Plan shall in any manner adversely
affect any Award previously granted under the Plathout the written consent of the Participantdiog the Award.

7.3 Section 16(b) Compliance. The Plan and thetgaAwards hereunder are intended to comply with ¢onditions of Rule 16b-3 and to
qualify for the exemption from Section 16(b) of thechange Act provided thereunder. Should any giorihereof not be necessary in order
to comply with the requirements of Rule 16b-3 aridll any additional provisions be necessary in osdeto comply, the Board of Directors
may amend the Plan accordingly, without the netes$iobtaining the approval of the Company's shaigers.

ARTICLE 8. Beneficiary Designation

Each Participant under the Plan may, from timénb@tname any beneficiary or beneficiaries (who m@yamed contingently or
successively) to whom any benefit under the Plaa i paid in the event of his death (and/or wiay exercise the Participant's vested
Options following his death). Each designation wéloke all prior designations by the same Paditipshall be in a form prescribed by the
Board, and will be effective only when filed by tRarticipant in writing with the Board during hitetime. In the absence of any such
designation, benefits remaining unpaid at the Eigetnt's death shall be paid to the Participastate (and, subject to the terms and provis
of the Plan, any unexercised vested Options magxbecised by the administrator or executor of thei€lpant's estate
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ARTICLE 9. Miscellaneous

9.1 Gender and Number. Except where otherwise dtelicby the context, any masculine term used haisshall include the feminine; the
plural shall include the singular and the singslaall include the plural.

9.2 Severability. In the event any provision of Blan shall be held illegal or invalid for any reasthe illegality or invalidity shall not affect
the remaining parts of the Plan, and the Plan &igatlonstrued and enforced as if the illegal oalidvprovision had not been included.

9.3 No Right or Nomination. Nothing in the Plan ltba deemed to create any obligation on the pattie@Board to nominate any Director
reelection by the Company's shareholders.

9.4 Successors. All obligations of the Company utlde Plan, with respect to Awards granted hereyrsthall be binding on any successor to
the Company, whether the existence of such succesee result of a direct or indirect purchaseyger, consolidation, or otherwise, of al
substantially all of the business and/or assetseCompany.

9.5 Requirements of Law. The granting of Awardsarrttie Plan shall be subject to all applicable |awies, and regulations, and to such
approvals by any governmental agencies or natgealrities exchanges or systems as may be required.

9.6 Governing Law. To the extent not preempted &gefal law, the Plan, and all agreements hereushal,be construed in accordance with
and governed by the laws of the State of New Y
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Exhibit 23.1
CONSENT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

We have issued our report dated March 28, 1999mapanying the consolidated financial statementuded in the Annual Report of Halsey
Drug Co., Inc. on Form 10-K for the year ended Delger 31, 1996. We hereby consent to the incorpmordty reference of said report in the
Registration Statements of Halsey Drug Co., Inccorm S-8 (File No. 33-98396, effective October 1995).

GRANT THORNTON LLP

New York, New York
March 28, 199°



ARTICLE 5

This schedule contains summary financial infornragatracted from the Consolidated Balance Sheddeetmber 31, 1996 and the
Consolidated Statements of Operations for the Yealed December 31, 1996 and is qualified in itgeytby reference to such financial

statements.

PERIOD TYPE 12 MOS
FISCAL YEAR END DEC 31 199
PERIOD END DEC 31 199
CASH 11€
SECURITIES 0
RECEIVABLES 65C
ALLOWANCES 424
INVENTORY 3,75¢
CURRENT ASSET¢ 5,35¢
PP&E 18,957
DEPRECIATION 12,73¢
TOTAL ASSETS 11,982
CURRENT LIABILITIES 17,55¢
BONDS 0
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 131
OTHER SE 23,31¢
TOTAL LIABILITY AND EQUITY 11,98:
SALES 12,37¢
TOTAL REVENUES 0
CGS 16,82¢
TOTAL COSTS 0
OTHER EXPENSE! 0
LOSS PROVISION 0
INTEREST EXPENSE 1,70¢
INCOME PRETAX 14,49¢
INCOME TAX 0
INCOME CONTINUING 0
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME (14,495
EPS PRIMARY (1.49
EPS DILUTED 0
End of Filing
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