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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 introductidmew products are important to the
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,



PART |
ITEM 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 gergr@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 Houlba, ["Houba"), an Indiana corporation, Halsey Pteareuticals, Inc. ("Halsey
Pharmaceuticals"), a Delaware corporation, Indiéina Chemicals Corporation ("Indiana Chemicals'edaware corporation, H.R. Cenci
Laboratories, Inc., a California corporation (97%ned) ("Cenci Laboratories"), and Cenci Powder Botsl Inc. ("Cenci Powder"), a
Delaware corporation. The Company also has tworahiesidiaries, Blue Cross Products, Inc., a NewkYorporation, and The Medi- Gum
Corporation, a Delaware corporation, each of wigdhactive.

The Company manufactures its products at faciliiedew York and Indiana. During 1995, in connegtigith the sale of its oxycodone with
acetaminophen tablet business, the Company begaufatduring such product for a third party. SeesiBass-Dispositions," below. Durin
the last several years, the Company has sougltéaocsify its businesses through strategic acquoisgtiand through the development,
manufacture and sale of bulk chemical products byeathers as raw materials in the manufacturénigifed drug forms.

RECENT EVENTS
Regulatory Compliance

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. In Gle¢r 1991, the U.S. Food and Drug
Administration (the "FDA") placed the Company oe #DA's Application Integrity Policy list and itestrictions (collectively, the "AIP").
Under the AIP, the FDA suspended all of the pacemipany's applications for new drug approvals uidiclg Abbreviate New Drug
Applications ("ANDAs") and Supplements to ANDAs. fing the period that followed, the U.S. Departmaindustice ("DOJ") conducted an
investigation into the manufacturing and recordpieg practices at the Company's Brooklyn plantaA®nsequence, on June 21, 1993, the
Company entered into a plea agreement (the "Pleaehgent”) with the DOJ to resolve the DOJ's ingasibn. Under the terms of the Plea
Agreement, the Company agreed to plead guiltyvi® ¢ounts of adulteration of a single drug prodinipped in interstate commerce and
related record keeping violations. The Plea Agregraiso required the Company to pay a fine of $2,800 over five years in quarterly
installments of $125,000 commencing in Septemb8B18s of February 28, 1998, the Company was in
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default of the payment terms of the Plea Agreeraadthad made payments aggregating $350,000. Orh\38,c1998, the Company and the
DOJ signed a Letter Agreement serving to amendPtbéa Agreement relating to the terms of the Comigasgtisfaction of the fine assessed
under the Plea Agreement. The Letter Agreementigeesy among other things, that the Company wilsgathe remaining $2,150,000 of the
fine through the payment of $25,000 on a monthkideommencing May 1, 1998, plus interest on thstanding balance. The terms of the
Letter Agreement are subject to the approval ol District Court for the District of MarylanBrior to the execution of the Letter
Agreement with the DOJ, the entire $2,150,000 hzdaof the fine payable to the DOJ under the Ple@ément had been classified as cur
See "ltem 3. Legal Proceedings" and "ltem 7. Mansge's Discussion and Analysis of Financial Conditand Results of Operations -
Liquidity and Capital Resources" for a more dethikescription of the Letter Amendment to the Plggegment between the DOJ and the
Company.

On June 29, 1993, the Company entered into a codseree (the "Consent Decree") with the U.S. Awtgrfor the Eastern District of New
York on behalf of the FDA that resulted from theA®investigation into the Brooklyn plant's complig with the FDA's Current Good
Manufacturing Practices ("CGMP") regulations. Untlex terms of the Consent Decree, the Company njaged from shipping any solid
dosage drug products (i.e., excluding liquid droigrfulations) manufactured at the Brooklyn planilihe Company established, to the
satisfaction of the FDA, that the methods usedin the facilities and controls used for, manufaety processing, packing, labeling and
holding any drug, were established, operated, dntdrastered in conformity with the Federal Foodufrand Cosmetic Act and all CGMP
Regulations. As part of satisfying these requiretsiehe Company was required to validate the matwuifimg processes for each solid dosage
drug product prior to manufacturing and shipping dinug product.

On October 23, 1996, the Company withdrew fout®BNDASs, including its ANDA (the "Capsules ANDAf)r acetaminophen/oxycodone
capsules (the "Capsules"), and halted sales ddfteeted products. Net sales derived from the watwh Capsule ANDA were approximately
$3 million and $8 million for the years ended Debem31, 1996 and December 31, 1995, respectivetyaacounted for approximately 24%
and 40% of the Company's total net sales durinf suelve month periods. The Company institutedviitadrawal of the Capsule ANDA at
the suggestion of the FDA and in anticipation sfrélease from the AIP. At the FDA's suggestioa,Zlompany retained outside consultants
to perform validity assessments of its drug apfiees. Thereafter, in October 1996, the FDA recomdeel that several applications,
including the Capsule ANDA, be withdrawn. As a sdsi its decision, the FDA cited questionable ammplete data submitted in
connection with the applications. The FDA indicatiedt the withdrawal of the four ANDAs was necegdar the release of the Company
from the AIP. The FDA further required submissignthe Company of a Corrective Action Plan, whiclswaepared and submitted by the
Company and accepted by the FDA.

On December 19, 1996, the FDA released the Comfranythe AIP. As a consequence, for the first teirece October 1991, the Company
was permitted to submit ANDASs to the FDA for revieBince its release from the AIP in December 189®ugh the fiscal year ended
December 31, 1997, the Company submitted six ANAseview by the FDA, including a new ANDA withggect to the Capsules. During
the period from the Company's release from thetalMarch 15, 1998, the Company received the follmnANDA approvals, all of which
relate to ANDA filings made with the FDA subsequemthe Company's release from the AIP:
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Product Name

(Drug Class) Strength Trade Name Status

Hydrocodone Bitartate

and Acetaminophen Tablets 5mg/500mg Vicodin (1) FDA approv al of ANDA

(narcotic analgesic) received S eptember 26,
1997.

Hydrocodone Bitartate

and Acetaminophen Tablets 7.5mg/750mg VicodinES(R)(1) FDA approv al of ANDA

(narcotic analgesic) received S eptember 26,
1997.

Hydrocodone Bitartate

and Acetaminophen Tablets, CllI 7.5mg/650mg Lorcet Plus(R)(2) FDA approv al of

(narcotic analgesic) ANDA recei ved
November 2 6, 1997.

Hydrocodone Bitartrate

and Acetaminophen Tablets, CllI 10mg/650mg Lorcet(R)(2) FDA approv al of

(narcotic analgesic) ANDA recei ved November
26, 1997.

Oxycodone HCI

and Acetaminophen Capsules, ClI 5mg/50mg Tylox(R)(3) FDA approv al of

(narcotic analgesic) ANDA rece ived January
22,1998.

(1) Registered trademark of Knoll Pharmaceutical Co
(2) Registered trademark of Forest Laboratories, In

(3) Registered trademark of McNeil Consumer Progl@@mpany



As of March 15, 1998, the Company had submitted AN®As for review by the FDA in fiscal 1998 and mipates the submission of eight
additional ANDAs during the balance of fiscal 199&hough the Company has been successful in rexpethe ANDA approvals described
above since its release from the AIP in Decemb86,1there can be no assurance that any of its newtdgnitted ANDAS, or those
contemplated to be submitted, will be approvedhigyRDA. The Company will not be permitted to markey new product unless and until
the FDA approves the ANDA relating to such prodéetilure to obtain FDA approval for the Companyesging ANDAS, or a significant
delay in obtaining such approval, would adverséflgch the Company's business operations and fiahoondition.

Private Offering

On March 10, 1998, the Company completed a priotigzing of securities (the "Offering”) to GalenrReers, Il , L.P., Galen Partners
International 111, L.P., Galen Employee Fund IILA., (collectively, "Galen") and each of the Pusgha listed on the signature page to a
certain Debenture and Warrant Purchase Agreemésd ddarch 10, 1998 between the Company and suath®sers (inclusive of Galen,
collectively the "Galen Investor Group"). The séties issued in the Offering consisted of 5% cotilaér senior secured debentures (the
"Debentures") and common stock purchase warrdms"(Warrants") exercisable for an aggregate of 222D shares of the Company
common stock. The net proceeds to the Company finen®ffering , after the deduction of related Offgrexpenses, was approximately
$19.6 million .

Immediately prior to the completion of the Offerjrige Company was attempting to address variousrscand proceedings which threate
the Company's continuing operations, most of wktelmmed from the Company's lack of working capdadatisfy outstanding liabilities. In
particular, the Company's Banks had given notica fofrced sale of certain of their security relgtio the Company's outstanding bank
indebtedness, which would have resulted in theddssouba's Indiana facility. In addition, the ldml of the Company's Brooklyn facility
had served the Company with a notice of evictioth @arious creditors had obtained judgments ag#ies€Company and filed restraining
notices against its bank accounts. A lack of fugdifso resulted in the Company being unable tolmse meaningful quantities of raw
materials and left inventories depleted and sadaaed.

The net proceeds of the Offering have, in large, fie@en used to satisfy a substantial portion @Gbmpany's liabilities and accounts payz
Such liabilities include the full satisfaction éfet Company's Bank indebtedness and related fegnegpda to the landlord of the Brooklyn
facility and satisfaction of outstanding judgmeaits! liens. Such repayments have allowed the Comjmaayoid the threatened foreclosure
sale by its Banks of the Indiana facility secursugh indebtedness. Additionally, pursuant to agexesreached with other large creditors in
anticipation of the completion of the Offering, imding the Company's landlord and the DOJ, the Gomhas been able to bring these
creditors current and will be in compliance witstallment payment agreements providing favoralslaseo the Company. Satisfaction of
Company's current obligations to its landlord @& Brooklyn facility for accrued and unpaid rentpnpkies and expenses has allowed the
Company to renegotiate its lease and avoid eviclitwe Offering proceeds will also allow the Compamgatisfy its outstanding state and
Federal payroll tax obligations and meet currept@étax obligations.

After giving effect to the application of the nebpeeds of the Offering, and based on Managentegitesf as to the Company's ability to de
a portion of the Company's remaining notes andwatisgoayable and certain other assumptions, thep@oynbelieves that it will have
working capital of approximately $3



million. See "ltem 7. Management's Discussion andlysis of the Financial Condition and Results pe€tions--Liquidity and Capital
Resources."

Under the rules of the American Stock Exchange (E&¥) on which the Company's shares are listedring, the Company was required
to obtain the approval of its shareholders in otderomplete the Offering. In view of the Comparfiisincial condition, its need for
immediate capital and the delay associated witicisob the approval of its shareholders, the Conypeequested a waiver from the AMEX
order to complete the Offering without the necgssitobtaining shareholder approval. In requestirgwaiver, the Company provided
detailed information, including a written submissito the AMEX and met with representatives of AMEX to discuss the proposed terms
the Offering, the experience of new Senior Managen@alen's investment history and the urgent needmplete the Offering on or before
March 11, 1998 in order to allow for the paymenttaf liabilities previously described, some of whthreatened to cease the Company's
continuing operations.

The AMEX granted the Company's request for the arairom its shareholder approval requirement inngmtion with the Offering in order
permit its timely completion. As part of this presethe AMEX suspended trading in the Company stookmencing Friday, March 6, 1998.
Trading on the AMEX resumed on Monday, March 1®8 ®llowing the circulation on March 11, 1998 oPeess Release to the Company's
shareholders of record describing the terms ofxffering and its completion on March 10, 1998. Spoéss release was also distributed over
the wire services on Friday, March 13, 1998.

Reference is made to the Company's Current Repdfbom 8-K as filed with the Securities and Exclta@gpmmission on March 24, 1998
which describes, among other things, the Offerimg) the terms of the Debentures and Warrants issute Offering. The Form 8-K is
incorporated herein by this reference and attaelsdgxhibit 10.41 hereto.

Cessation of California Operations

On March 20, 1998, the Company discontinued theatjom of Cenci Laboratories. Cenci Laboratoried haen a manufacturer of drug
products in liquid and powder preparations. Coritigwperating losses and the Company's inabiliteverage the manufacturing capacity of
Cenci Laboratories were among factors considerettiéoard and Management in its determinatiorettse such operations.

On March 26, 1998, the Company signed a Lettent@hnit with Zuellig Botanicals for the sale of sumtally all of the non-real property
assets of Cenci Powder. The Letter of Intent prewithat the purchase price for the assets willisbasthe forgiveness by Zuellig Botanicals
of approximately $262,000 in indebtedness owed éycCPowder to Zuellig Botanicals related to thechase of raw materials. The Letter of
Intent provides further that Zuellig Botanicals hgitisfy the manufacture and delivery requirementSenci Powder at its located facility in
Fresno, California, under an existing third padpgly contract. Additionally, the Letter Agreemeointemplates a right of first refusal in
favor of an affiliate of Zuellig Botanicals to supphe Company's raw material requirements forgireduction of doxycycline. The terms of
the Letter Intent are subject to the negotiatioth @xecution of definitive purchase agreements, tuthvthere can be no assurance. It is the
Company's intent to dispose of the real propertpenhby Cenci Powder in Fresno, California in thdirary course. Continuing operating
losses and the Company's



inability to leverage the manufacturing capacityCeinci Powder were among the factors considerdtidiBoard and Management in its
determination to terminate the operations of C&uuider.

PRODUCTS AND PRODUCT DEVELOPMENT
Generic Drug Products

The Company historically has manufactured and adicbad range of prescription and over-the-cowrigg products. The Company's
pharmaceutical product list currently includestaltof approximately 27 products, consisting ofdb8age forms and strengths of prescription
drugs and 9 dosage forms and strengths of ovecdbater drugs. Each dosage form and strength aftacplar 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-shelledizps

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

2. Narcotic analgesics,

3. Anti-infective and anti-tubercular drugs,

4. Antihistamines and antihistaminic decongestantts,

5. Antitussives.

During fiscal 1997, sales of antitussives and nar@nalgesics accounted for approximately 90%ptafltnet sales during such year. The
Company anticipates that sales of antitussivesiancbtic analgesics will continue to representaificant portion of the Company's rever

The Company's development strategy for new drudymis has been to focus on the development ofadbrange of generic form drugs,
each of which

(i) has developed a solid market acceptance witida base of customers, (ii) can be sold on a aloié basis notwithstanding intense
competition from other drug manufacturers, and iGiino longer under patent protection. The Comgeasyalso diversified its current product
line to include some less widely prescribed druggavhich limited competition might be expectadatdition, the Company will continue
pursue the development of its existing pharmacelitiosiness as well as the development of the adadmioducts business of its Houba
subsidiary.

Development activities for each new generic drugfpct begin several years in advance of the patgitation date of the brand-name drug
equivalent. This is because the profitability ofeav generic drug usually depends on the abilitthefCompany to obtain FDA approval to
market that drug product upon or immediately atfterpatent expiration date of the equivalent braahe drug. Being among the first to
market a new generic drug product is vital to thaitability of the product. As other off-patentudy manufacturers receive FDA approvals on
competing generic products, prices and revenuésaiypdecline. Accordingly, the Company's abilityattain profitable operations will, in
large part, depend on its ability to develop arttbituce new products, the timing of receipt of FB@proval of such products and the number
and timing of FDA approvals for competing products.



Bulk Chemical Products

In the last few years, the Company has increasesffibrts to develop, manufacture and market bhabngical products. The development and
sale of bulk chemicals is generally not subjed¢htosame level of regulation as is the developrardtsale of drug products; accordingly,
chemicals may be brought to market substantialeottran drug products.

Dispositions

On March 21, 1995 (the "Closing Date"), the Compsolg to Mallinckrodt its Tablets ANDA for 5 mg Osgdone HCI/325 mg
Acetaminophen tablets ("Tablets"), and certain ggeaf equipment utilized in connection with its guiotion activities under the Tablets
ANDA, for up to $5.4 million (the "Purchase PriceNallinckrodt paid the Company $2 million of thehase Price on the Closing Date,
having previously paid $500,000 in July 1994. TRe9%nillion balance of the Purchase Price (the ébefd Payment") was payable as
follows. Mallinckrodt paid $1 million on January 2997, following the Company's release from the pt&gram. In connection with the
transaction, Mallinckrodt agreed to defer $1.2 iaillof the Company's trade debt due to an affildtMallinckrodt. The deferred
indebtedness was evidenced by a promissory nae'ltbte™) with interest accruing at a rate of 8% @enum. On September 21, 1997
Mallinckrodt offset a portion of its remaining Defed Payment obligations against the amount dus@Mote. The remaining portion of the
Deferred Payment has been satisfied and the puwd¢hassaction has been finalized.

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 oblEss from the Company for the two year perioddwing the Closing Date. The
Company and Mallinckrodt also entered into a nomyoetition agreement pursuant to which the Compangeal not to compete with
Mallinckrodt and its affiliates in the United Stateith respect to the Tablets ANDA until March 2000. If, prior to the time it is possible 1
Mallinckrodt to commence production under the TebRNDA or any new Tablets ANDA at its own facilitthe Company ceases or is for

to cease or substantially curtail production urilerTablets ANDA, as a consequence of (i) any aaiocommunication by the FDA or any
other regulatory or governmental authority or &iily financial or other business difficulty, thenIMekrodt has the right to a full refund of
any portion of the Deferred Payment already madbhddCompany. During fiscal 1997, approximately0®2,000 of the Company's revenues
(approximately 22%) were derived from the toll miawturing agreement with Mallinckrodt for the Tatisle

In connection with the sale of the Tablets ANDAe thompany issued to Mallinckrodt an option exetdisat any time until March 21, 1998
(the "Option Exercise Date"), to purchase the Cl@pANDA at an exercise price equal to 75% of Nep§lde Revenue, subject to downward
adjustment in the event of a decline in pricingeley Mallinckrodt did not exercise its option torpliase the Tablets ANDA prior to the Opt
Exercise Date.

Acquisitions

The Company has engaged Penick Corporation ("P§r@lprocess certain of the raw materials utilisethe production of
acetaminophen/oxycodone tablets. In order to ertbereontinued viability of Penick, the Company@uHa subsidiary purchased a 25%
equity interest in Penick in miti993. In addition, in September 1995, Houba puretias 8.3% equity interest in Penick Pharmaceuticel,
which owns the other 75% of Penick. In May 199&, @ompany advanced Penick approximately $250,000 in
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order to continue the supply of raw materials far production of acetaminophen/oxycodone capslieiine 1994, both Penick Corporation
and Penick Pharmaceutical, Inc, filed petitionsar@hapter 11 of the United States Bankruptcy Cbdeing the first quarter of 1997, the
Company ceased purchasing raw materials from Pémigvor of a new raw material supplier. See "Rduaterials."

RESEARCH AND DEVELOPMENT

The Company conducts research and developmenit@stiat each of its Brooklyn and Indiana facikti@fhe Company's research and
development activities consist primarily of new gea drug product development efforts and manufaajuprocess improvements, as well as
the development for sale of new chemical produdtsy 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®94, 1996 and 1995, total research and
development expenditures were $979,000, $1,8540005818,000 respectively. During 1998 the Compat@nds to concentrate its resee
and development efforts in the areas of pain managéand steroids:

As of March 15, 1998, the Company maintained atfoike staff of two and a part-time staff of sixiia Research and Development
Departments.

MARKETING AND CUSTOMERS

The application of the AIP to the Company's operaiuntil December 1996, combined with the Comsaoghtinuing operating losses and
lack of adequate working capital during fiscal 1983ulted in the Company's inability to maintaiffisient raw materials and finish goods
inventories to permit the Company to actively sbiastomer orders, and when orders were recetedil| such orders promptly. Following
the completion of the Offering, new Management aeld@ marketing strategy focused on developingnaaidtaining sufficient raw materie
and finish goods inventories so as to permit aeted) sales effort by the Company to a core custgmoaip, with an emphasis on quality,
prompt product delivery and excellent customeriserun this regard, the Company has recently h8tpbhanie Heitmeyer to serve as Vice
President of Sales. The Company believes thisiadditill substantially enhance the Company's mankeand sales efforts and complement
the Company's existing two salaried sales persidres Company's products are, in large part, belspklich sales persons and, to a lesser
extent, through one independent sales represestatho is compensated on a commission basis. Thep&uay is also considering the
addition of one additional independent sales regmtagive. Sales of the Company's drugs in dosage #me made primarily to drug
wholesalers, drugstore chains, distributors andratianufacturers and are not concentrated in aggifgpregion.

During 1997, the Company had net sales to one mestmn excess of 10% of total sales, aggregating%2f total sales, and sales to a se!
customer aggregating 9.8% of total sales. The Compalieves that the loss of this customer woulkkha material adverse effect on the
Company. During 1996, the Company had net salead¢acustomer in excess of 10% of total sales, agdjregy 10% of total sales. During
1995, the Company had net sales to two customensci@éss of 10% of total sales, each aggregating@%¥d. 1% of total sales, respectively.

The estimated dollar amount of the backlog of ader future delivery as of March 15, 1998 was agpnately $800,000 as compared with
approximately $3,560,000 as of February 28, 19%tholigh these orders are subject to cancellati@magement expects to fill substantially
all orders by the second quarter of 1998.



GOVERNMENT REGULATION
General

All pharmaceutical manufacturers, including the @amy, are subject to extensive regulation by treéeFa government, principally by the
FDA, and, to a lesser extent, by state and loce¢gonents. The Company cannot predict the extewhioh it may be affected by legislative
and other regulatory developments concerning tslgets 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 statuteseandations govern or influence the
testing, manufacture, safe labeling, storage, tkkeeping, approval, pricing, advertising, promotisale and distribution of pharmaceutical
products. Noncompliance with applicable requirera@ain 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 witiet FDA's CGMP standards. The ANDA drug developnagiat approval process now
averages approximately eight months to two yedres.dpproval procedures are generally costly ane tieamsuming.

FDA approval is required before any "new drug," thlee prescription or over-thesunter, can be marketed. A "new drug" is one eoegally
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. Furttore, each dosage form of a specific generic graduct requires separate approval by
the FDA. However, as discussed below, less costliytime consuming approval procedures may be wsegeheric equivalents. Among the
requirements for drug approval is that the prospechanufacturer's methods must conform to the CENIEEMPs apply to the manufacture,
receiving, holding and shipping of all drugs, wheatbr not approved by the FDA. CGMPs must be foldwvat all times during which the dr

is manufactured. To ensure full compliance witmdgads, some of which are set forth in regulatitims Company must continue to expend
time, money and effort in the areas of productind quality control. Failure to so comply risks dedan approval of drugs, disqualification
from eligibility to sell to the government, and pidde FDA enforcement actions, such as an injunctigainst shipment of the Company's
products, the seizure of noncomplying drug produwatsl/or, in serious cases, criminal prosecutitte TCompany's manufacturing facilities
are inspected on a regular basis by the FDA antbhgultants retained by the Company to performaatdiiting functions to ensure
compliance on an ongoing basis with CGMPs. Seeltadso 3. "Legal Proceedings."

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.

In addition to the regulatory approval process,Goenpany is subject to regulation under Federatesind local laws, including requirements
regarding occupational safety, laboratory practieesironmental protection and hazardous substemiciol, and may be subject to other
present and future local, state, Federal and fonedgulations, including possible future regulasiarfi the pharmaceutical industry.

Drug Approvals
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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 whesglusivity has expired and that are
bioequivalent to brand-name drugs. An ANDA is sanilo 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 twagdproducts. In general, an ANDA will be approvedyaipon 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 amed equivalent drug. The principal
advantage of this approval mechanism is that an AMpplicant 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 ANPAocedure, 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 Betermined to be invalid. The only exceptionssittgations in which the ANDA
applicant challenges the validity or applicabilifijthe patent and either the patent holder doesileatuit or litigation extends more than 30
months after notice of the challenge was receiwethé patent holder. Prior to enactment of the 1884 the FDA gave no consideration to
the patent status of a previously approved druglithmhally, under the 1984 Act, if specific critarare met, the term of a product or use pi
covering a drug may be extended up to five yeac®topensate the patent holder for the reductidhegffective market life of that patent
due to federal regulatory review. With respectadan drugs not covered by patents, the 1984 étst specified time periods of two to ten
years during which approvals of ANDASs for geneniags cannot become effective or, under certairunistances, ANDAs cannot be filec
the equivalent brand-name drug was approved afteeber 31, 1981.

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

Generic Drug Enforcement Act
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As a result of hearings and investigations conceritie activities of the generic drug industry &melFDA's generic drug approval process,
Congress enacted the Generic Drug Enforcement fAt@@P (the "Generic Drug Act"). The Generic Drugt&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 debatmiecompanies or individuals convicted of a feddéelony for conduct relating to the
development or approval of any ANDA, and givesHDEA discretion to debar corporations or individutas similar conduct resulting in a
federal misdemeanor or state felony conviction. FBé& may not accept or review during the periodiebarment (one to ten years in the .
of mandatory, or up to five years in the case ofgsive, debarment of a corporation) any ANDA sitted by or with the assistance of the
debarred corporation or individual. The GenericdpAct also provides for temporary denial of apptafageneric drug applications during
the investigation of crimes that could lead to datent. In addition, in more limited circumstanciss Generic Drug Act provides for
suspension of the marketing of drugs under apprgeseric 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 was not dabas a result of the FDA
investigation and settlement and the Consent Degitbethe FDA makes no provision therefor.

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 marketmef, the requirement that businesses providetheeltirance coverage for all their
employees, significant reductions in the growttiutfire Medicare and Medicaid expenditures, anagémt government cost controls that
would directly control insurance premiums and iadity affect the fees of hospitals, physicians atier 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§), @reater prevalence of capitated
reimbursement of healthcare providers, could aggfect the demand for the Company's products.

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 resouvgéisot 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 simultaneouslgréivy improving the likelihood of being among thrstfto obtain approval of at least
some generic drugs.

One of the principal competitive factors in the gen pharmaceutical market is the ability to intiod generic versions of brand-name drugs
promptly after a patent expires. The Company beBehat
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it was at a competitive disadvantage until itsastfrom the AIP program and the FDA's resumptiaevdew of ANDAs submitted by the
Company's Brooklyn plant. See "Government Regutat®eneric Drug Enforcement Act" above. Other cotitipe factors in the generic
pharmaceutical market are price, quality and custaervice (including maintenance of sufficienteantories for timely deliveries).

RAW MATERIALS

The raw materials essential to the Company's bssiaee bulk pharmaceutical chemicals purchased fitomerous sources. Raw materials
generally available from several sources. The Rédittug application process requires specificatibraw material suppliers. If raw materials
from a supplier specified in a drug application &tr become unavailable on commercially acceptaiies, FDA supplemental approval ¢
new supplier would be required. During 1997, thenpany purchased approximately $1,187,000 of itsmaterials (constituting 24.7% of
aggregate purchases of raw materials) from Malliodk Although the Company is now able to submipBements to the FDA in order to
allow the Company to purchase raw materials framriahte sources, there can be no assurance that@ompany were unable to continue to
purchase raw materials from this supplier, thatGbenpany would be successful in receiving FDA apalto such Supplement or that it
would not face difficulties in obtaining raw magds on commercially acceptable terms. Failure ¢teikee FDA approval for, and to locate, an
acceptable alternative source of raw materials @vbalve a material adverse effect on the Company.

The United States Drug Enforcement Administratidwe ('DEA") limits the quantity of the Company's entories of certain raw materials

used in the production of controlled substancesdas historical sales data. In view of the Comfmracently depressed sales volume, these
DEA limitations could increase the likelihood ofwanaterial shortages and of manufacturing delayeérevent the Company experiences
increased sales volume or is required to find neppbers of these raw materials.

EMPLOYEES

As of March 15, 1998, the Company had approximatd® full-time employees. Approximately 30 are adiistrative and professional
personnel and the balance are in production amqbsty. Among the professional personnel, 2 are g@agjén research and product
development. Approximately 65 employees at the Guomgjs Brooklyn plant are represented by a locdéctiVe bargaining unit. The
collective bargaining agreement between the Compadythe union was extended on March 5, 1998 @etinee to July 2, 1997) and expires
June 30, 2000. Management believes that its raektidth its employees and the union are satisfgctor

ITEM 2. PROPERTIES

Halsey leases, as sole tenant, a total of appra&lyna12,300 square feet, in three buildings onifieaStreet and Dean Street in Brooklyn,
New York. Each of these leases is between Halsdyaaffiliated lessors. The approximate aggregaténmum rental commitments und
these operating leases are as follows: $928,00Béoyear 1996, $975,000 for the year 1997 and281000 for the year 1998. As part of the
completion of the Offering, the Company settleceading proceeding with its landlord for the Broaklacility to, among other things, sati:
rent arrearages, penalties and other charges ataldt® certain prior amendments to the Lease Aggats requiring more frequent rental
payments and the imposition of substantial peraliibese leases expire on December 31, 2005. Tilngs leased by Halsey in Brooklyn
house its research and development and manufagtiagilities.
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Halsey leases approximately 4,700 square feetfioeadpace located at 695 North Perryville Road|ddug No. 2, Rockford, lllinois. The
lease is between the Company and an unaffiliatezble The lease has a term of two years expiringiMa0, 2000 and calls for annual ren
including maintenance and common area expens@pobgimately $50,000 per year. The Company is égtocess of making necessary
leasehold improvements and additions of computeéradiice furniture and equipment in order to operite Company's principal executive
offices from this location, including its salesp@distration and finance operations.

Houba owns approximately 45,000 square feet oflmgl space on approximately 30 acres of land irv€ulndiana, which includes a 15,C
square foot manufacturing facility. This manufactgrfacility houses separate plants for the pradaadf Doxycycline raw materials,
Doxycycline capsules and tablets and Biotin rawemals. In 1996, in conjunction with a settlemeiittwvéwo former employees, the Comps:
acquired real property, improved by a residentiapprty, in Culver, Indiana adjacent to the manufakg facility. The Company became the
lessor of the residential property upon closinghefacquisition.

Cenci Laboratories and Cenci Powder together ovpnciimately 6,700 square feet of manufacturing distribution building space located
on approximately onealf acre in Fresno, California. In addition, Cebaboratories and Cenci Powder lease approxima&gQo0 square fe
of space in a building located in Fresno, Califarased for manufacturing and corporate officess Téase is currently on a month-to-month
basis and is anticipated to be terminated on outalday 31, 1998 as part of the cessation of thecOemboratories and Cenci Powder
operations. See "ltem 1. Business - Recent Events

- Cessation of California Operations." During thangeended December 31, 1997, 1996 and 1995, Ceth¢€@enci Powders paid an aggre¢
of $90,000, $90,000 and $86,000 respectively,ftrraer officer of Cenci Laboratories and Cenci Pewith respect of this lease.

The Company also leases office space in Westwoed, Mersey for its marketing and sales departmentsyear-to-year basis. It is
anticipated that this lease will be terminated qmil830, 1998 as part of the relocation of the Camps corporate headquarters to Rockford,
lllinois.

ITEM 3. LEGAL PROCEEDINGS.
GOVERNMENT CONSENT DECREES

On June 21, 1993, the Company entered into a Rieeefnent with the DOJ to resolve the DOJ's invasitig into the manufacturing and
record keeping practices of the Company's Brookhamt. Under the terms of the Plea Agreement, th@@ny agreed to plead guilty to five
counts of adulteration of drug products shippethiarstate commerce. Each count involved produgttechtion and record keeping
deficiencies relating to a single drug product,riidine Gluconate (324mg tablets), manufactureti@Brooklyn plant. The Plea Agreement
also required the Company to pay a fine of $2,500dver five years in quarterly installments of $®0, commencing on or about
September 15, 1993. The Company's plea was erdacktthe terms of the Plea Agreement were approyekdebUnited States District Court
for the District of Maryland on July 16, 1993. Akkebruary 28, 1998, the Company was in defaulhefpayment terms of the Plea
Agreement and had made payments aggregating $3b@00March 30, 1998, the Company and the DOJ digrieetter Agreement serving
to amend the Plea Agreement relating to the teffrttseoCompany's satisfaction of the fine assesseénthe Plea Agreement. Specifically,
the Letter Agreement provides that the Company sailisfy the remaining $2,150,000 of the fine tigtothe payment of $25,000 on a
monthly basis commencing May 1, 1998, plus intes@ssuch outstanding balance (at the
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rate calculated pursuant to 28 U.S.C. Section ¥gafrently 5.319%). Such payment schedule will kesuhe full satisfaction of the DOJ

fine in December, 2005. The Letter Agreement alewiges certain restrictions on the payment ofrgat& compensation to any individual in
excess of $150,000 without the written consenheflnited States District Court for the DistrictMéaryland, subject to certain exceptions. In
addition, the Letter Agreement requires the preaynof the outstanding fine to the extent of 25%hef Company's after tax profit and 25%
of the net proceeds received by the Company orsaleyof a capital asset for a sum in excess of®00,The terms of the Letter Agreement
are subject to the approval of the U.S. Districu@dor the District of Maryland.

See "ltem 1. Business - Recent Events" for inforomategarding the release of the Company from BA'S AIP program and resumption by
the FDA of review of ANDAs filed by the Company.

OTHER GOVERNMENTAL PROCEEDINGS

By letter dated October 23, 1995, the Company wedisied by the New York State Education Departmigné "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 under New York law. Upon contagthe 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 stilechia written response to the Department on Noeerhib, 1995. The Company and the
Department entered into a consent order effectilye1B, 1997, concluding any disciplinary proceedinThe consent order requires that the
Company pay $175,000 in fines over a period of figars. The consent order also provides that thep@ay's registration as a manufacturer
of drugs in New York State is revoked, but suctooation is stayed and the Company has been platpdbbation for a maximum period of
five years. The Company has the right to applyréonoval from probation two years after the effeetilate of the consent order.

Immediately prior to the completion of the Offerjige Company was in default under the consentravith the Department for failure to
satisfy two of the monthly installments of the fiag provided in the consent order. Prior to thepetion of the Offering, the Company
advised the Department as to the existence ofdfeutt and that such deficiencies would be cordeafon the completion of the Offering.
The Company has satisfied these outstanding amauadtgs now current under the consent order wighDtbpartment. Based on discussions
between representatives of the Department and dhgp@ny's outside counsel handling this matterCibiapany has been advised that the
revocation of the Company's registration as a nartufer of drugs in the State of New York will ramatayed and that the Company
continues to have the right to apply for removahirprobation after two years from the effectiveedaftthe consent order.

On November 9, 1995, the Company received two Mstaf Charge of Discrimination from the United 8&aEqual 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 anassenent. A second separate charge
of discrimination was also filed on October 31, 898y another female employee alleging sexual sarast against the same individual
named in the first charge of discrimination. On Himber 20, 1995, the EEOC terminated its procedse#ipect to the charges and issued
Notices of Right to Sue to the claimants. In Febyd®96, two lawsuits were filed in the Easterntids of New York captionet

Golovatskaya v. Halsey Drug Co., 96 CIV 0662 anttdkeva v. Halsey Drug Co., 96 CIV 0660 in connaetivith the above charges. The
lawsuits sought unspecified damages. These aatiens settled

15



by the Company on September 26, 1997 and an aggrpagment of $12,400 made on March 27, 1998 (appedely $5,200, in the case of
Golovatskaya and approximately $7,200, in the cdfetrakova).

CENCI PROCEEDING

The Company was named as a defendant in a lawsthieiUnited States District Court for the East@istrict of California entitled Cenci v.
Halsey Drug Co. The claims in this lawsuit relateat1991 Stock Purchase Agreement pursuant to whécompany purchased 51% of the
stock of Cenci Labs and Cenci Powder.

The plaintiff, both individually and as a shareleldf Cenci Labs and Cenci Powder, had sued thep@oy one of the current officers and
two former officers of the Company. The complailtéged that the Company had breached a numbepodsentations made during the
course of the negotiations leading to the stocklpase, including the representation that the Companuld provide financial assistance to
both Cenci Labs and Cenci Powder. The complaimt a@leged misrepresentations relating to the sodpdA's investigation 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 sot
unspecified compensatory and punitive damages.

On March 10, 1997, a Settlement Agreement and MirRakease was executed by all parties to the lawsumiminating the action. The terms
of the Settlement provide for repayment of certaitstanding loan, made by the plaintiff to Cendosand Cenci Powders, as well as
payment of settlement funds, aggregating $600,@00e¢ paid in equal monthly installments, withaterest, from March 1997 to June 1998
and the delivery to the plaintiff of 25,000 shaoésinregistered common stock of the Company. ThiéeBgent Agreement further provided
for the balance of capital stock of Cenci Labs @edici Powder to be conveyed to the Company, maRangi Powder and Cenci Labs 100%
and 97% owned subsidiaries, respectively, of the@my. Following with the completion of the Offagirthe Company satisfied its
outstanding monetary obligations to the plaintiifler the Cenci litigation in connection with thesention of an Acknowledgment of Partial
Satisfaction of Judgment by the plaintiff. The Ca@mp, however, is obligated to remove the restnstion the 25,000 shares of the Comp:
common stock previously tendered to the plaintiff.

OTHER PENDING LEGAL PROCEEDINGS

The Company was named as a defendant in an acjgimned 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 sought sums
allegedly owed to three of the Company's labor mifiimds under the Company's collective bargaingrg@ment, in the amount of
approximately $265,000. A settlement agreementreashed between the parties and executed July99Z,requiring the Company to
remain current on its obligations under its collexbargaining agreement and to pay portions obtleged arrearages in installments. Pric
the completion of the Offering, the Company wadefault under the settlement agreement. On Marchi998, the Company satisfied its
obligations under the settlement agreement purdoghe payment of $309,151 to the Union
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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, aaipdid Ciavarelli and Ciavarelli v. Abbott Laboragsj Inc., et al. The Complaint contains
seven causes of action, including negligence tdiaicility and breach of warranty, among othemsgonnection with the alleged exposure of
Ms. Ciavarelli to diethylstilbestrol ("DES"). Thegntiff was unable to determine which of the defants produced the DES used by Ms.
Ciavarelli. The Complaint seeks in excess of $25 jdcompensatory and punitive damages. This mha#tetbeen referred to the Company's
insurance carrier for defense, which has been asg$ufwenty additional actions commenced during 12821993 are still pending against
the Company along with numerous other pharmacdutiaaufacturers in the Pennsylvania Court of ComfAtmas, Philadelphia Division.
Each of these actions alleges injury in conneatitth exposure to DES and each seeks in excess5od®2 in compensatory and punitive
damages. In each suit, the plaintiff was unabldetermine which of the defendants produced the tbESwas used. Numerous similar
actions have already been settled and dismissédneininal contribution payments made by the Company

Two DES claims referred to the Company's insuraacders are pending in jurisdictions other thanri®ylvania.

Each of the foregoing matters has been referr¢idet@ompany's insurance carrier for defense. Thepg2oy does not believe any of such
actions will have a material impact on the Compafigancial condition.

The Company has been named a defendant in an aetdioned "Raymore

v. Halsey Drug Co., Inc. and Benito Amado" commehiceMarch, 1997 in the Eastern District of New K087 CIV 3116. The complaint
alleges sexual misconduct and harassment agamsshad individual defendant and seeks $1,000,0@0rmpensatory and punitive damages.
This action is currently in discovery. Various kattent offers have been exchanged, ranging bet$@@)000 and $75,000. The Company
does not believe that the ultimate outcome of phicceeding will have a material adverse effecten@ompany's financial condition.

The Company has been named as a defendant indditioaal actions which have been referred to tbenfany'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 Novemb2895 and involves a claim for unspecified damagksing to the alleged ingestion of
"Doxycycline 100." The second action, Files

v. Halsey Drug Co., Index No. 198787/93 (New Yotp&me Court, Suffolk County), commenced on Sepéerb, 1993, seeks
$10,000,000 in damages for wrongful death allegedlysed by the ingestion of Isoniazid. The actiocuirrently in discovery. The third and
fourth actions, entitled Hunt v. Halsey Drug Cog.| and McCray v. Halsey Drug Co., Inc. (New Y&tate Supreme Court, Kings County),
were commenced on October 21, 1993 and seek theawcof $8,000,000 for alleged personal injurieesed by two Well Fargo security
guards who responded to an alarm and were shattingsin the death of one and the injury to theest The Company has impleaded the
former security service used by the Company ag@-farty defendant. These actions are currentljisocovery. At this early stage of the
proceedings, the Company is unable to predict aih degree of certainty the likely outcome of thelaéms and whether they will have a
material adverse effect on the Company's finaruatition.

In addition to the matter described above, pricheocompletion of the Offering, the Company watefendant in actions brought by various
parties, including Merill New York Co., relating printing
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services and expenses of approximately $164,00eW@ity Disposal, relating to waste disposal g8 in the amount of approximately
$105,000, Xerox Corp., relating to expenses unff@eomachine contracts of approximately $58,00@] Atlantic Properties Company,
relating to outstanding rent, expenses and peralfiapproximately $400,000. As part of the coniptebf the Offering, the Company was
able to negotiate discounts on the amounts pasddb creditors and has satisfied the outstandatugjiies and settle these matters. See also
"ltem 2 - Properties."

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.
No matters were submitted to a vote of securitglérd during the fourth quarter of 19!
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PART Il

ITEM 5. MARKET FOR THE REGISTRANT'S COMMON EQUITY
AND RELATED SECURITY HOLDER MATTERS.

Market and Market Prices of Common Stock

The Company's Common Stock is listed on the Ameritck Exchange (the "Exchange™) under the sytihbIG." Set forth below for the
periods indicated are the high and low sales pifimethe Common Stock as reported on the Exchange.

Period High Low
1998 FISCAL YEAR
First Quarter (through
March 15, 1997) 35/8 11/4
1997 FISCAL YEAR
First Quarter 6 4 3/8
Second Quarter 51/8 29/16
Third Quarter 413/16 2 5/16
Fourth quarter 413/16 15/16
1996 FISCAL YEAR
First Quarter 7 3/4 3
Second Quarter 71/4 4
Third Quarter 5718 4
Fourth Quarter 6 3/8 4

Holders

There were 873 holders of record of the Comparorisnaon stock on March 15, 1998. This number, howed@zs not reflect the ultimate
number of beneficial holders of the Company's comstock.

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 neeukits general financial condition. The termshaf Company's 5% convertible senior

secured debentures prohibit the Company from pagésty dividends. The Company does not intend tapgycash dividends in the
foreseeable future.
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Private Offerings

As described under the caption "Business - Receants,"” on March 10, 1998, the Company completpdvate offering of 5% convertible
senior secured debentures in the principal amdu$2@.8 million and warrants exercisable for 4,228, shares of the Company's common
stock. The securities were offered solely to angtipased solely by accredited investors as defimelgéiuRule 501 of Regulation D
promulgated under the Securities Act. The Compatigd on

Section 4(2) of the Securities Act and Regulatioprbmulgated thereunder. Reference is made to ¢inep@ny's Form 8-K as filed with the
Securities and Exchange Commission on March 248 @9 detailed description of the Offering and terms of the debentures and
warrants. The Form 8-K is incorporated herein by thference and is attached to this Report ashiixtn.41.

ITEM 6. SELECTED FINANCIAL DATA.

The selected consolidated financial data presemmetie following pages for the years ended Decer@bet 997, 1996, 1995, 1994 and 1993
are derived from the Company's audited Consolidairdncial Statements. The Consolidated Finantaksients as of December 31, 1997
and December 31, 1996, and for each of the yealithree year period ended December 31, 1997thanedport thereon, are included
elsewhere herein. The selected financial infornmaie of and for the years ended December 31, 119942093 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 whih Consolidated Financial Statements and
related notes thereto included elsewhere in thoReand "Management's Discussion and Analysisidirieial Condition and Results of
Operations," (Item 7).

Years ended December 31,

1997 1996 1995 1994 1993
(in thousands, except per share data)
OPERATING DATA:
Net sales $9,088 $12,3 79 $ 20,225 $24,182 $36,024
Costs and expenses
Cost of sales 15,407 16,8 26 18,097 21,584 28,848
Research and
development 979 1,8 54 818 502 2,140
Selling, general
and
administrative 630 7,4 86 6,098 7,128 8,976
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OPERATING DATA:

Provision for

regulatory
settlement -
Interest expense 1,144
Loss(Gain) on sale of
assets 264
Provision for

stockholders'

litigation settlement -

Income (loss) before
provision for income
taxes, minority interest
and cumulative effect
of accounting change
(15,014)

Provision (benefit) for
income taxes -

Minority interest in net
loss (benefit) of
subsidiaries -

Cumulative effect of
accounting change -

Net income (loss) $ (15,014)

Net income (loss) per
shares $  (1.12)

Weighted average

common and common

shares equivalents

outstanding $ 13,434,215

Years ended December 31,

1996

1995

1994

thousands, except per share data)

1,708

1,307 735
(1,000) (2,288) -
(14,495) (3,807) (5,767)
- 296 -
$ (14,495) ($ 4,103) $ (5,767)
$ (149) $ (52 $ (.80)
9,724,106 7,886,101 7,173,908
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December 31,

BALANCE SHEET DATA: 1997 1996 1995 1994 1993
(In thousands, except per share data)

Working capital (deficiency) ($24,705) $(12,201) $ (7,393) $ (4,451) $ (2,801)
Total assets 7,667 11,982 18,862 19,276 24,674
Total liabilities 27,523 19,063 20,402 19,924 20,755
Retained earnings (accumulated (44,498) (29,484) (14,989) (10,886) (5,118)
deficit)

Stockholders' equity (deficit) (19,856) (7,081) (1,540) (468) 2,919

(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.

ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FIN ANCIAL 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 Reporifiditional factors relating to such Statements.

General

On December 19, 1996, the Company was releasedtfrefiDA Application Integrity Program (the "AlP'gllowing the Company to submit
ANDA applications for FDA review for new productss well as Supplements, for the first time sinceo®er 1991. At or about the time of
such release, the Company submitted five new ANf@&ke FDA for it review. In addition, the Compahngd previously submitted a new
ANDA with respect to the Capsules. As describedenrittm 1. Business - Recent Events, the Compasgived FDA approval for five
ANDA:s since its release from the AIP in Decembed@,%has three ANDA applications pending and argigip the submission of eight
additional ANDAs during the balance of 1998. Nowsasce can be given, however, that pending ANDAkh&i approved or that the
Company will be successful in submitting its placi®eNDAS or in receiving FDA approval for those aldy filed or to be filed.

Sales for the year ended December 31, 1997 werexpyately $9,088,000 as compared to sales of aqupiately $12,379,000 for 1996. The
net loss for the year ended December 31, 1997 W&9$4,000, or $1.12 per share, as compared wéthehloss of $14,495,000 or $1.49 per
share for 1996.

The reduction in sales for the year ended Deceibet997 was primarily attributable to the lacksafficient working capital necessary to
purchase raw materials. Without adequate inventbeyCompany was unable to satisfy customer oideagimely fashion.

Depreciation and amortization was approximately2$4,000 in 1997, as compared to $1,906,000 in 1996.
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On March 10, 1998, the Company completed a privtigzing of 5% convertible senior secured deberstimehe principal amount of $20.8
million and common stock purchase warrants exebtésimr an aggregate of 4,202,020 shares of thepgaogis common stock (the
"Offering"). The net proceeds to the Company friwe ©ffering was approximately $19.6 million. In &gh to providing the Company with
approximately $3 million in working capital, thetr@roceeds from the Offering have permitted the Gany to, among other things, retire its
existing bank indebtedness in the amount of appratély $3 million, provide the funds necessaryatis$y its outstanding Federal and state
payroll tax liabilities, satisfy accrued and unpegdt at its Brooklyn facility, satisfy a significeportion of the Company's other current
liabilities and accounts payable, as well as petingitpurchase of raw materials in order to prodimghed goods for shipment and to develop
a finished goods inventory. See "Liquidity and GalpResources" and "Item 1. Business - Recent Dpweénts."

Results of Operations

The following chart reflects expenses, earningsprine, losses and profits expressed as a percesftage sales for the years 1997, 1996 and
1995.

Perc entage of Net Sales Percentage Change
Year-to-Year
Increase (Decrease)

Year ended December Years ended
December 31,
1997 1996 1995 1996 to 1997 1995 to 19 96

Net sales 100% 100.0% 100.0% (26.6) (38.8)
Cost of Goods 169.5 135.9 89.5 (8.47) (7.0)
Gross Profit (69.5) (35.9) 10.5 42.1 (309.0)
Research & Development 10.8 15.0 4.0 (47.2) 126.7
Selling, general and

administrative expense 69.4 60.5 30.0 (15.7) 22.8
(Loss) earnings from
operations (149.7) (111.4) (23.7) (1.3) 187.9
Interest expense 12.6 13.9 6.5 (33.0) 30.6
Other (income) expenses 2.9 (8.2) (11.3) (126.4) (56.3)

(Loss) earnings before income
taxes, minority interest (165.2) (117.1) (18.9) 3.6 280.7

(Benefit) provision for income

taxes 15 - (100)
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Perce ntage of Net Sales Percentage Change

Year-to-Y ear

Increase (De crease)
Year ended December Years en ded
December 31,

1997 1996 1995 1996 to 1997 1995 to 1996

(Loss) earnings before

minority interest (165.2) (117.1) (20.4) 3.6 253.3
Minority interest in net

earnings (loss) of
subsidiaries

Net (loss) earnings (165.2%) (117.1)% (20.4)% 3.6% 253.3%

Net Sales

Net sales of $9,088,000 represents a decrease291$800 as compared to net sales for the yeaiddddeember 31, 1996. The Decreas
1997 is primarily attributable to a lack of sufiait working capital necessary to purchase raw riadgekVithout adequate inventory, the
Company was unable to satisfy customer ordergimely fashion. The Company's net sales for the geded December 31, 1996 of
$12,379,000 represents a decrease by $7,846,020rgrred to net sales for the year ended Decenihd935. In 1995, the Company's net
sales decreased by $3,957,000 as compared to TB84lecrease in 1996 is primarily attributable® temoval from the marketplace of four
products and the withdrawal of four ANDA's by theripany, pursuant to a requirement by the FDA, preacondition to release of the
Company from the AIP. The decrease in 1995 wasariiynattributable to the sale of the Tablets ANBAMallinckrodt.

Cost of Goods Sold

For 1997 and 1996, cost of goods sold decreasegprpoximately $2,782,000 and $1,272,000, respdgtias compared to 1995. These
decreases are attributable to the reduction imships of products. For 1995, cost of goods soldedesed by approximately $3,487,000 as
compared to 1994. The decrease for 1995 is priynatitibutable to the reduction in shipments ofeaproducts due to the sale by the
Company of the Tablets ANDA combined with signifitaeductions in manufacturing costs of personndl@her expenses. The Company's
gross margin as a percentage of sales for thd fiseés ended December 31,1997, 1996 and 199568a56%), (35.9%) and 10.54%,
respectively. Sales reductions, withdrawal of ti¢D3\ of the Capsule product, unabsorbed manufaaurosts and inventory write-off had a
direct impact upon gross margin during 1996.

Research & Development expenses

For 1997, research and development expenses amaor$878,000 as compared to $1,854,000 in 1996. ddtrease was a result of
reductions in personnel necessitated by the Con'péqguidity crisis.
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For 1996, research & developments expenses amotm$id854,000 as compared to $818,000 in 199% ifikrease is attributable to the
Company's effort to actively introduce new produatsd to reintroduce products previously discorgthu

Selling, General and Administrative Expenses

Selling, general and administrative expenses as@eptage of sales for the fiscal years 1997, 29@61995 were 69.4%, 60.5%, and 30.0%,
respectively. These expenses decreased by appitekyn$d, 178,000 or 15.7%in fiscal year 1997 as carag to 1996. The decrease was
attributable to cost saving measures effected hyag@ment during the 1996 year. These expensesgsatdy approximately $1,388,000, or
22.8%, in fiscal year 1996, as compared to 199% iRlcrease is attributable to additional legalenges and litigation settlements during the
year, as well as consulting expenses for FDA rdlatatters

Interest Expense

Interest expense for 1997 decreased by $564,000mpared to 1996 due primarily to the conversiothelatter part of 1996 of $7,740,000
of convertible debentures bearing interest at 1% d¢ommon stock. Interest expense for 1996 ineathy $401,000 as compared to 1995 as
a result of a higher level of borrowings due toigsaiance of convertible subordinated debentusesiel as fees payable to the Company's
banks (see "Liquidity and Capital Resources" beldmterest expense for 1995 increased by $572,0@@mpared to 1994 due to the issu:

of the convertible subordinated debentures.

Provision for Income Taxes

The Company had no tax (benefit) provision for 198806 and 1995 since the available loss carrybagpkior years was completely utilized
by the net operating loss for 1993 carryback toptter three years.

Net Loss

For 1997 and 1996 the Company had net losses g0$4000 and $14,495,000, respectively, as comgaradet loss of $4,103,000 for
1995. These net losses are attributable to thectieauin sales not offset by a comparable redudtiozost of goods sold, increased legal
expenses, litigation settlements during the yedr Bn1997, expenses incurred in discontinuingatemanufacturing operations.

Liquidity and Capital Resources

At December 31, 1997, the Company had cash anderpshalents of $26,000 as compared to $118,00@eémber 31, 1996. The Compe
had a working capital deficit at December 31, 160%24,705,000.

On March 10, 1998, the Company completed the Offetd Galen Partners lll, L.P., Galen Partnersriatonal Ill, L.P., Galen Employee
Fund Ill, L.P. (collectively, "Galen") and eachtb& Purchasers (along with Galen, collectively"Balen Investor Group") listed on the
signature page to a certain Debenture and WarrtanchBse Agreement dated March 10, 1998 (the "PsechAgreement”). The net proceed
the Company from the Offering, after deductionadated Offering expenses, were approximately $afliion. The securities issued in the
Offering consisted of 5% convertible senior
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secured debentures (the "Debentures”) and commok ptirchase warrants (the "Warrants") exercistslan aggregate of 4,202,020 shares
of the Company's common stock. See "ltem 1. Busin&ecent Events" for a discussion of the Debestand Warrants. Reference is also
made to the Company's Form 8-K as filed with theuites and Exchange Commission on March 24, X808 more detailed description of
the Debentures and Warrants, which is hereby irratpd by this reference and is attached as Exhibil to this Report.

The Offering net proceeds of approximately $19.8ioni have been allocated to satisfy a substaptiaiion of the Company's current
liabilities and accounts payable. Such liabilifiedude the full satisfaction of the Company's Bamdebtedness and related fees of
approximately $3 million, payment to the landlotdtee Company's Brooklyn facility, and satisfactmfrjudgments and liens. Such
repayments have allowed the Company to avoid athned foreclosure sale by its former Banks of tbahndiana facility, which secured
the bank indebtedness.

In addition, pursuant to agreements reached withrdarge creditors in anticipation of completihg Offering, including the Company's
landlord and the DOJ, the Company has been altigrtg these creditors current and in compliancé wistallment payment agreements
providing favorable terms to the Company. The Origgproceeds will allow the Company to satisfyatgstanding state and Federal payroll
tax obligations and meet current payroll tax olilgy@s. The Offering proceeds also will allow then@many to satisfy a substantial portion of
its extensive arrear accounts payable and to selisgeunts relating to such payments. Finally digaificant reduction of the Company's
current liabilities combined with the working cagitlerived from the Offering proceeds, have resulethe Company's independent certified
public accountants issuing a report on the Comgédmancial statements for the year ended Dece®bet997 which does not contain an
explanatory paragraph as to the Company's abiligottinue as a going concern, which going congeaiification was included in such
reports for fiscal 1996 and 1995.

Prior to the completion of the Offering, the Compavas in negotiations with the DOJ to restructine payment of the $2,500,000 fine that
had been levied under the Plea Agreement in ocdaddress the Company's failure to satisfy the ®I®bquarterly installments provided for
under the Plea Agreement. On March 30, 1998, thegany and the DOJ signed a Letter Agreement seteiagnend the Plea Agreement
relating to the terms of the Company's satisfaatibiine fine assessed under the Plea Agreementiftspdy, the Letter Agreement provides
that the Company will satisfy the remaining $2,080, of the fine through the payment of $25,000 emoathly basis commencing May 1,
1998, plus interest on such outstanding balandchéatate calculated pursuant to 28 U.S.C. Sedig@i)(currently 5.319%). Such payment
schedule would result in the full satisfactionloé DOJ fine in December, 2005. The Letter Agreenatstt provides certain restrictions on the
payment of salary or compensation to any individnaxcess of $50,000 without the written consérhe United States District Court for 1
District of Maryland, subject to certain exceptiohsaddition, the Letter Agreement requires thepayment of the outstanding fine to the
extent of 25% of the Company's after tax profit 2686 of the net proceeds received by the Compargngrsale of a capital asset for a sum
in excess of $10,000. The terms of the Letter Agwe®@ are subject to the approval of the U.S. Qis@ourt for the District of Maryland.

During the period from May 1997 through July 1988 Company borrowed approximately $3 million frdglan Laboratories, Inc.
pursuant to five unsecured, demand promissory nétesadvances made by Mylan Laboratories, Inceysart of a proposed investment by
Mylan Laboratories, Inc. in the Company, includihg proposed purchase of the Company's Houba ladgility as well as a partial tender
offer for the Company's common stock. The Compa®gdithe proceeds of these borrowings for workimmtaa The $3 million indebtedness
relating to such advances remains outstandinglend t
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Company anticipates negotiating with representatofeMylan Laboratories, Inc. in an attempt to stiwe repayment terms acceptable to the
Company. While the Company believes that repayneznis acceptable to each of the Company and My#dootatories, Inc. will be agreed
upon, no assurance can be made that the Compdryevaliccessful in restructuring this indebtedmesterms favorable to the Company.
Failure to extend the term over which this indebtess will be repaid or to permit satisfaction ¢foala portion of the indebtedness through
delivery of product produced by the Company, mayehen adverse effect on the Company's operatich$irgancial condition.

During the period from late 1996 through early Mai®98, the Company borrowed an aggregate of appately $1,100,000 from certain of
the holders of the Company's convertible subordihaebentures and common stock. These borrowingereed by promissory notes, are
due and payable as to principal on demand. Interethiese notes, at the rate of 10% per annunayiskppe on a quarterly basis. The Comp
utilized the proceeds of these borrowings for wagkéapital. Upon the completion of the Offeringg Bompany satisfied $800,000 of such
indebtedness from the net proceeds of the Offefiihg.remaining $300,000 of such indebtedness lyaagteement with the holder of such
note, been extended for a term of one year.

During fiscal 1997 and up to the completion of @igering, the Company had insufficient capital nes®s to meet both its current and long-
term obligations. As a result of inadequate worldagital, a decline in shipments of solid dosagepcts from the Company's Brooklyn pl
following the entry of the Consent Decree, andldivé of available borrowings under the Companyentaxisting credit facility, the
Company's liquidity position had been materially@adely affected since June 30, 1993 and the Coyfgpaapital resources had been
severely limited. During this period, the Compautively sought to reduce its operating costs aBtaklyn plant, including reductions in
personnel. Significant liabilities, however, and tibsence of adequate working capital, impaire€tirapany's ability to purchase and
process raw materials for sale as finished goodd@satisfy current liabilities and meet operatixpenses.

The net proceeds from the Offering has permittedd@bmpany to satisfy a significant portion of itsrent liabilities and accounts payable. In
addition, based on Management's belief as to thepgaay's ability to defer a portion of the Compamgimaining notes and accounts payable
and certain other assumptions, including the regiring of the indebtedness to Mylan Laboratories,, the Company believes that it has
approximately 3 million in cash available for warlicapital derived from the net proceeds of thee@ffy. The Company estimates that such
working capital will permit the Company to purchameded raw materials and fund near term operkissgs for approximately three to six
months. In order to supplement such working capted Company is in the process of negotiating witlanking institution to secure a $5
million line of credit. In addition, in accordanwéth the terms of the Debenture and Warrant Puelageement pursuant to which the
Offering was completed, the Company has grante@tiden Investor Group an option to invest an addél $5 million in the Company at
any time within eighteen months from the date ef¢losing of the Offering in exchange for Debenduaad Warrants having terms identical
to those issued in the Offering (the "Galen Optjo@alen has expressed an indication of intereskéscise the Galen Option in the event the
Company is in need of additional capital. No assceacan be given, however, that the Company wiiumeessful in securing the $5 million
line of credit or that the Galen Option will be exised. In the event the Company is successfudénisng the line of credit or in the event the
Galen Option is exercised, the Company believesithall have sufficient working capital to fundoerations for at least the next twelve
months.
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Capital Expenditures

The Company's capital expenditures during 19976 298 1995 were $49,000, $208,000, and $536,080¢ctively. The decrease in capital
expenditures in 1997 as compared to prior yeaaftiithutable 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 ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE.
Not Applicable.
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PART 1lI
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE RE GISTRANT.

The information required by Item 10 will be incluebim the Company's Proxy Statement for the 1998uahiMeeting of Shareholders, which
will be filed within 120 days after the close okt@ompany's fiscal year ended December 31, 19@7isdrereby 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 1998uahiMeeting of Shareholders, which
will be filed within 120 days after the close oét@ompany's fiscal year ended December 31, 19@l7isarereby incorporated herein by
reference to such Proxy Statement.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL O WNERS AND MANAGEMENT.

The information required by Item 12 will be inclubim the Company's Proxy Statement for the 1998uahiMeeting of Shareholders, which
will be filed within 120 days after the close okt@ompany's fiscal year ended December 31, 19@7isdrereby incorporated herein by
reference to such Proxy Statement.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACT IONS.

The information required by Item 13 will be inclubim the Company's Proxy Statement for the 1998uahieeting of Shareholders, which
will be filed within 120 days after the close okt@ompany's fiscal year ended December 31, 19@7isdrereby incorporated herein by
reference to such Proxy Statement.
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PART IV

ITEM 14. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, A ND REPORTS ON FORM 8-K.

(a) Financial Statements - See Index to Finandatkesents.

(b) Reports on Form 8-K

None.

(c) Exhibits

Exhibit
Number Document

3.1

3.2

10.1

10.2

10.3

10.4

10.5

Certificate of Incorporation and amendment
to Exhibit 3.1 to Amendment No. 2 to the R
Statement on Form S-18, File No. 2471-NY).

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

Credit Agreement, dated as of December 22,
and The Chase Manhattan Bank, N.A. (incorp
Exhibit 10.1 to the Registrant's Annual Re
year ended December 3 1, 1992 (the "1992 F

Amendment Two, dated as of January 12, 199
the Registrant and The Chase Manhattan Ban
of Stock Warrant and Registration Rights A
reference to Exhibit 10.1. to the Registra
10-K for the year ended December 31, 1993

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

Amendment Four, dated as of July 1994, to
Registrant and The Chase Manhattan Bank, N
reference to Exhibit 6(a) to the Registran
10-Q for the quarter ended June 30, 1994))

Amendment Five, dated as of March 21, 1995
the Registrant and The Chase Manhattan Ban
reference to Exhibit 10.7 to the Registran
8-K dated March 21, 1995 (the "March 8-K")

10.5(1) Form of Warrants issued to The Bank of New

Bank, N.A. and the Israel Discount Bank (i
Exhibit 10.5(i) to the Registrant's Annual
year ended December 31, 1995 (the "1995 Fo

30

s (incorporated by reference
egistrant's Registration

to Exhibit 3.1 to the
for the quarter ended June

1992, among the Registrant
orated by reference to

port on Form 10-K for the
orm 10-K")).

4, to Credit Agreement among
k, N.A. , together with forms
greement (incorporated by
nt's Annual Report on Form
(the "1993 Form 10-K")).

to Credit Agreement among
k, N.A. (incorporated by
t's Quarterly Report on Form

Credit Agreement among the
.A. (incorporated by
t's Quarterly Report on Form

, to Credit Agreement among
k, N.A. (incorporated by
t's Current Report on Form

).

York, The Chase Manhattan
ncorporated by reference to
Report on Form 10-K for the
rm 10-K")).



Exhibit
Number Document

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

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

10.5(4) Amendment 6, dated as of August 6, 1996, t
Halsey Drug Co.,Inc., The Chase Manhattan
York and Israel Discount Bank of New York
Exhibit 10.1 to Amendment No. 1 to the Reg
Form 10-Q for the quarter ended June 30, 1

10.5(5) Letter Agreement, dated March 25, 1997 amo
Chase Manhattan Bank, as successor in inte
Bank (National Association), The Bank of N
Bank.

10.6  Agreement Regarding Release of Security In
1995 by and among the Company, Mallinckrod
and The Chase Manhattan Bank, N.A.(incorpo
10.9 of the March 8-K).

10.7 Consulting Agreement dated as of September
and Joseph F. Limongelli (incorporated by
the 1993 Form 10-K).

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

10.10(1) Halsey Drug Co., Inc. 1984 Stock OpticanPbhs amended (incorporated by reference to BExti3 to the 1992 Form 10-K).

10.10(2) Halsey Drug Co., Inc. 1995 Stock Optiod Restricted Stock Purchase Plan (incorporateafgyaence to Exhibit 4.1 to the

Registrant's Registration Statement on Form Si8,Nd. 33- 98396).
10.10(3) Halsey Drug Co., Inc. Non-Employee Dire@tock Option Plan.

10.11 Leases, effective February 13, 1989 and Ja
among the Registrant and Milton J. Ackerma
Hinderstein, Thelma Hinderstein and Marily
reference to Exhibits 10.6 and 10.7, respe
Annual Report on Form 10-K for the year en

10.12 Lease, effective as of April 15, 1988, amo
J. Ackerman, Sue Ackerman, Lee Hinderstein
Marilyn Weiss, and Rider thereto (incorpor
10.12 to the Registrant's Annual Report on
December 31, 1987).
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Exhibit
Number Document

10.12(l) Lease, as of October 31, 1994, among Regis
Sue Ackerman, Lee Hinderstein, Thelma Hind
together with Modification, Consolidation
(incorporated by reference to Exhibit 10.
Annual Report on Form 10-K for the year en

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

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

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

10.16 Tablet ANDA Noncompetition Agreement dated
the Registrant and Acquisition (incorporat
10.4 to the March 8-K).

10.17 Subordinated Non-Negotiable Promissory Ter
$1,200,00 dated March 21, 1995 issued by t
(incorporated by reference to Exhibit 10.5

10.18 Term Note Security Agreement dated as of M
Company, Houba, Inc. and Acquisition (inco
Exhibit 10.6 to the March 8-K).

10.19 Amendment dated March 21, 1995 to Subordin
July 21, 1994 between Mallinckrodt Chemica
Chemical Acquisition, Inc., the Registrant
(National Association), Israel Discount Ba
New York, and The Chase Manhattan Bank (Na
(incorporated by reference to Exhibit 10.8

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

10.21 Waiver and Termination Agreement dated as
Zuellig Group, W.A., Inc. and Indiana Fine
(incorporated by reference to Exhibit 10.1

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

10.23 Agreement dated as of March 30, 1995 among
Chemicals Corporation, Zuellig Group, N.A.
Zetapharm, Inc. and Zuellig Botanicals, In
to Exhibit 10.13 to the March 8-K).

10.24 Supply Agreement dated as of March 30, 199
ZetaPharm, Inc. (incorporated by reference
March 8-K).
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Exhibit
Number Document

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

10.26 Form of Redeemable Common Stock Purchase W

reference to Exhibit 6(a) to the June 10-Q

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

10.28 Form of Redeemable Common Stock Purchase W

reference to Exhibit 4.2 to the December 8

10.29 Form of 10% Convertible Subordinated Deben
reference to Exhibit 99 to the June 1996 1

10.30 Form of Redeemable Common Stock Purchase W

reference to Exhibit 4.1 to Amendment No.

10.31 Form of 5% Convertible Senior Secured Debe
reference to Exhibit 4.1 to the Registrant
dated March 24, 1998 (the "March 1998 8- K

10.32 Form of Common Stock Purchase Warrant (inc
Exhibit 4.2 to the March 1998 8-K).

10.33 Debenture and Warrant Purchase Agreement d
among the Registrant, Galen Partners Ill,
listed on the Signature Page thereto (inco
Exhibit 10.1 to the March 1998 8-K).

10.34 Form of General Security Agreement of Hals
10, 1998 (incorporated by reference to Exh
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Date: April 13, 1998

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 thesdatlicated.

/sl William G. Skelly Chairman and Direct or April 13, 1998

William G. Skelly

/sl Michael Reicher President, Chief Ex ecutive Officer April 13, 1998
l-\/llchaeIR-’elc-her and Director (Princ ipal Executive

Officer)
/sl Peter Clemens Vice President and Chief Financial April 13, 1998
EeterCIe-mel;s Officer (Principal Financial and

Accounting Officer)

--------------------- Director April __, 1998
Alan J. Smith

/sl Bruce F. Wesson

--------------------- Director April 13, 1998
Bruce F. Wesson

/sl William Sumner Director April 13, 1998
William Sumner

/s/ Srini Conjeevaram Director April 13, 1998

Srini Conjeevaram

35



INDEX TO FINANCIAL STATEMENTS

Report of Independent Certified Public Accountants
Consolidated Balance Sheets

Consolidated Statements of Operations
Consolidated Statement of Stockholders' Equity
Consolidated Statements of Cash Flows

Notes to Consolidated Financial Statements

Page
F2
F-3
F-5
F-6
F-9

F-11 - F-40



REPORT OF INDEPENDENT CERTIFIED
PUBLIC ACCOUNTANTS

Board of Directors
HALSEY DRUG CO., INC.

We have audited the accompanying consolidated balsineets of Halsey Drug Co., Inc. and Subsidiasesf December 31, 1997 and 1996,
and the related consolidated statements of opestgtockholders' equity and cash flows for eadh@three years in the period ended
December 31, 1997. 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 827 and 1996, and the consolidated results of tiperations and their consolidated cash
flows for each of the three years in the periodeghDecember 31, 1997, in conformity with generaltgepted accounting principles.

GRANT THORNTON LLP

New York, New York
April 14, 1998
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Halsey Drug Co., Inc. and Subsidiaries
CONSOLIDATED BALANCE SHEETS

December 31,
(in thousands)

1997 1996

CURRENT ASSETS
Cash $ 26 $ 118
Accounts receivable - trade, net of allowances

for doubtful accounts of $542 and $424
in 1997 and 1996, respectively

62 226
Other receivable 1,000
Inventories 2,456 3,758
Prepaid insurance and other current assets 274 252
Total current assets 2,818 5,354
PROPERTY, PLANT AND EQUIPMENT, NET 4,630 6,222
OTHER ASSETS 219 406

The accompanying notes are an integral part okteegements.



Halsey Drug Co., Inc. and Subsidiaries
CONSOLIDATED BALANCE SHEETS (CONTINUED)

December 31,
(in thousands)

1997 1996
CURRENT LIABILITIES
Bank overdraft $ 159 $ 286
Due to banks 2,476 3,195
Notes payable 4,825 1,625
Convertible subordinated debentures 2,244 2,173
Department of Justice settlement 200 2,168
Accounts payable 6,086 4,533
Accrued expenses 7,644 3,575
Deferred gain 1,900
Total current liabilities 25,534 17,555
LONG-TERM DEBT 1,508
DEPARTMENT OF JUSTICE SETTLEMENT 1,990
COMMITMENTS AND CONTINGENCIES
STOCKHOLDERS' EQUITY (DEFICIT)
Common stock - $.01 par value; authorized,
20,000,000 shares; issued and outstanding,
14,029,718 shares and 13,175,708 shares
in 1997 and 1996, respectively 140 131
Additional paid-in capital 25,489 23,316
Accumulated deficit (44,497) (29,484)
(18,868) (6,037)
Less treasury stock - at cost ( 439,603 shares and
474,603 shares in 1997 and 1996, respectively) (989) (1,044)
(19,857) (7,081)
$ 7,667 $11,982

The accompanying notes are an integral part okteegements.
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Halsey Drug Co., Inc. and Subsidiaries
CONSOLIDATED STATEMENTS OF OPERATIONS

Year ended December 31,
(in thousands, except per share data)

1997 1996
Net sales $ 9,088 $ 12,379
Cost of goods sold 15,406 16,826
Gross profit (6,318) (4,447)
Research and development 979 1,854
Selling, general and administrative expens es 6,308 7,486
Loss from operations (13,605) (13,787)
Interest expense (1,144) (1,708)
Other income (expense) (264) 1,000
Loss before income taxes (15,013) (14,495)
Provision for income taxes
NET LOSS $(15,013) $(14,495)
Basic loss per common share $ (1.12) $ (1.49)
Weighted average number of outstanding sha res 13,434 9,724

The accompanying notes are an integral part oktetements.
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Halsey Drug Co., Inc. and Subsidiaries
CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY

Years ended December 31, 1997, 1996 and 1995
(in thousands)

Common stock, Tre asury stock,
$.01 pa r value Additional at cost
————————————————— paid-in  Accumulated  ----- e
Shares Amount capital deficit Share s Amount Total
Balance at January 1,1995 7,610 $76 $10,162 $(10,886) $ (648)
Issuance of common stock 500 5 791 796

Issuance of common stock in
connection with litigation

settlement 825 8 2,992 3,000
Repurchase of common stock (500,0 00) $(1,100) (1,100)
Issuance of warrants with convertible

subordinated debentures 416 416
Exercise of stock options 39 1 98 99
Net loss for the year ended

December 31, 1996 (4,103) (4,103)

Balance at December 31, 1995
(carried forward) 8,974 90 14,459 (14,989) (500,0 00) (1,100) (1,540)



Halsey Drug Co., Inc. and Subsidiaries

CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY (CON TINUED)

Commo
$.01p

Balance at December 31, 1995
(brought forward) 8,974

Issuance of common stock

conversion of debentures 3,504

Issuance of shares as settlement
Issuance of warrants with convertible
subordinated debentures
Exercise of warrants of convertible
debentures 589
Stock options exercised 49
Net loss for the year ended
December 31, 1996
Balance at December 31, 1996
(carried forward) 13,176

60

Years ended December 31, 1997, 1996 and 1995

(in thousands)

n stock, Treas

ar value  Additional a

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

$90  $14,459  $(14,989) (500,00

35 6,724
262 25,39
355
6 1,363
153
(14,495)

131 23316  (29484) (474,60
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Halsey Drug Co., Inc. and Subsidiaries
CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY (CON TINUED)

Years ended December 31, 1997, 1996 and 1995
(in thousands)

Commo n stock, Tre asury stock,

$.01p ar value Additional at cost
—————————————————— paid-in  Accumulated ----- —mmmmmnmeeeee
Shares Amount capital deficit ~ Share s Amount Total

Balance at December 31, 1996

(brought forward) 13,176 $ 131 $23,316  $(29,484) (4746 03) $(1,044) $(7,081)
Issuance of common stock -

conversion of debentures 643 7 1,529 1,536
Issuance of shares as payment of

interest 69 1 224 225
Sale of treasury stock 25 45 35,0 00 55 100
Exercise of warrants of convertible

debentures 22 72 72
Stock options exercised 95 1 303 304
Net loss for the year ended

December 31, 1997 (15,013) (15,013)

Balance at December 31, 1997 14,030 $ 140 $25,489  $(44,497) 439,6 03 $ (989) $(19,857)

The accompanying notes are an integral part ofsthi®ment.
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Halsey Drug Co., Inc. and Subsidiaries

CONSOLIDATED STATEMENTS OF CASH FLOWS

Year ended December 31,
(in thousands)

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 e

Provision for loss on investment

Gain on sale of assets

Deferred income taxes

Changes in assets and liabilities
Accounts receivable
Inventories
Prepaid insurance and other current as sets
Accounts payable
Accrued expenses

Total adjustments
Net cash used in operating activities

Cash flows from investing activities
Capital expenditures
Decrease (increase) in other assets
Net proceeds from sale of assets
Collection of notes receivable

Net cash (used in) provided by investing
activities

1997

$(15,013)

1,733
118

38

1996

$(14,495)

1,906
144

(1,000)

19

$ @4,

@,

(6,

(

95

103)

956

288)
296

637
881)
160)
031)
121

350)
453)
536)

116
889



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

Year ended December 31,
(in thousands)

1997 1996 1995
Cash flows from financing activities
Increase (decrease) in notes payable $3,881 $ 25 $(1,192)
Proceeds from issuance of common stock 318 796
Reissuance of treasury stock 70
Payments to Department of Justice (90)
Bank overdraft (127) 73 (5)
Repurchase of common stock (1,100)
Payments to minority stockholders (206) (212)
Proceeds from issuance of convertible
subordinated debentures 4,600 2,500 7,740
Proceeds from exercise of stock options 305 153 99
Proceeds from exercise of warrants 72 1,369
Increase in other assets (255) (727)
Net cash provided by financing activities 4,201 3,977 5,309
NET (DECREASE) INCREASE IN CASH
AND CASH EQUIVALENTS (92) (235) 325
Cash and cash equivalents at beginning of year 118 353 28
Cash and cash equivalents at end of year $ 26 $ 118 $ 353

Supplemental disclosures of noncash activities:

Year ended December 31, 1997

The Company issued 642,407 shares of common sbacitpack, Inc. as payment for an outstanding pageble in the amount of
$1,536,000.

The Company reissued 25,000 shares of treasurl ampayment for $30,000 in consulting fees andeheipt of $70,000 in cash.
The Company issued 25,000 shares of common stgglyasent for $225,452 in accrued interest.

The Company recorded the satisfaction of $1,40003GQibordinated promissory notes, related accimtedest of $200,000 and accounts
payable of $300,000 due to Mallinckrodt, in lieuhdéllinckrodt paying $1,900,000 owed to the Comparydescribed in Note E.

Years ended December 31, 1996 and 1995

The issuance of 3,504,000 shares of the Compaoyimon stock upon conversion of $6,759,000 of caibersubordinated debentures is
included in common stock and additional paid-initzdp

The valuation of the warrants issued in 1996 arib16f $355,000 and $416,000, respectively, withveotible subordinated debentures is
included in additional paid-in capital.

The issuance in 1996 and 1995 of 59,550 and 824fidizs of the Company's common stock is valu&8H2,000 and $3,000,000,
respectively, in connection with litigation settlents.

The accompanying notes are an integral part obteegements.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 1997, 1996 and 1995
NOTE A - SUMMARY OF ACCOUNTING POLICIES
The Company, a New Yorkased corporation established in 1935, and itsidiabies, are engaged in the manufacture, saledatidbution 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

2. Liquidity Matters

As of December 31, 1997, the Company has a wortapgtal deficiency of approximately $24,705,0005 ha accumulated deficit of
approximately $44,496,000 and has incurred a lbapproximately $15,013,000 for the year then endée Company was also not in
compliance with its financial covenants pursuaritddanking agreement and its convertible subaiteith debenture agreement.

On March 10, 1998, the Company completed a prigHeging of securities consisting of 5% convertibenior secured debentures and
common stock purchase warrants exercisable foggregate of 4,202,020 shares of the Company's constock. The net cash proceeds to
the Company from the offering, after the deductbnelated cash offering expenses, was approxim&td.6 million.

The net proceeds of the offering have, in largé, eeen used to satisfy a substantial portion @f@bmpany's past due liabilities and accounts
payable. Such liabilities include the full satitgfan of the Company's bank indebtedness and refatess) payment to the landlord of the
Brooklyn
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 1997, 1996 and 1995
NOTE A (CONTINUED)

facility and satisfaction of outstanding judgmeaits! liens. Such repayments have allowed the Comjmaayoid the threatened foreclosure
sale by its banks of the Indiana facility secursngh indebtedness. Additionally, the satisfactibthe bank indebtedness resulted in curing
Company's default with its subordinated debentgreement. Further, pursuant to agreements reactieather large creditors in
anticipation of the completion of the offering, imding the Company's landlord and the Departmegusfice ("DOJ"), the Company has b
able to bring these creditors current and willlbeampliance with installment payment agreementsiging favorable terms to the Compa
Satisfaction of the Company's current obligatiani&g landlord of the Brooklyn facility for accru@ehd unpaid rent, penalties and expenses
has allowed the Company to renegotiate its leadeawoid eviction. The offering proceeds will aldlma the Company to satisfy its
outstanding state and Federal payroll tax obligatiand meet current payroll tax obligations.

After giving effect to the application of the nebpeeds of the offering, and based on managentmiigsf as to the Company's ability to defer
a portion of remaining notes and accounts payaidecartain other assumptions, the Company belikwvei have approximately $3,000,000
of cash available for working capital. The Compéiag submitted Abbreviated New Drug ApplicationsN[PA") for approval by the Food
and Drug Administration ("FDA") (Note M) and belies that approval of such ANDA, which remains uraiartwill result in generating
increased revenues. The Company is also currentliscussions with a financial institution to sexar$5,000,000 line of credit to supplen
its working capital position and could potentiadlgcure an additional $5,000,000 of working caitdhe event that an investor exercises an
option to purchase additional securities pursuatite private placement agreement. No assuranckeecgiven, however, that such financing
will be secured on acceptable terms, if at althat the investor's option will be exercised.

3. Inventories
Inventories are stated at the lower of cost or etaidost is determined using the first-in, first-ouethod.
4. 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
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 1997, 1996 and 1995
NOTE A (CONTINUED)

depreciable assets to operations over their estthrggrvice lives, principally on a straight-linesiza The estimated lives used in determining
depreciation and amortization are:

Buildings 25 years
Machinery and equipment 5-10years
Leasehold improvements 5-10 years

Leasehold improvements are amortized over the bféise respective leases or the service liveb@improvements, whichever is shorter.
5. Income Taxes

The Company accounts for income taxes utilizingisset liability method for financial accounting aegorting for income taxes. Under this
method, deferred tax assets and liabilities arerdehed based on differences between financialrtieygoand tax bases of assets and liabil
and are measured using the enacted tax rates\aadHat will be in effect when the differences aexpected to reverse.

6. Statements of Cash Flows

For purposes of the statements of cash flows, tiregany considers all highly liquid debt instrumemtschased with an original maturity of
three months or less to be cash equivalents. Thep@oy paid no income taxes for the years endedrbleee31, 1997 and 1996 and
$201,000 during the year ended 1995. In additiom,Gompany paid interest of approximately $1,113,80,173,000, $786,000, respectiv
for the years ended December 31, 1997, 1996 ansl. 199

7. Use of Estimates in Consolidated Financial &tat#s

In preparing consolidated financial statementsoinfarmity with generally accepted accounting prihes, management makes estimates and
assumptions that affect the reported amounts eftassd liabilities and disclosure of contingersieds and liabilities at the date of the
consolidated financial statements, as well asepented amounts of revenues and expenses duringpbeing period. Actual results could
differ from those estimates.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 1997, 1996 and 1995
NOTE A (CONTINUED)
8. Research and Development Costs

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

9. Impairment of Long-Lived Assets

The Company adopted Statement of Financial Accogritandards No. 121 ("SFAS No. 121"), "Accounfoigthe Impairment of Long-
Lived Assets and for Long-Lived Assets to Be Digggb©f," during the year ended December 31, 1996.st&itement requires that the
Company recognize and measure impairment losses@flived assets and certain identifiable intafegland value long-lived assets to be
disposed of.

The Company reviews long-lived assets and certntifiable intangibles held and used for possilpairment whenever events or changes
in circumstances indicate that the carrying amafiain asset may not be recoverable (Note ).

10. Stock-Based Compensation

In 1996, the Company adopted Statement of Finaddebunting Standards No. 123 ("SFAS No. 123"), ¢unting for Stock-Based
Compensation," and continues to apply APB Opinian 25, "Accounting for Stock Issued to Employeesitl related interpretations in
accounting for its plans and does not recognizepsarsation expense for its stock-based compengaltiois other than for restricted stock
(Note K).

11. New Pronouncements
Earnings (Loss) Per Share

In 1997, the Company adopted Statement of FinaAdebunting Standards No. 128 ("SFAS No. 128"),rttiizgs Per Share," which requires
public companies to present basic earnings peesrat, if applicable, diluted earnings per shatecémparative periods have been restated
in accordance with SFAS No. 128.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 1997, 1996 and 1995
NOTE A (CONTINUED)

The computation of basic loss per share of comntaekss based upon the weighted average numbesrofron shares outstanding during
the period, plus (in periods in which they havélatide effect) the effect of common shares conginty issuable upon exercise of stock
options and warrants. Diluted earnings per shaternsidered equal to basic earnings per shardlfgears presented as the effect of other
potentially dilutive securities would be antidili

Reporting Comprehensive Income

In June 1997, the Financial Accounting Standardsr@¢'FASB") issued Statement of Financial AccoogtStandards No. 130 ("SFAS No.
130"), "Reporting Comprehensive Income," whichffedive for the Company's year ending Decemberl398. The statement addresses the
reporting and displaying of comprehensive income issmicomponents. Earnings per share will onlydported for net income and not for
comprehensive income and its components. Adopti@FAS No. 130 related to disclosure within theafigial statements and is not expet

to have a material effect on the Company's findrstéements.

Segment Information

In June 1997, the FASB also issued Statement @fn€ial Accounting Standards No. 131 ("SFAS No. }3Disclosure About Segments of
an Enterprise and Related Information," which feetfve for the Company's year ending Decembefl998. The statement changes the way
public companies report information about segmehthkeir business in their financial statements aatiires them to report selected segment
information in their quarterly reports. Adoption ®FAS No. 131 relates to disclosure within thefiicial statements and is not expected to
have a material effect on the Company's finan¢&kments.

12. Reclassifications
Certain reclassifications have been made to thé 488 1995 presentations to conform to the 1993eprtation.
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 1997, 1996 and 1995
NOTE B - FAIR VALUE OF FINANCIAL INSTRUMENTS
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 débit®same remaining maturities.

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

December 31,

1997 1 996
CARRYIN G Fair value Carrying Fair value
AMOUNT amount amount amount

(in thousands)
Long-term and short-term

debt $7,301 $7,301 $6,328 $6,328
Convertible subordinated
debentures 2,244 2,244 2,173 2,173

NOTE C - INVENTORIES
Inventories consist of the following:

December 31,

199 7 1996
(in thousands)
Finished goods $ 789 $2,121
Work-in-process 263 1,018
Raw materials 1, 404 619
$2,4 56 $3,758
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Halsey Drug Co., Inc. and Subsidiaries
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 1997, 1996 and 1995
NOTE D - PROPERTY, PLANT AND EQUIPMENT
Property, plant and equipment are summarized &sifsi

December 31,

1997 1996
(in thousands)

Machinery and equipment $11,478 $11,641
Leasehold improvements 5,967 5,973
Building 997 998
Land 265 265

18,707 18,877
Less accumulated depreciation and amortization 14,077 12,655

$ 4,630 $6,222

Depreciation expense for the years ended Decenihdro®7, 1996 and 1995 was approximately $1,640$0862,000 and $1,576,000,
respectively.

NOTE E - DEBT
Due to Banks

At December 31, 1997 and 1996, the Company had’6280 and $3,195,000 outstanding, respectivelgeua line of credit agreement with
three participating banks for which the averagedwing rate on these outstanding amounts for tlaesythen ended was 11.9% and 10.43%,
respectively. Borrowings under the line were avdddor working capital purposes based upon a mgage of the parent company's eligible
accounts receivable and were collateralized by secbunts receivable. The agreement containedrediriancial covenants, for which the
Company was not in compliance at December 31, 1B87ing March 1998, the Company completely satikfie bank indebtedness and
terminated the line of credit agreement with thelb@ee Note Q).
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Halsey Drug Co., Inc. and Subsidiaries

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)

December 31, 1997, 1996 and 1995

NOTE E (CONTINUED)

Borrowings under long-term debt are as follows:

Convertible subordinated promissory note (a)
Subordinated promissory notes (b)
Notes payable (c)

Less current maturities of long-term debt

(a) Convertible Subordinated Promissory Note

Long-term Debt

December 31,

1997 1996
(in thousands)
$ 1,508
1,400
$ 4,825 225
4,825 3,133
(4,825) (1,625)
$ $ 1,508

Pursuant to the Zatpack, Inc. ("Zatpack") agreeridate N), the Company issued a convertible sulpatéid 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 Dédheember 1, 1997. The outstanding
principal, plus all accrued and unpaid interest58&,000 at December 31, 1996, was convertibléeabption of Zatpack, into the Compar
common stock at the rate of one share of commark $tw every $2.50 of principal and interest beaogverted (the $2.50 is subject to the
antidilution provisions of the promissory note).Ntrarch 1997, the principal amount, with relatedraed interest of $243,110 was converted
into 642,407 shares of Common Stock at an adjusiadersion price of $2.39 per share, thereby ctingehe indebtedness.

(b) Subordinated Promissory Notes

On March 21, 1995 (see Note |), the Company satisfertain accounts payable by issuing a subortimatomissory note to Mallinckrodt
Chemical Acquisition, Inc. ("Mallinckrodt") for $200,000, bearing interest at 8% per annum, wittr@st and principal payable at the earlier
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of: (i) receipt by Mallinckrodt of all necessarytharizations from the FDA or (ii) March 21, 199&d& note is collateralized by substantially
all of the assets of the Company and is subordin@atéuture bank indebtedness of up to $8,000,06@.$1,200,000 note represents the
deferral of payment by the Company of a portioitofrade accounts payable due to an affiliate afliMckrodt. On July 14, 1995, the
Company borrowed from and issued a $200,000 suheteti promissory note to Mallinckrodt, bearing iegt at 8% per annum, with
principal and interest payable June 30, 1996. Theipal and interest is payable, at the optioMallinckrodt, in the form of cash or a credit
to the Company's accounts receivable due from Matodt on June 30, 1996. On September 21, 1998upnt to the agreement with
Mallinckrodt, the Company recorded the satisfactibthe $1,200,000 note, the subordinated promyssote of $200,000, related accrued
interest of $200,000 and accounts payable of $800¢ie to Mallinckrodt in lieu of Mallinckrodt payg the remaining balance of $1,900,000
owed to the Company as described in Note I.

(c) Notes Payable

During 1997, the Company borrowed from and issoeskteral debenture holders and shareholders, uneseclemand promissory notes in
the amount of $1,125,000, bearing interest at 12#@pnum, with interest payable quarterly.

In addition, during the second quarter of 1997,Gleenpany received funds, in the amount of $3,00D),60m a proposed purchaser of the
Company's Indiana facility. These funds were teedeluring the due diligence period, as an unseauednce against anticipated payment,
for the proposed purchase transaction. The purdh@ssaction was not consummated and the advarncearwerted into five non
collateralized promissory notes with maturity détesn May 1, 1998 through June 18, 1998.

During the fourth quarter of 1997, the Company inezy, from an investor of a proposed joint venttueds in the amount of $500,000
represented by a demand promissory note, beariagest at 10% per annum, secured by the propetdpaba. In addition, as part of a
proposed financing agreement, the Company recéi260,000 as a promissory note bearing intereskgp@& annum during the fourth
quarter of 1997.
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In connection with certain 1995 amendments toitie df credit agreement described in Note E, then@any issued stock warrants to the
bank, expiring July 17, 2000, to purchase up to,&®® shares of the Company's common stock at eseeprices ranging from $1.98 to $2.07
per share. The fair value of the warrants, $20Q,88@letermined by the Company's Board of Directeas recorded by the Company in 1!
as additional paid-in capital and a discount tokbdebt which was fully amortized through the matudate, August 31, 1995.

On July 18, 1995, the Company issued 408 units1@t000 per unit, in a private placement of itausiies ("July Private Placement"). Each
unit consists of: (i) a 10% convertible subordigadebenture due July 18, 2000 in the principal amhoti$10,000, interest payable quarterly,
and convertible into shares of the Company's comsback at a conversion price of $2.00 per shafgjestito antidilution provisions, and (ii)
750 redeemable common stock purchase warrantsr@iatal). Each warrant entitles the holder to pusehane share of common stock for
$2.00, subject to adjustment during the five-yesiqad commencing July 18, 1995. The warrants wedeemable by the Company at a price
of $.01 per warrant at any time commencing JulylE®6, provided that at July 18, 1996, the fairkaawalue of the Company's common
stock equals or exceeds $2.00 per share for tlwe2€ecutive trading days ending on the third déyr po the notice of redemption to the
holders of the warrant. The debentures were coadénto 2,040,000 shares of common stock in Aufj886.

On November 29, 1995, the Company issued 366 il 0,000 per unit, in a private placement oéésurities ("November Private
Placement"). Each unit consists of (i) a 10% cotilvier subordinated debenture due November 29, 20€te principal amount of $10,000,
interest payable quarterly, and convertible intarsh of the common stock, at a conversion prick2d80 per share, subject to dilution, and
600 redeemable common stock purchase warrantsefins and conditions of the warrants issued in eotion with the November Private
Placement are similar to those issued in the Julsate Placement, except that the exercise pricheofvarrant pursuant to the November
Private Placement is $2.50 per share. These dealentiere converted into 1,464,000 shares of conmstauk in December 1996.

The Company received net proceeds from the JulyNanvémber Private Placements of $7,013,000, nissofance costs of $727,000, and
allocated the market value of the warrants, asaeted by the Company's Board of Directors, $416,®0 additional paid-in capital with a
corresponding
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adjustment to debt discount. The net proceeds fch issuances have been used for the followinggsess: repurchase of 500,000 shares of
the Company's common stock, registration of theedgiohg shares pursuant to the Private Placem#rggyurchase of equipment, research
and development costs and for working capital.dditon, the Company was required to use $950,0@0eonet proceeds to repay a portion
of its outstanding bank debt during 1995.

On August 6, 1996, the Company issued 250 unit$1@t000 per unit, in a private placement of itusities ("August Private Placement").
Each unit consists of: (i) a 10% convertible sulwated debenture due August 6, 2001 in the prim@peunt of $10,000, interest payable
quarterly, and convertible into shares of the Camfsacommon stock at a conversion price of $3.25%hare, subject to dilution, and (ii) 750
redeemable common stock purchase warrants ("watjaitach warrant entitles the holder to purchaseshare of common stock for $3.25,
subject to adjustment during the five-year periochmencing August 6, 1996. Pursuant to the agreerttenCompany was required to
establish an escrow account to repay interestdtiistanding convertible debenture, which way fodlid during 1997. The Company
received net proceeds from this private offeringmproximately $2,160,000. The Company was requoede $391,000 of said net proceeds
to repay a portion of its bank debt, accrued irsieaad legal fees. The Company used the balante ofet proceeds of the Offering for:
working capital; registration of the underlying stmunder the Securities Act; purchase of equipnaemnt for research and development
expenses.

NOTE G - ACCRUED EXPENSES
Accrued expenses are summarized as follows:

December 31,

1997 1996
(in thousands)

Payroll taxes payable (Note H) $3,290 $1,554
Interest 1,018 539
Professional fees 537 227
Accrued pension and welfare 501 185
Medicaid rebates payable 481 169
Accrued payroll 420 441
Accrued rent 412 227
Other 985 233

$7,644 $3,575
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At December 31, 1997 payroll taxes payable inclu$2800,000 of delinquent payroll taxes due toltiternal Revenue Service and New
York State (Note Q).

The payroll taxes payable at December 31, 199Tidechpproximately $2,400,000 and $499,000 of deén¢jpayroll taxes due to the Inter
Revenue Service and the State of New York, respsgtiall of which liability was incurred in 199%d 1996. The Company has accrued
interest and penalties of $364,000 and $205,000ese Federal and State liabilities, respectivEiye Company expects that the Federal
liability will be partially offset by income tax fiend claims which were filed. To date, the IRS hastaken action with respect to these ref
claims pending the completion of an IRS audit far year 1993. This audit was recently completethbyRS auditor with no changes
proposed. However completion is pending review withe IRS; therefore, the Company has not recotaedefund claims.

NOTE H - INCOME TAXES

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

YEAR ENDED DECEMBER 31,

1997 1996 1995

AMOUNT % AMOUNT % AMOU NT %

Federal statutory rate $(5,105) (34.0)% $(4,928) (34.0)% $(74 9) (34.0)%
Loss for which no tax benefit

was provided 4,924 32.8 4,233 29.1 28 0 12.7
Losses of subsidiaries with

no tax benefit 424 3.0 24 0 10.9
Amortization of Warrants 24 2 32 2
Goodwill amortization 12 1 73 5 7 7 35
Department of Justice

settlement 57 4
Other 145 9 109 .8 15 2 6.9
Actual tax expense $ - - % $ - - % $ - - %
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The Company has net operating loss carryforwardseggting approximately $28,890,000, expiring dyitime years 2009 through 2012. In
addition, certain of the Company's subsidiariedifdeparate Federal income tax returns in priarsyaad have separate net operating loss
carryforwards aggregating approximately $5,297 @qfiring during the years 1998 through 2012.

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. Th#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,

1997 1996

(in thousands)
Deferred tax assets

Net operating loss carryforwards $ 15,115 $12,824
Allowance for doubtful accounts 304 178
Research and development tax credit 202 212
Reserve for inventory 886 605
Litigation settlement 195 284
Rent 172 96
Reserve for Medicaid 209
Capital loss carryforwards 210 210
Reserve for property, plant and equipment 111
Other 44 97
Gross deferred tax assets 17,448 14,506
Deferred tax liabilities
Depreciation (828) (663)
Installment sale gain (798) (1,218)
Other (42) (165)

Net deferred tax assets before

valuation allowance 15,780 12,460
Valuation allowance (15,780) (12,460)
Net deferred tax assets $ - $
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SFAS No. 109 requires a valuation allowance agalefdrred tax assets if, based on the weight dfabla evidence, it is more likely than r
that some or all of the deferred tax assets mapaoealized. The valuation allowance at Decemtie 396 primarily pertains to
uncertainties with respect to future utilizationnet operating loss carryforwards.

NOTE | - OTHER INCOME (EXPENSE)
Cessation of California Operations

During 1997, management decided to shut down itifo@@ia operations which comprised two of its sidisries, Cenci Powder Products, |
and Cenci Laboratories, Inc. The Company had reetried any significant costs to exit these openatiather than minimal vacation
compensation and salary paid to a former plant ey to manage the exit process.

At December 31, 1997, the net assets of Cenci laboes, Inc., consisted primarily of building, ggment and land with a net carrying value
of $528,000 and inventory with a total net carryuadue of $93,000. Accordingly, during 1997 the Qmamy recorded a charge of $264,000 to
reduce the fixed assets to their estimated nezedd¢ value, and a $93,000 charge to write offrémeaining inventory. For the years ended
December 31, 1997, 1996 and 1995, these subs#liariaggregate, accounted for revenues of appairign$400,000, $290,000, and
$446,000, respectively.

During March 1998, the Company signed a lettentsrit to sell substantially all of the non-realgedy assets of Cenci Powder Products,
Inc., consisting primarily of $90,000 in inventotg,a purchaser/creditor, in exchange for the fangess of approximately $260,000 of the
Company's indebtedness.
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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 usedhénproduction of the Tablets for up to $5.4 millimrMallinckrodt. The Company received
$500,000 of the proceeds in July 1994, which waended as deferred income on the Company's 19%btidated balance sheet.
Mallinckrodt also paid the Company $2,000,000 orrdfie21, 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 farch 21, 1998. Mallinckrodt also agreed to déf£/200,000 of the Company's trade
debt due to an affiliate of Mallinckrodt (Note Bursuant to the release of the Company from the'sBpplication Integrity Policy list and
its Restrictions (collectively, the "AIP") by théA on December 19, 1996, the Company recordedraafe$1,000,000. On January 9, 1997,
Mallinckrodt tendered this amount to the Bank Grdeprsuant to the agreement of September 21, 18T ompany recorded $1,900,000 as
a deferred gain which was recognized on March 2381

In connection with the agreement, the Company agi@enanufacture Tablets for Mallinckrodt for aipdrof three years and Mallinckrodt
agreed to order a minimum number of Tablets froem@Glompany for two years ending March 21, 1997. Company and Mallinckrodt
entered into a noncompetition agreement pursuamhioh the Company agreed not to compete with Meliodt and its affiliates with
respect to the Tablets until March 21, 2000.

In addition, the Company issued to Mallinckrodtoguion to purchase the ANDA for acetaminophen/oxige capsules at an exercise price
equal to 3/4 of annual net capsule revenue, apatkfiAs of March 21, 1998, Mallincrodkt did not ecise the option, which had lapsed at
time.
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The Company maintains the following two pensiompla
1. Management Pension Plan

The Company had maintained a defined benefit ptaering substantially all nonunion employees whigls terminated in November 1996.
Subsequently, all Plan assets were converted toaras held in a money market fund (to continueTthest) from which all vested participant
interests will be paid. Based on information preddy the Company's actuary, the total liabilityhaf Plan as of the plan year ended
November 30, 1997 was $398,281. The actuary hasrdited that this amount is sufficient to pay tlested interests of all of the participa
who were in the Plan as of November 30, 1996, andify participants who had terminated with presipwested interests that had not yet
been paid. Included in the Plan's assets as of iNbge30, 1997, were receivables from the Compadytiaa Insurer for $54,631 and $57,4
respectively, which were subsequently paid in Ma@88. No additional contributions were required¢opaid to the Trust for the period
ended November 30, 1997.

Pending certain approvals by the Pension Benefir@iee Corporation ("PBGC"), relating to plan tieation, the plan Trustees will be able
to make the distributions to the vested participaihe actuary anticipates these distributionsndut998. Prior to such distributions, any
earnings realized on the Plan assets will be atlldte vested participant's account proportionattllien all assets are distributed from the
Trust, the Trust will terminate and a final filimgll be made with the Internal Revenue Service.

Historically, the Company's funding policy for theanagement pension plan (the "Plan"), had beearttsibute 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 teeaining balance of its 1993 and 1992 ERISA obbget of approximately $191,000.

As a result of Company contributions during 19%fnéngs on plan assets and terminations during,it8@7Company's previous outstanding
obligations mentioned above had been satisfied.
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Net pension cost for the Compesponsored pension plan consists of the following:

Decembe r3i1,
1997 19 96 1995

(in tho usands)
Normal service cost $ $2 4 $49
Interest cost 31 3 2 25
Actual return on plan assets (23) (2 3) (19)
Net amortization and deferral (8) ( 8) 9)

Net pension cost $-- $2 5 $ 46

The reconciliation of the funded status of the ftathe amount reported in the Company's balaneetsh as follows:

Year ended December 31,

1997 1996
(in thousands)
Actuarial present value of benefit obligations
at November 30, 1996 and 1995

Estimated present value of vested benefits $ 398 $ 440
Estimated present value of nonvested benefit s 52
Accumulated benefit obligation 398 492
Value of future pay increases 12
Projected benefit obligation 398 504

Estimated market value of plan assets
at November 30, 1997 and 1996 398 569

Excess (deficiency) of plan assets

over projected benefit obligation 65
Unrecognized net (gain) loss (15) (72)
Unrecognized net asset at December 1,

1987 being amortized over 24 years (8) (8)
(23) $ (15)
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The assumptions used as of November 30, 1997 &8flihIetermining pension expense and funded sthitown above were as follows:

1997 1996
Discount rate 7.00% 7.00%
Rate of salary progression 0% 4.00
Long-term rate of return on assets 7.00 7.00

2. Employees' Pension Plan

The Company contributed approximately $407,0002$2@0 and $450,000 in 1997, 1996 and 1995 resmdgtito 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 valfieested 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 Comganld 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 rdsttistock purchase plan (the "1995
Option Plan™). The 1995 Option Plan replaces iistig stock option plan which expired in Janua®@4. The 1995 Option Plan provides for
the granting of (i) nonqualified options to purchdse Company's common stock at not less tharathenfirket value on the date of the op
grant, (ii) incentive stock options to purchase @wmpany's
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common stock at not less than the fair market valuthe date of the option grant and (iii) rigldgptirchase the Company's common stock on
a "Restricted Stock" basis, as defined, at nottless the fair market value on the date the riglgranted. The total number of shares which
may be sold pursuant to options and rights grantetér the 1995 Option Plan is 1,000,000. No optiam be granted under the 1995 Option
Plan after May 2005 and no option can be outstaninmore than ten years after its grant.

In October 1996, the Board of Directors of Compadgpted a non-employee director stock option plaithvprovides 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 gilamder the plan or after October 16, 2006 andptimio can be outstanding for more than
ten years after its grant. No options have beentgdaunder this plan to date.

The Company has adopted the disclosure provisibS8tatement of Financial Accounting Standards Na® ('SFAS No. 123"), "Accounting
for Stock-Based Compensation." It applies APB QminlNo. 25, "Accounting for Stock Issued to Emplay/£@nd related interpretations in
accounting for its plans and does not recognizepsmrsation 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,@lompany's net income and earnings per share vbeuldduced to the pro forma
amounts indicated below:

Year ended December 31,

1997 1996 1995
(thousands, except per share amoun ts)
Net loss
As reported $15,013 $(14,495) $(4,103)
Pro forma 15,328 (14,180) (4,459)
Loss per share
As reported $(1.12) $(1.49) $(.52)
Pro forma (1.14) (1.46) (.56)
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These pro forma amounts may not be representdtifigume disclosures because they do not takeeffert pro forma compensation exper
related to grants made before 1995. The fair vafubese options was estimated at the date of giging the Black-Scholes option-pricing
model with the following weighted average assumpifor the years ended December 31, 1997, 1996 99, respectively: expected
volatility of 82%, 82% and 71%; risk-free intereates of 6.6%, 6.6% and 5.8%; and expected livésyafars, 4.6 years and 8.8 years. At the
date of grant, all exercise prices equaled the etar&due of the stock.

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 additioption valuation models require the input ofiygsubjective 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 rédiaingle measure of the fair value of its employeek options.

Transactions involving stock options are summareztllows:

Weighted
Stock average
options  exercise
outstanding  price

Balance at January 1, 1995 222,150 3.98
Granted 471,600 3.16
Exercised (39,180) 2.50
Cancelled (54,070) 3.36
Balance at December 31, 1995 (carried forward) 600,500 3.49
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Weighted
Stock average
options exercise
outstanding price
Balance at December 31, 1995 (brought forward) 600,500 $3.49
Granted 126,000 4.77
Exercised (49,159) 3.12
Cancelled (21,334) 4.39
Balance at December 31, 1996 656,007 3.53
Exercised (89,300) 3.22
Cancelled (84,968) 5.16
Balance at December 31, 1997 481,739 3.60
The following table summarizes information concegncurrently outstanding and exercisable stockoogti
Options ou tstanding Options exercisab le
Weigh ted
Number aver age Weighted Number Wei ghted
outstanding at remai ning average exercisable at av erage
Ranges of December 31, contra ctual exercise December 31, exe rcise

exercise prices 1997 lif e price 1997 p rice

$1.90 - $4.00 363,572 7.6 9 $3.13 363,572 $3 .13

4.01- 5.00 95,667 8.5 3 4.79 14,667 4 .34

501- 6.25 22,500 4.3 7 6.17 19,500 6 .15

481,739 397,739
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NOTE L - COMMITMENTS

The Company occupies plant and office facilitied@mnoncancellable operating leases which expirddeicember 1995. The Company
entered into a new operating lease for the pladtadfice facilities covering the period from Jampar 1996 to December 31, 2005. These
operating leases provide for scheduled base rergases over the term of the lease, however, takamount of the base rent payments will
be charged to operations using the straight-linthateover the term of the lease. The leases prduidgayment of real estate taxes based
upon a percentage of the annual increase. The Gonspsubsidiaries, H.R. Cenci Laboratories, Incl @enci Powder Products, Inc., lease
plant and office facilities on a month-to-month iseisom a former officer of the subsidiaries. Rerpense relating to these leases amounted
to approximately $90,000, $90,000 and $86,000 Bir12996 and 1995, respectively. In addition, toenfany rents certain equipment under
operating leases, generally for terms of four yebagal rent expense for the years ended Decenther9®7, 1996 and 1995 was
approximately $1,243,000, $884,000 and $659,0Gheetively.

The approximate minimum rental commitments undeséhoperating leases are as follows:

Twelve months ending December 31, (in thousands)
1998 $ 975
1999 1,023
2000 1,075
2001 1,128
2002 1,186
2003 and thereafter 3,921

Total minimum payments required $9,308

NOTE M - CONTINGENCIES

The Company currently is a defendant in severasldts involving product liability and other clainlBhe Company's insurance carriers have
assumed the defense for all product liability atitepactions involving the Company. None of thedaits is brought as a class action. The
ultimate outcome of these lawsuits cannot be detexanat this time, and accordingly, no adjustmexst been made to the consolidated
financial statements.
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On October 23, 1996, the Company withdrew fout®BNDAs including its ANDA for acetaminophen/oxydmme capsules (the "Capsule
ANDA"), and halted sales of the affected produblist sales pursuant to the withdrawn Capsule ANDAevegproximately $3 million and $8
million for the years ended December 31, 1996 @8blrespectively, and accounted for approxima2dhp and 50% of the Company's total
net sales during such twelve-month periods (Notd R¢re were no related sales during 1997. The Gommstituted the withdrawal at the
suggestion of the FDA and in anticipation of iteese from the FDA's AIP. The FDA had placed then@Gany on the AIP, in October 1991,
in connection with its investigation of the Compangperations which culminated in the 1993 condentee. Under the AIP, the FDA
suspended all of the parent company's (i.e., Hdlseyg Co.'s) applications for new drug approvaisjuding ANDAs and supplements to
ANDAs. At the FDA's suggestion, the Company retdinatside consultants to perform validity assesssnehits drug applications.
Thereafter, in October 1996, the FDA recommendatigbveral applications, including the Capsule ANDBA withdrawn. As a basis of its
decision, the FDA cited questionable and incompdietia submitted in connection with the applicatidrtee FDA indicated that withdrawal of
the four ANDAs was necessary for the release oftbmpany from the AIP. The FDA further required migsion by the Company of a
Corrective Action Plan. Said Plan was preparedsafmmitted by the Company and accepted by the FDihgll997.

On December 19, 1996, the FDA released the Comfranythe AIP. As a consequence, for the first teirece October 1991, the Company
was permitted to submit ANDASs to the FDA for revieSince its release from the AIP in December 189®ugh the fiscal year ended
December 31, 1997, the Company submitted six ANAseview by the FDA, including a new ANDA withgpect to the Capsules. During
the period from the Company's release from thetalMarch 15, 1998, the Company received five ANpp@vals, all of which relate to
ANDA filings made with the FDA subsequent to then@any's release from the AIP.
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As of March 15, 1998, the Company had submittedadditional ANDASs for review by the FDA in fiscaP®8 and anticipates the submis:
of eight additional ANDAs during the balance otB$1998. Although the Company has been successfateiving the ANDA approvals
described above since its release from the AlPdoehber 1996, there can be no assurance that d@synefvly submitted ANDAS, or those
contemplated to be submitted, will be approvedhigyRDA. The Company will not be permitted to markey new product unless and until
the FDA approves the ANDA relating to such prodé&etilure to obtain FDA approval for the Companyesging ANDAS, or a significant
delay in obtaining such approval, would adverséigch the Company's business operations and fiahoondition.

On June 21, 1993, the Company entered into a Rieeefnent with the DOJ to resolve the DOJ's invasitig into the manufacturing and
record keeping practices of the Company's Brookhamt. Under the terms of the Plea Agreement, th@@ny agreed to plead guilty to five
counts of adulteration of drug products shippethiarstate commerce. Each count involved produgltedtion, and record keeping
deficiencies relating to a single drug product,riidine Gluconate (324mg tablets), manufactureti@Brooklyn plant. The Plea Agreement
also required the Company to pay a fine of $2,500dver five years in quarterly installments of $1®0, commencing on or about
September 15, 1993. The Company's plea was erdackthe terms of the Plea Agreement were approyekdebUnited States District Court
for the District of Maryland on July 13, 1993. Askebruary 28, 1998, the Company was in defauthefpayment terms of the Plea
Agreement and had made payments aggregating $3b@00March 27, 1998, the Company and the DOJ digime Letter Agreement
serving to amend the Plea Agreement relating taeiras of the Company's satisfaction of the firmeased under the Plea Agreement.
Specifically, the Letter Agreement provides tha @ompany will satisfy the remaining $2,150,008hef fine through the payment of $25,!
on a monthly basis commencing May 1, 1998, plusr@dt on such outstanding balance (at the ratelagdd pursuant to 28 U.S.C Section
1961)(currently 5.319%). Such payment scheduleredult in the full satisfaction of the DOJ finelecember, 2005. The Letter Agreement
also provides certain restrictions on the paymésatary or compensation to any individual in exces$150,000 without the written consent
of the United States District Court for the Distri¢ Maryland, subject to certain exceptions. Idi&idn, the Letter Agreement requires the
repayment of the outstanding fine to the exteris®b of the Company's after tax profit or the rermgrbalance owed and 25% of the net
proceeds received by the Company on any sale apitat asset for a sum in excess of $10,000. Hngttime, the Company does not make
the payments required under the Letter Agreemeattimely fashion, the United States will be frealéclare that the fine is delinquent an
in default, and exercise all legal process to imiatety collect the full amount of the fine, interesnd applicable penalties.
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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 Securities and Exchanga@gsion ("SEC") simultaneously instituted andlsdtain administrative proceeding
against the Company, pursuant to the Company's OffBettlement, dated September 13, 1996, as reddify letters dated October 11, 1996
and January 10, 1997. The Order made the folloftings, among others, which the Company neitlenitted nor denied. The Company's
December 31, 1990 and December 31, 1991 Annualri@epo Form 1K stated that the Company had to follow current &btanufacturing
Practices ("CGMP") regulations at all times dunimigich an FDA-approved drug was manufactured byQbmpany. These annual reports
further stated that the Company had to "expend,tmaney and effort in the areas of production amality control to ensure full technical
compliance.” These annual reports failed to digctbat the Company was not manufacturing drugsderaance with CGMP, but was using
unapproved formulas and procedures, and the Congppamployees, at former management's directiorg wencealing product adulteration
from the FDA. These annual reports also failedisaldse that, since the Company was not manufaciwéneric drugs in accordance with
CGMP, FDA approval for any or all of the Companyesv products could be adversely affected. Basat@foregoing, the Commission
found that the Company committed violations of #ext 10(b) and 13(a) of the Exchange Act and RUB#s5, 12b-20 and 13a-1 thereunder,
by filing with the Commission Annual Reports on Fot0-K for the years ended December 31, 1990 afd fltat omitted to state material
facts necessary to make the statements made, lightef the circumstances under which they wessle) not misleading. The Order also
requires the Company to "cease and desist from dtiimgnor causing any violation and any future aitdbn" of Sections 10-(b) and 13(a) of
the Exchange Act and Rules 10b-5, 12b-20 and 1tBa+&under.

In 1995, the SEC filed a complaint requiring thex@@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@#déeyed 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
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Form 10-Q were materially false and misleading. 8B complaint conforms in large part to a settieinpeoposal previously submitted by
the Company. The Company, without admitting thegations, entered into a Consent Decree not tateidhe law in the future.

By letter dated October 23, 1995, the Company wtified by the New York State Education Departm@iné "Department”) that the
Professional Conduct Officer of the Office of Pd®nal Discipline had determined that there wéfscgent evidence of professional
misconduct on the Company's part to warrant apgliseiry 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, indictment angbplThe Company submitted a written response oreidber 16, 1995. The Company and
the Department have agreed to the entry of a Cot@ler concluding any disciplinary proceedingse Tompany will pay $175,000 in fines
over five years. In addition, the Company's registn as a manufacturer of drugs in New York Siatevoked, but such revocation is stayed
and the Company has been placed on probationrfax@nmum of five years. The Company has the rigtagply 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 severasemiations 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 extbytall parties to the lawsuit, terminating théi@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, payableualegonthly installments from March, 1997 to Jut@98. The Settlement Agreement
further provided for the balance of Cenci Labs &edici Powder stock to be turned over to the Compawgnty-five thousand shares of
unregistered Common Stock of the Company was issutite plaintiff. (Following the completion of thpgivate offering (Note A), the
Company satisfied its outstanding monetary oblayetito the plaintiff under the Cenci litigationdannection with the execution of an
Acknowledgement of Partial Satisfaction of Judgmnignthe plaintiff.)
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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 Unidtes 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, in the amount of
approximately $265,000. A settlement agreementreashed between the parties and executed July99Z,requiring the Company to
remain current on its obligations under its collexzbargaining agreement and to pay portions obtleged arrearages in installments. Pric
the completion of the Offering, the Company wadefault under the settlement agreement. On Mar¢chi998, the Company satisfied its
obligations under the settlement agreement purdoahe payment of $309,151 to the Unions.

NOTE N - SALE OF COMMON STOCK

On March 30, 1995, the Company entered into aneageat with Zatpack which provides for the purchafs800,000 shares of common st
of the Company by Zatpack, with registration riglnsconsideration of $1,000,000. The $1,000,00@sateration 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@ of Indiana Fine Chemical Corporation). In aiddit the Company issued a
convertible promissory note to Zatpack, dated Ddzmmi, 1994 (Note E). Zatpack has acquired the@hssgets 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, Raylbad the right to have its shares of the Comparynmon stock registered under the
Securities Act of 1933. In July 1995, the Compagpurchased the 500,000 shares from Ranbaxy fo0&,0Q0.
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NOTE O - SIGNIFICANT CUSTOMERS AND SUPPLIERS

The Company sells its products to a large numbeusfomers who are primarily drug distributors,giiore 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 1997, the Company had net sald®/0 customers in excess of 10% of total salggregating 32.1% of total sales. During
1996, the Company had net sales to one customes@aigng 10% of total sales. During 1995, the Camyd#ad net sales to two customers
aggregating 25% and 11% of total sales, respegtivel

NOTE P - FOURTH QUARTER ADJUSTMENTS

During the fourth quarter of 1997, the Company rded a provision to write down approximately $1,800 of inventory to its net realizable
value.

Additionally, during the fourth quarter of 1997¢et@ompany accrued approximately $650,000 in cororeetith penalties and/or interest on
delinquent rent and payroll taxes. Subsequent4o-gad, these amounts were substantially paidomrporated into a repayment schedule
with the related creditor.

NOTE Q - SUBSEQUENT EVENTS
Private Placement

As described in Note A, effective March 10, 1998 @ompany consummated a private offering of séearisimultaneously with a Debenti
and Warrant Purchase agreement with multiple imvesin exchange for an aggregate purchase pri2@800,000. Net proceeds of this
financing approximating $19,700,000, along withatetl non-cash issuance costs, will be recordedgltine first quarter of 1998. The
securities consisted of 5% convertible senior stalebentures and common stock purchase warragnsigable for 4,202,020 shares of the
Company's common stock. The debentures mature eohM&, 2003 with interest payable on a quartealsi®s Also, in accordance with
certain "as converted" terms of the purchase ageagrone investor, will likely obtain voting righesabling it to control approximately 50%
of the Company's common stock.
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With respect to the 4,202,020 warrants, 2,101,040 amts were granted to purchase common shareswidh value of $.01 at an exercise
price of $1.50 with the remaining 2,101,010 warsdreing granted to purchase common shares witheapse of $.01 at an exercise price of
$2.375. Additionally, the debentures may be corecedt any time after issuance into common sharagpste of $1.50 per share or in
accordance with other terms of the purchase agneeme

The net proceeds from this offering have been atkit to satisfy a substantial portion of the Comgfsacurrent liabilities and accounts
payable (approximately $7,333,000) which includethe complete satisfaction of the Company's bdetit and related fees approximating
$3,000,000 and (ii) an obligation to a landlord aatisfaction of related judgments and liens. Farthursuant to repayment agreements
reached with other large creditors in anticipatiéthe completed offering creditors (including Bepartment of Justice as described in Note
M), the Company has been able to bring thesetomsdiurrent and potentially comply with terms figture repayment. Such terms include (i)
payment to Internal Revenue Service of approxing#2/000,000 for delinquent Federal payroll taxed iaterest in April 1998 (ii) payment
to New York State of $375,000 for delinquent palytakes in March 1998 and (iii) an installment pamprogram with the Department of
Justice which provides for, among other things,phagment of penalties and interest totaling $2,080o be made in monthly installments
$25,000 commencing in May 1998 through Decembeb200
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Employment Contracts

During March 1998, the Company entered into empkayntontracts with each of two new officers/empésyef the Company which cover a
five-year and three-year period, respectively. Gtwetracts provide for, among other things: (i) araalaries of $170,000 and $140,000 to be
paid over the five-year and three-year periodgeesvely and (ii) an aggregate of 1,300,000 ogtitmpurchase the Company's stock at an
exercise price of $2.38 per common share thatesgsily over a three to five year service period exire in ten years.
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Exhibit 10.42
March 27, 1998
VIA FAX (202) 234-1560

John R. Fleder

Olsson, Frank and Weeda, P.C.
Suite 400

1400 Sixteenth Street, N.W.
Washington, D.C. 20036

Re: Halsey Drug Company
Dear Mr. Fleder:

As you know, Halsey Drug Company (Halsey) has natdenany payment in the settlement of the crimiina that was imposed on it by the
United States District Court for the District of M&and since May 1996. Payment of the fine has tieen long delinquent and the United
State could, at this time, declare the fine torbddfault and initiate a collection action for fnéd amount of the fine that remains unpaid,
$2.15 million, and additional monetary penaltiesspiant to 18 U.S.C. Section 3612.

Rather than initiate such action at this time,dgwse the following alternatives. The first altdiveis that Halsey pay the full amount now
due, $2.15 million, by May 1, 1998, in full satisfen of the fine. If Halsey is not able to makelsypayment by that date, | suggest that,
pursuant to 18 U.S.C. Section 3614, we jointly mthe=Court to modify the original sentence that wagosed on July 23, 1993.

The sentence imposed by the Court included a fil$2 500,000, but provided that it be payable pansto the following schedule: $125,000
was to be paid within 60 days of sentencing anddaitional $125,000 was to be paid every 90 dageetifter until the fine was paid in full.
The interest requirement was waived.

In light of its current financial circumstancesrbpose that both Halsey and the United Statestesiourt to modify the sentence to allow for
the following payment schedule and to provide tihéitional conditions set forth belo



1. Interest shall accrue on all outstanding balamtehe rate calculated pursuant to 28 U.S.Ci@etB61, from the date on which the Court
modifies the fine payment schedule until the find all accrued interest and penalty is paid in full

2. Halsey shall, beginning on May 1, 1998, causkegk drawn in the amount of twenty-five thousaaliads ($25,000), plus all accrued
interest, to be made payable to the Clerk of thiddrStates District Court every month. These migrithyments, via certified check, shall
continue thereafter and be sent by Halsey so bs teceived by the Clerk of the U.S. District Cduortthe District of Maryland in Baltimore,
by the 7th day of each month. These monthly paysh&mtll continue until Halsey has paid off alltsffinancial obligations to the United
States which have arisen from this case. (Whe@tthef any month falls on Saturday, Sunday or ddégl, the payments shall be sent so that
they are received by the Clerk of Court in Baltimao later than the first business day after theofthe month).

3. Until such time as this fine, including all ajggble interest and penalties (the debt) is paidlirthe United States shall have full access to
all financial records of Halsey. All financial infmation requested by the Court or the United Stsitedl be provided promptly.

4. Until such time as this debt is paid in full B} shall not in any calendar year pay (or obligatdf to pay) to any individual (or on behalf
of any individual) more than $150,000 without thpwritten consent of the United States or areoiaf the U.S. District Court for the
District of Maryland. The United States may withththis consent only if it concludes that these payts are inconsistent with salaries
generally paid for similar positions in the pharmatical industry in the New York City area and spelyments would inhibit Halsey's ability
to pay its debt to the United States as outlingthiimagreement. Halsey shall provide all informatihat the United States requests in order
for it to make these determinations. Halsey, howesansiders the information which it provides abifne compensation paid its employee to
be exempt from disclosure under the Freedom ofimétion Act. If the United States has not resportdddalsey's request within 30 days, or
if Halsey believes that the United States has irgppately withheld its consent, Halsey may petittbe District Court for authorization to
pay the salary and or any other compensation witéahanagement considers appropriate. In any petiti the District Court, Halsey will
bear the burden of proof that its proposed compmsis reasonable and appropriate.

5. Until such time as this debt is paid in fullH&lsey earns an after tax profit in any calendsaryas determined by generally accepted
accounting principles, a sum equal to the lessénefemaining debt or 25% of that profit shallthin 90 days of the close of the fiscal year,
be paid to the United States in further paymerhefprincipal on this fine.

6. Until such time as this debt is paid in fullH&lsey sells any capital asset (or group of asf@ts sum in excess of $10,000 it shall either
invest the entire sum in another capital assetjithin 90 days pay a sum equal to the lesser ofg¢h@ining debt or 25% of the proceeds of
that sale to the United States in further paymétte principal on this fine



7. If this proposal is accepted by the Court antsélamakes all payments as specified in this pralpasd pays on time and in full the fine
and all interest that may have accrued thereahaatime, the Government will waive any penaltsttbould be assessed pursuant to 18
U.S.C. Section 3612(qg). If at any time after a rfiedisentencing order is entered, Halsey does agerthe required payments in a timely
fashion, the United States will be free to decthet the fine is delinquent and/or in default, axdrcise all legal process to immediately
collect the full amount of the fine, interest amqbkcable penalties.

This proposal is made subject to the approval @Uts. Attorney for the District of Maryland anaktb.S. District Court. If for any reason
such approval is not forthcoming, both the Unitéat& and Halsey retain all rights and obligatithrag now exist.

| have submitted this proposal to the U.S. Attorfeyapproval, and | ask that you promptly subrhis fproposal to your client for its
approval.

Sincerely,

/sl Lawence G MDade

Lawr ence G MDade

Deputy Director

O fice of Consuner Litigation
U S. Departrment of Justice
1331 Pennsyl vani a Avenue, N. W
Suite 950 North

Washi ngton, D.C. 20004

(202) 307-0138

cc: AUSA Barbara S. Sa



EXHIBIT 10.43
EMPLOYMENT AGREEMENT

EMPLOYMENT AGREEMENT made as of the 10th day of klar1998 between and among HALSEY DRUG CO., INQNe&v York
corporation (the "Corporation"), with principal exgive offices at 1827 Pacific Street, Brooklyn viN¥ork 11233 and MICHAEL K.
REICHER residing at 2264 Churchview Drive, Apt. Riackford, lllinois 61107 (the "Employee").

WITNESSETH

WHEREAS, the Corporation desires to employ the Exygé to engage in such activities and to renddr sacwvices as are required under the
terms and conditions hereof and the Board of Damschas authorized and approved the executionofreement; and

WHEREAS, the Employee desires to be employed bytiwporation under the terms and conditions hefiinprovided,

WHEREAS, the Corporation is engaged in the gerdtig business as a manufacturer, packager, disiritand wholesaler thereof and in
development of new generic drugs.

NOW, THEREFORE, in consideration of the mutual ceasgts and undertakings herein contained, the gaatiece as follow:
1. Employment, Duties and Acceptance.

1.1 Services. The Corporation hereby employs Engadpfor the Term (as hereinafter defined in SeQ@itvereof), to render exclusive and
full-time services to the business and affairshef Corporation as the Chief Executive Officer anesielent of the Corporation, subject to the
direction and control of the Board of Directorstledé Corporation, and, in connecti



therewith, the Employee shall be responsible ferday-to-day operations of the Corporation, foralepment and implementation of annual
operating plans, annual capital plans and stragggits, and to perform such other duties consistéhtthe office of the Chief Executive
Officer and President as he shall reasonably keidid or requested to perform by the Board of Bams¢to whom he shall report, and to use
his best efforts, skill and abilities to promote thterests of the Corporation and its subsidiaiesployee shall not be required to relocate his
residence to the New York/New Jersey metropolitaa as a condition of his employment. Employeel shalvever, spend as much time in
the NY/NJ area as may be required in the exerdibésdest judgment for the successful operatiothefCorporation.

1.2 Acceptance. Employee hereby accepts such emplalyand agrees to render the services descril®elcition 1.1 hereof.
2. Term of Employment.

The term of Employee's employment under this Agesgnshall commence on the date of this Agreemetshall terminate on February 28,
2003 (the "Initial Term"), unless sooner termingpedsuant to Section 8 of this Agreement; providenlyever, that if the Corporation shall
fail to give Employee written notice of non-renewwEmployee's employment with the Corporationless than 180 days prior to the Initial
Term or any Renewal Period (as defined), Employtee’s hereunder shall automatically be extendeddiocessive one (1) year periods (¢
a "Renewal Period" and together with the Initiaiethe "Term").

3. Compensation. In consideration of the serviodsetrendered by the Employee pursuant to thisékgent, the Employee shall receive fr
the Corporation the following compensation:



(a) Base Salary. The Corporation shall pay the Bygd an aggregate base salary at the annual r&i&’6f000, payable in equal bi-weekly
installments, less such deductions or amounts teithdeld as shall be required by applicable lang Begulations.

The Employee's Base Salary shall be subject teaser at the discretion of the Board of DirectorthefCorporation, in its sole discretion.

(b) Annual Bonus. During the Term, Employee shelktitled to receive from the Corporation an ahboaus in respect of each fiscal year,
or portion thereof, of the Corporation as follows:

(1) commencing with the Corporation's 1998 fisazdry(ending December 31, 1998), in an amount of /888 provided that net sales of the
Corporation for the year ending December 31, 198&at less than $28,000,000; and

(2) thereafter in accordance with such targetsditimms or parameters as may be determined frora tortime hereafter by the Compensation
Committee of the Board of Directors of the Corpiorain its sole and absolute discretion.

4. Expenses.

The Corporation shall pay or reimburse Employeeafbreasonable expenses which are in accordartbetived Corporation's expense polic
force from time to time and which are actually imedl or paid by him during the Term in the perfonoe of his services under this
Agreement, upon presentation of expense stateroemtsuchers or such other supporting informatiothasCorporation may require.

5. Additional Benefits.
(@) In General. In addition to the compensation exjknses to be paid under
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Sections 3 and 4 hereof, Employee will be entittedll rights and benefits for which he shall bigible under any insurance, profit-making,
incentive, bonus, stock option, pension or othéraesompensation or “fringe" benefit plan of ther@wation or any of its subsidiaries now
existing or hereafter adopted for the benefit ef¢éltecutives or employees generally of the Corfmrat

(b) Stock Options. Employee is hereby granted stgtlons to purchase 1,000,000 shares of the Catipats common stock, $.01 par value
per share (the "Option") at an exercise price 08%2 per share (representing the closing pricéf®iCompany's common stock as reporte
the American Stock Exchange on Wednesday, Febtfry998) (the "Option Shares"). The Option she#itvand be exercisable in an am:
equal to 62,500 Option Shares at the end of eaatterly period during the Term (the first quartersting period to be satisfied on May 1,
1998 and on each August 1, November 1, and Febdyahereafter until fully vested). The Option dlelve a ten year term, subject to eal
termination as set forth in paragraph 5(c) uport¢heination of Employee's employment with the Gogtion and shall be evidenced by the
Corporation's standard form stock option agreemémg. Employee and the Corporation agree that thm@phall be deemed to have been
issued pursuant to one or more plans for the grfaintcentive stock options, to the maximum extesrtnpitted by law, and non-qualified stock
options. The exercise price and terms of any naiiied options shall be subject to such revisiaaghe Employee and the Corporation may
agree.

(c) Purchase of Options. In the event that Emplageéerminated for cause (as defined in paragrahd resigns, the Corporation shall have
the right, but not the obligation, to purchase Eogpk's vested Option at the Fair Market Value thfeila the event that the Corporation does
not elect to purchase Employee's vested Optionmitéven days of the date of
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Employee's termination for cause or resignationplegree shall be obligated to exercise his Optiongriting within 37 days of such
termination or resignation, failing which he sHad deemed to have forfeited his Option to the Carjpan. For purposes of this paragraph 5
(c), "Fair Market Value" shall mean the productidthe positive difference, if any, between therage of the closing price of the Company's
Common Stock as reported by the American Stock &xgéh, or such other exchange or over-the-countdtanan which the Company's
Common Stock may then be listed or admitted fatitrg, for the five

(5) trading days prior to the date of terminationltiplied by (ii) the number of Option Shares whias of the date of termination, are vested
under the Option.

(d) Automobile. The Corporation shall provide thajdoyee with a company car and shall reimburseethgloyee for all gasoline, insurance
and maintenance expense associated with the Engxogetomobile, to the extent deductible by thep@a@tion under applicable federal laws
and regulations.

6. Vacation.

Employee shall be entitled to a vacation periodaifless than four weeks during each year of threnTt be taken at a time or times
acceptable to the Corporation.

7. Insurability; Right to Insure. Employee represeand warrants to the Corporation that, to the dilsis knowledge, on the date hereof h

and upon the commencement of the Term he willimyrable at standard premium rates. Employee agratthe Corporation shall have the
right during the Term to insure the life of Empleyley a policy or policies of insurance in such antar amounts as it may deem necessary
or desirable, and the Corporation shall be the fiagy of any such policy or policies and shallyghe premiums or other costs thereof. The
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Corporation shall have the right, from time to tirteemodify any such policy or policies of insuramar to take out new insurance on the life
of Employee. Employee agrees, upon request, atilsu@yor times prior to the commencement of or dyitime Term to sign and deliver any
and all documents and to submit to any physicaltleer reasonable examinations which may be reqirrednnection with any such policy
policies of insurance or modifications thereof.

8. Termination.

8.1 Death. If during the Term Employee shall dimfoyee's employment under this Agreement shatiteate as of the date of Employee's
death. The base salary payable hereunder to tinddvenefit of Employee through the date of dehdil $e paid to such person or persons
("Employee's Designees") as Employee may desidnatmtice to the Corporation from time to time iorthe absence of such designation, to
his spouse. In addition, the Corporation shall fr@yEmployee's Designees an amount equal to sixhsidmase salary plus 1/12th of the
bonus the Employee would have received had he dleenat the end of the year in which he died,gach complete calendar month from
January 1 of the year in which the Employee diedhi$ date of death.

8.2 Disability. In the event of the Employee's "nadior physical disability” (as defined herein) wticontinues for (i) a period of longer than
90 consecutive days, or (ii) such periods aggragdatP0 days during any 365 consecutive days, $hatlthie Employee is, despite reasonable
accommodation, unable to substantively performetfgential functions of his position for said perithd determination of which shall be
confirmed by the Board of Directors in the mannernafter provided, this Agreement shall termingien thirty (30) days' prior written
notice to the Employee from the Corporation (thés&bility Termination Date"). The Corporation
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shall continue to pay to the Employee during théggleof his mental or physical disability the basgary and annual bonus provided in
Section 3 of this Agreement as well as providebteefits described herein; provided, however, ttiabase salary shall be reduced by any
disability insurance payments paid to the Employ@ethe Disability Termination Date, Employee'sébaalary shall cease but the Employee
shall be entitled to the annual bonus computeddom@ance with Section 3(b) hereof for the perindieg on the Disability Termination Da
Except for the bonus payment required in the priegesentence, no annual bonus will accrue or balgayby the Corporation following the
Disability Termination Date.

As used herein, the term "mentally or physicallsathled" shall have the meaning ascribed theretteeimisability insurance policy then in
force and effect with respect to the Employeefarpisuch disability policy then exists, it shakkam the inability of the Employee, by reason
of injury, iliness or other similar cause to perfoa material part of his duties and responsibditreconnection with the conduct of the
business and affairs of the Corporation as detarthby a reputable physician of the Corporationacsien, who has examined the Employee
with his consent.

8.3 Termination For Cause. The Corporation maygttane during the Term, by written notice, anceafiffording the Employee the
opportunity to be heard in person by the Board iné®ors, terminate this Agreement and dischargel&yee for "cause", whereupon the
Corporation's obligation to pay compensation or atimer amounts payable hereunder to or for thefieidEmployee shall terminate on the
date of such discharge except for accrued and drgadéry and expenses to the date of dischargeafppses of this Agreement, the term
"cause” shall mean (i) excessive absenteeism, alisomor drug abuse, (i) fraud, misappropriatiorirgentional
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material damage to the property or business o€trporation; (iii) conviction of a felony; (iv) fhire of the Employee to perform his dutie:
accordance with this Agreement after written notacéhe Employee by the Board of Directors spenifysuch failure and giving the
Employee eight (8) days to correct the defectseiriggmance; or (v) breach by the Employee of antenie provision hereof which, if
capable of remedy, remains unremedied for more 1lBagtays after written notice.

8.4 Termination without Cause. The Corporation Idt@le the option to terminate this Agreement witheause upon thirty (30) days' written
notice to the Employee. In the event the Corponatisminates this Agreement pursuant to this Se@id, the Corporation shall pay the
Employee an amount equal to (a) his then accruddiapaid base salary and bonuses through and ingltite date of termination, and (b)
$350,000 or twice his then Base Salary, whichevgréater payable in 24 equal monthly installmddfon termination of Employee's
employment with the Corporation pursuant to this

Section 8.4, (i) Employee's outstanding Optiondl stest in full, notwithstanding any contrary vesgischedule contained herein or in any
option agreement between the Corporation and thgl@&me and shall be exercised within 90 days ofitte of vesting, and (i) the
provisions of paragraph 9.3 shall be deemed obnzefor effect.

Subject to paragraph 8.4(ii), the obligations & BEmployee under Section 9 shall continue notwatiding the termination of Employee's
employment pursuant to this Section 8.4 providedGbrporation complies with its obligations spexdfin this paragraph.

8.5 Change of Control. Upon the sale or transfenofe than 50% of the outstanding shares of th@@ation (other than to Galen Associe
or any of its affiliates) or upon the sale of thieole or a major part of the business of the CotpmraEmployee shall be entitled
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to terminate this Agreement on the same terms anditions as set forth in
Section 8.4.

9. Protection of Confidential Information. In vieafithe fact that Employee's work for the Corponatiall bring him into close contact with
all the confidential affairs thereof, and plansfisiure developments, Employee agrees to the fatllgw

9.1 Secrecy. During the term of Employment andviar (2) years thereafter, to preserve the confidenature of, and not disclose, reveal, or
make accessible to anyone other than the Corpatatidficers, directors, employees, consultantsgants, otherwise than within the scope of
his employment duties and responsibilities hereyratey and all documents, information, knowledgéata of or pertaining to the
Corporation, its subsidiaries or affiliates or paring to any other individual, firm, corporatiqmartnership, joint venture, business,
organization, entity or other person with which @erporation or any of its subsidiaries or afféistmay do business during the Term of
Employment (including licensees, licensors, manuiaes, suppliers and customers of the Corporatiany of its subsidiaries or affiliates)
and which is not in the public domain, includingde secrets, "know how", names and lists of licems&ensors, manufacturers, suppliers
and customers, programs, statistics, manufactamgproduction methods, processes, techniquesmgritarketing methods and plans,
specifications, advertising plans and campaigrangrother matters, and all other confidential infation of the Corporation, its subsidiaries
and affiliates acquired in connection with Emplogesmployment (hereinafter referred to as "Confiidéinformation™). The restrictions on
the disclosure of Confidential Information impodsdthis Subparagraph 9.1 shall not apply to anyfidential Information that was part of
the public domain at the time of its receipt by Braployee or becomes part of the public domaiminraanner and for any reason other than
an act by the Employee, unless the Employee idlyega



compelled (by deposition, interrogatory, requestdiacuments, subpoena, civil investigative demarslroilar process) to disclose such
Confidential Information, in which event Employdea#i provide the Corporation with prompt noticesoich requirement so that the
Corporation may seek a protective order or other@miate remedy, and if such protective ordertbenremedy is not obtained, Employee
shall exercise reasonable efforts in good faitblttain assurance that confidential treatment veilebcorded such Confidential Information.

9.2 Return Memoranda, etc. To deliver promptlyhi® €orporation on termination of his employmentaany other time the Corporation
may so request, all memoranda, notes, recordsitsepaanuals, drawings, blueprints and other docusn@nd all copies thereof) relating to
the Corporation's business and all property astatiaerewith, which he may then possess or hagleruris control.

9.3 Non-competition. Provided that this Agreemeat hot been breached by the Corporation, the Eraplagrees that he shall not at any
time prior to two years after the earlier to ocofii) the expiration of the Term hereunder anjitfie termination of his employment with the
Corporation, own, manage, operate, be a directan@mployee of, or a consultant to any businessmoration which is conducting any
business within the generic drug industry or widompetes with or conducts the same business asitarsto that conducted by the
Corporation in the United States. The Employeenhtrragrees that, provided this Agreement has ret beeached by the Corporation, he
shall not, at any time prior to two years after élaglier to occur of (i) the expiration of the Tehmreunder and (ii) the termination of his
employment with the Corporation, assist or allow anch business or corporation to hire anyone was @mployed by the Corporation at
such time or at any time during the preceding teehonths. If any of the provisions of this section,
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any part thereof, is hereinafter construed to balid or unenforceable, the same shall not affeetremainder of such provision or provisic
which shall be given full effect, without regardtte invalid portions. If any of the provisionstbfs section, or any part thereof, is held to be
unenforceable because of the duration of such gimv,ithe area covered thereby or the type of conebstricted therein, the parties agree
the court making such determination shall haveptheer to modify the duration, geographic area anotfeer terms of such provision and, as
so modified, said provision shall then be enfortealn the event that the courts of any one or nuaiedictions shall hold such provisions
wholly or partially unenforceable by reason of tepe thereof or otherwise, it is the intentiorthaf parties hereto that such determinatior
bar or in any way affect the Corporation's rightte relief provided for herein in the courts ofarher jurisdictions as to breaches or
threatened breaches of such provisions in such pttisdictions, the above provisions as they eetateach jurisdiction being, for this
purpose, severable into diverse and independerineois.

9.4 Injunctive Relief. The Employee acknowledged agrees that, because of the unique and extrawydiature of his services, any breach
or threatened breach of the provisions of Sect®ohs9.2, or 9.3 hereof will cause irreparableripjand incalculable harm to the Corporation,
and the Corporation shall, accordingly, be entitiethjunctive and other equitable relief for sumieach or threatened breach and that resort
by the Corporation to such injunctive or other ¢ajole relief shall not be deemed to waive or tatlimany respect any right or remedy wh
the Corporation may have with respect to such lirea¢chreatened breach.

9.5 Expenses of Enforcement of Covenants. In tleatathat any action, suit or proceeding at lawnceduity is brought to enforce the
covenants contained in Section 9.1, 9.2, or
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9.3 hereof or to obtain money damages for the bré#aereof, the party prevailing in any such actiurit or other proceeding shall be entitled
upon demand to reimbursement from the other partglf expenses (including, without limitation, seaable attorneys' fees and
disbursements) incurred in connection therewith.

9.6 Non-Solicitation. Employee covenants and agne¢so, directly or indirectly, during the Term Bmployment and for a period of two

(2) years from and after the effective date oftdrenination of his employment with the Corporat{éor any reason whatsoever), (i) induce or
attempt to influence any employee of the Corporatinany of its subsidiaries or affiliates to ledgeemploy, or (ii) aid any person, business,
or firm, including a supplier, a competitor, licen®r customer of or a manufacturer for the Corpjonain any attempt to hire any person v
shall have been employed by the Corporation orddiitg subsidiaries or affiliates within the periotlone (1) year of the date of any such
requested aid.

10. Indemnification.

(&) The Corporation will defend and indemnify Emye, to the maximum extent permitted by applicéieand the by-laws of the
Corporation, against all claims, costs, chargesexp@nses incurred or sustained by him in connegtith any action, suit or other
proceeding to which he may be made a party by reat@) his being an officer, director or employefethe Corporation or of any subsidiary
or affiliate thereof, or (ii) the Employee's allegemployment of Employee by Ranbaxy Pharmaceutitrads or his alleged termination
thereafter.

(b) The Corporation will defend and indemnify Emy#e against all costs, charges and expenses idamristained by him in connection
with any action, suit or other proceeding to whiehmay be made a party by reason of the Emplopeeisemployment by
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Mylan Pharmaceuticals Inc. or any agreement exddateonnection with such employment; provided, boer, that in no event shall such
defense and indemnity obligation exceed $25,00B8eraggregate.

11. Employee Warranties.

Employee hereby warrants that, except as may bgatllby Ranbaxy Pharmaceuticals, Inc., as of tteetdaeof Employee is not employed
(other than by the Corporation) and is not a partgny other employment contract, express or indpkemployee warrants that he has no
other obligation, contractual or otherwise, whicbuld prevent him from accepting the Corporatiofifesraf employment under the terms of
this Agreement and from complying with its provisso Employee warrants that he will not utilize dgrhis employment hereunder any
confidential information obtained through or in oection with his prior employment. Employee warsathtat he knows of no reason why he
would not be able to perform his obligations unitkés Agreement.

12. Notices.

All notices, requests, consents and other commtioicarequired or permitted to be given hereunsleall be in writing and shall be deemed
to have been duly given if delivered personallgent by facsimile, with confirmation of receipt,rogiled first-class, postage prepaid, by
registered or certified mail (notices sent by nshill be deemed to have been given on the datg 8eifie parties at their respective addre
hereinabove set forth or to such other addresgtees @arty shall designate by notice in writinghe other in accordance herewith.

13. General.
13.1 Governing Law. This Agreement shall be goveéimeand construed and
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enforced in accordance with the local laws of tteeSof New York applicable to agreements madetaitg performed entirely in New York.

13.2 Captions. The section headings containedrareifor reference purposes only and shall nahinway affect the meaning or
interpretation of this Agreement.

13.3 Entire Agreement. This Agreement sets foréhehtire agreement and understanding of the paeiasng to the subject matter hereof,
and supersedes all prior agreements, arrangenmhisna@erstandings, written or oral, relating toshbject matter hereof. No representation,
promise or inducement has been made by either gaatys not embodied in this Agreement, and neijpiagty shall be bound by or liable for
any alleged representation, promise or inducemensmset forth.

13.4 Assignability. This Agreement, and Employeights and obligations hereunder, may not be assidpy Employee. The Corporation n
assign its rights, together with its obligationsrdunder in connection with any sale, transfertberodisposition of all or substantially all of
business or assets; in any event the rights angatioins of the Corporation hereunder shall be ibipan its successors or assigns, whethe
merger, consolidation or acquisition of all or sialngially all of its business or assets.

13.5 Amendment. This Agreement may be amended,fraddsuperseded, canceled, renewed or extendethandrms or covenants hereof
may be waived, only by a written instrument exeduig both of the parties hereto, or in the casa whiver, by the party waiving complian
No superseding instrument, amendment, modificattancellation, renewal or extension hereof shajlire the consent or approval of &
person other than the parties hereto. The failtigstioer party at any time or times to require perfance of any provision hereof shall
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in no matter affect the right at a later time téoece the same. No waiver by either party of thealbh of any term or covenant contained in
this Agreement, whether by conduct or otherwis@niy one or more instances, shall be deemed torlw®nstrued as, a further or continuing
waiver of any such breach, or a waiver of the bnezcany other term or covenant contained in thgse®ment.

13.6 Counterparts. This Agreement may be execuatedé or more counterparts, each of which shafldmmed an original, but all of which
taken together will constitute one and the samielngent.

13.7 Arbitration. Any dispute or controversy argsimnder or in connection with this Agreement shalkettled exclusively by arbitration,
conducted before a panel of three arbitrators,ew Nork, New York, in accordance with the commdraiditration rules of the American
Arbitration Association then in effect. Judgmentynh@ entered on the arbitrator's award in any deawing jurisdiction. The expense of such
arbitration shall be borne as directed by the eatuit.

13.8 Severability. The provisions of this Agreemsmall be deemed severable, and if any part ofpaoyision is held illegal, void or invalid
under applicable law, such provision may be changédhe extent reasonably necessary to make thaspon, as so changed, legal, valid and
binding. If any provision of this Agreement is hdldgal, void or invalid in its entirety, the reimiang provisions of this Agreement shall no
any way be affected or impaired but shall remaidisig in accordance with their terms.

13.9 Fees and Costs. The Corporation will contébngt more than $10,000 towards the fees and ob&msiployee's counsel in connection
with the review of this Agreement and Peter ClerhAgseement.
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IN WITNESS WHEREOF, the parties have executedAlgieement as of the date first above written.

ATTEST:

W TNESS:
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HALSEY DRUG CO., | NC.

By: /s/ WIliam Skelly

Wl liam Skelly, Chairman
EMPLOYEE
By: /s/ Mchael K Reicher

M chael K. Reicher



EXHIBIT 10.44
EMPLOYMENT AGREEMENT

EMPLOYMENT AGREEMENT made as of the 10th day of klar1998 between and among HALSEY DRUG CO., INQNe&v York
corporation (the "Corporation"), with principal exgive offices at 1827 Pacific Street, BrooklynviN¥ork 11233 and PETER CLEMENS
residing at 20860 Valley Road, Kideer, lllinois @30(the "Employee").

WITNESSETH

WHEREAS, the Corporation desires to employ the Exygé to engage in such activities and to renddr sawvices as are required under the
terms and conditions hereof and the Board of Damschas authorized and approved the executionofreement; and

WHEREAS, the Employee desires to be employed bytiwporation under the terms and conditions hefiinprovided,

WHEREAS, the Corporation is engaged in the gerdtig business as a manufacturer, packager, disiritand wholesaler thereof and in
development of new generic drugs.

NOW, THEREFORE, in consideration of the mutual ceasgts and undertakings herein contained, the gaatiece as follow:
1. Employment, Duties and Acceptance.

1.1 Services. The Corporation hereby employs Engadpfor the Term (as hereinafter defined in SeQ@itvereof), to render exclusive and
full-time services to the business and affairshef Corporation as the Chief Financial Officer af tborporation, subject to the direction and
control of the President and the Board of Directifrhe Corporation, and,



connection therewith, the Employee shall be resptaor the duties normally attendant with theifioa of Chief Financial Officer, and su
other duties consistent with the office of Chiefid&icial Officer as he shall reasonably be direotegquested to perform by the President or
the Board of Directors, to whom he shall report] amuse his best efforts, skill and abilities tompote the interests of the Corporation and its
subsidiaries. Employee shall not be required tocaitke his residence to the New York/New Jerseyapetitan area as a condition of his
employment. Employee shall, however, spend as riiozhin the NY/NJ area as may be required in trex@se of his best judgment for the
successful operation of the Corporation.

1.2 Acceptance. Employee hereby accepts such emplalyand agrees to render the services descril®elcition 1.1 hereof.
2. Term of Employment.

The term of Employee's employment under this Agesgnshall commence on the date of this Agreemetshall terminate on February 28,
2001 302846-1(the "Initial Term"), unless soonemieated pursuant to Section 8 of this Agreemerttyided, however, that if the
Corporation shall fail to give Employee written ieetof non-renewal of Employee's employment with @orporation not less than 180 days
prior to the Initial Term or any Renewal Period ¢&fined), Employee's term hereunder shall autaraiftibe extended for successive one (1)
year periods (each a "Renewal Period" and togetfibrthe Initial Term, the "Term"

3. Compensation. In consideration of the serviodsetrendered by the Employee pursuant to thisékgent, the Employee shall receive fr
the Corporation the following compensation:

(a) Base Salary. The Corporation shall pay the Byg# an aggregate base

2



salary at the annual rate of $140,000, payablejiralebi-weekly installments, less such deductiansnosounts to be withheld as shall be
required by applicable laws and regulations.

The Employee's Base Salary shall be subject teaser at the discretion of the Board of DirectorthefCorporation, in its sole discretion.

(b) Annual Bonus. During the Term, Employee shelktitled to receive from the Corporation an ahboaus in respect of each fiscal year,
or portion thereof, of the Corporation as follows:

(1) commencing with the Corporation's 1998 fisazdry(ending December 31, 1998), in an amount of8B8L provided that net sales of the
Corporation for the year ending December 31, 198&at less than $28,000,000; and

(2) thereafter in accordance with such targetsditimms or parameters as may be determined frora tortime hereafter by the Compensation
Committee of the Board of Directors of the Corpiorain its sole and absolute discretion.

4. Expenses.

The Corporation shall pay or reimburse Employeeafbreasonable expenses which are in accordartbetived Corporation's expense polic
force from time to time and which are actually imedl or paid by him during the Term in the perfonoe of his services under this
Agreement, upon presentation of expense stateroemtsuchers or such other supporting informatiothasCorporation may require.

5. Additional Benefits.

(@) In General. In addition to the compensation expenses to be paid under Sections 3 and 4 h&epioyee will be entitled to all rights
and benefits for which he shall be



eligible under any insurance, profit-making, inée®tbonus, stock option, pension or other extragensation or "fringe" benefit plan of the
Corporation or any of its subsidiaries now existimgnereafter adopted for the benefit of the exeeator employees generally of the
Corporation.

(b) Stock Options. Employee is hereby granted stgtlons to purchase 300,000 shares of the Coiipalmicommon stock, $.01 par value
share (the "Option") at an exercise price of $2.8&b5share (representing the closing price folGbmpany's common stock as reported by
American Stock Exchange on Wednesday, Februar§93B) (the "Option Shares"). The Option shall \wext be exercisable in an amount
equal to 25,000 Option Shares at the end of eaatterly period during the Term (the first quartersting period to be satisfied on May 1,
1998 and on each August 1, November 1, and Febdyahereafter until fully vested). The Option dlelve a ten year term, subject to eal
termination as set forth in paragraph 5(c) uport¢heination of Employee's employment with the Gogtion and shall be evidenced by the
Corporation's standard form stock option agreemémg. Employee and the Corporation agree that thm@phall be deemed to have been
issued pursuant to one or more plans for the grfaintcentive stock options, to the maximum extesrtnpitted by law, and non-qualified stock
options. The exercise price and terms of any naiiied options shall be subject to such revisiaaghe Employee and the Corporation may
agree.

(c) Purchase of Options. In the event that Emplageéerminated for cause (as defined in paragrahd resigns, the Corporation shall have
the right, but not the obligation, to purchase Eogpk's vested Option at the Fair Market Value thfeila the event that the Corporation does
not elect to purchase Employee's vested Optionmitven days of the date of Employee's termindtiogause or resignation, Employee
shall be obligated to exercise his Options



in writing within 37 days of such termination osignation, failing which he shall be deemed to hHavkeited his Option to the Corporation.
For purposes of this paragraph 5(c), "Fair Markeli¢" shall mean the product of (i) the positiviedence, if any, between the average of
the closing price of the Company's Common Stodlepsrted by the American Stock Exchange, or sulsbragxchange or over-the-counter
market on which the Company's Common Stock may lieelisted or admitted for trading, for the fivg {Eading days prior to the date of
termination, multiplied by (ii) the number of Opti®hares which are then vested under the Option.

(d) Automobile. The Corporation shall provide thafdoyee with a company car and shall reimburséethployee for all gasoline, insurance
and maintenance expense associated with the Eng¥ogretomobile, to the extent deductible by thepGa@tion under applicable federal laws
and regulations.

6. Vacation.

Employee shall be entitled to a vacation periodaifless than four weeks during each year of threnT# be taken at a time or times
acceptable to the Corporation.

7. Insurability; Right to Insure. Employee reprdseand warrants to the Corporation that, to thé dilsis knowledge, on the date hereof h
and upon the commencement of the Term he willimyrable at standard premium rates. Employee agratthe Corporation shall have the
right during the Term to insure the life of Empleyley a policy or policies of insurance in such antar amounts as it may deem necessary
or desirable, and the Corporation shall be the fi@ag/ of any such policy or policies and shallyghe premiums or other costs thereof. The
Corporation shall have the right, from time to tirteemodify any such policy or policies of insuranar to take out new insurance on the life
of Employee. Employee agrees, upon request, at



any time or times prior to the commencement ofwird) the Term to sign and deliver any and all doents and to submit to any physical or
other reasonable examinations which may be requirednnection with any such policy or policiesim$urance or modifications thereof.

8. Termination.

8.1 Death. If during the Term Employee shall dimfoyee's employment under this Agreement shatiteate as of the date of Employee's
death. The base salary payable hereunder to tiddvenefit of Employee through the date of deh#il $e paid to such person or persons
("Employee's Designees") as Employee may desidnatmtice to the Corporation from time to time iorthe absence of such designation, to
his spouse. In addition, the Corporation shall {r@yEmployee's Designees an amount equal to sixhs'drase salary plus 1/12th of the
bonus the Employee would have received had he #leenat the end of the year in which he died,gach complete calendar month from
January 1 of the year in which the Employee diedhi$ date of death.

8.2 Disability. In the event of the Employee's "adior physical disability” (as defined herein) wthicontinues for (i) a period of longer than
90 consecutive days, or (ii) such periods aggragdtP0 days during any 365 consecutive days, shattltlie Employee is, despite reasonable
accommodation, unable to substantively performetfsential functions of his position for said peyithd determination of which shall be
confirmed by the Board of Directors in the mannernafter provided, this Agreement shall termingien thirty (30) days' prior written
notice to the Employee from the Corporation (thés#bility Termination Date"). The Corporation shadintinue to pay to the Employee
during the period of his mental or physical dis@pithe base salary and annual bonus provided @ti®@e3 of this Agreement as well as
provide the benefits



described herein; provided, however, that the Bak®y shall be reduced by any disability insurgmegments paid to the Employee. On the
Disability Termination Date, Employee's base sa#drgll cease but the Employee shall be entitledg¢@annual bonus computed in accord:
with Section 3(b) hereof for the period ending loa Disability Termination Date. Except for the bempayment required in the preceding
sentence, no annual bonus will accrue or be payabtbe Corporation following the Disability Ternaition Date.

As used herein, the term "mentally or physicallsathled" shall have the meaning ascribed theretteeimisability insurance policy then in
force and effect with respect to the Employeefarpisuch disability policy then exists, it shakkam the inability of the Employee, by reason
of injury, iliness or other similar cause to perfoa material part of his duties and responsibditreconnection with the conduct of the
business and affairs of the Corporation as detaxthby a reputable physician of the Corporationscsien, who has examined the Employee
with his consent.

8.3 Termination For Cause. The Corporation mayhgttane during the Term, by written notice, andeafiffording the Employee the
opportunity to be heard in person by the Board iné®ors, terminate this Agreement and dischargel&yee for "cause", whereupon the
Corporation's obligation to pay compensation or atimer amounts payable hereunder to or for theftieidEmployee shall terminate on the
date of such discharge except for accrued and drgadary and expenses to the date of discharggu¥poses of this Agreement, the term
"cause" shall mean (i) excessive absenteeism, @lisomor drug abuse, (ii) fraud, misappropriatiorirdentional material damage to the
property or business of the Corporation; (iii) cmtion of a felony; (iv) failure of the Employee perform his duties in accordance with this
Agreement after written notice



to the Employee by the Board of Directors speciysuich failure and giving the Employee eight (8)si® correct the defects in
performance; or (v) breach by the Employee of aayemal provision hereof which, if capable of rempe@mains unremedied for more than
10 days after written notice.

8.4 Termination without Cause. The Corporation Idt@le the option to terminate this Agreement witheause upon thirty (30) days' written
notice to the Employee. In the event the Corponatisminates this Agreement pursuant to this Se@id, the Corporation shall pay the
Employee an amount equal to (a) his then accruddiapaid base salary and bonuses through and ingltite date of termination, and (b)
$280,000 or twice his then Base Salary, whichevgréater payable in 24 equal monthly installmddfgn termination of Employee's
employment with the Corporation pursuant to this

Section 8.4, (i) Employee's outstanding Optiondl stest in full, notwithstanding any contrary vesgischedule contained herein or in any
option agreement between the Corporation and thgldgmee and shall be exercised within 90 days ofitite of vesting, and (ii) the
provisions of paragraph 9.3 shall be deemed obnzefor effect.

Subject to paragraph 8.4(ii), the obligations & BEmployee under Section 9 shall continue notwatiding the termination of Employee's
employment pursuant to this Section 8.4 providedGbrporation complies with its obligations spexifin this paragraph.

8.5 Change of Control. Upon the sale or transfenofe than 50% of the outstanding shares of the@ation (other than to Galen Associe
or any of its affiliates) or upon the sale of thieole or a major part of the business of the CopmmaEmployee shall be entitled to terminate
this Agreement on the same terms and conditiosge®&®rth in Section 8.4.

9. Protection of Confidential Information. In vieaf'the fact that Employee's work for
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the Corporation will bring him into close contadttwall the confidential affairs thereof, and pldosfuture developments, Employee agrees
to the following:

9.1 Secrecy. During the term of Employment andviar (2) years thereafter, to preserve the confidenature of, and not disclose, reveal, or
make accessible to anyone other than the Corpafatdficers, directors, employees, consultanisgants, otherwise than within the scope of
his employment duties and responsibilities hereuratey and all documents, information, knowledgeata of or pertaining to the
Corporation, its subsidiaries or affiliates or paring to any other individual, firm, corporatiquartnership, joint venture, business,
organization, entity or other person with which @erporation or any of its subsidiaries or afféistmay do business during the Term of
Employment (including licensees, licensors, mantufaes, suppliers and customers of the Corporaticany of its subsidiaries or affiliates)
and which is not in the public domain, includingde secrets, "know how", names and lists of licensi&ensors, manufacturers, suppliers
and customers, programs, statistics, manufactargproduction methods, processes, techniquesmgritmarketing methods and plans,
specifications, advertising plans and campaigremgrother matters, and all other confidential infation of the Corporation, its subsidiaries
and affiliates acquired in connection with Emplogesmployment (hereinafter referred to as "Conflidéinformation™). The restrictions on
the disclosure of Confidential Information impodsdthis Subparagraph 9.1 shall not apply to anyfidential Information that was part of
the public domain at the time of its receipt by Braployee or becomes part of the public domaiminraanner and for any reason other than
an act by the Employee, unless the Employee idlyegampelled (by deposition, interrogatory, requfes documents, subpoena, civil
investigative demand or similar process) to distlgch Confidential Information, in which event Hayge shall
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provide the Corporation with prompt notice of suefuirement so that the Corporation may seek agiige order or other appropriate
remedy, and if such protective order or other repisahot obtained, Employee shall exercise readerefforts in good faith to obtain
assurance that confidential treatment will be agedrsuch Confidential Information.

9.2 Return Memoranda, etc. To deliver promptlyhi® €orporation on termination of his employmentaany other time the Corporation
may so request, all memoranda, notes, recordsitsepaanuals, drawings, blueprints and other docusn@nd all copies thereof) relating to
the Corporation's business and all property astatiaerewith, which he may then possess or hagleruris control.

9.3 Non-competition. Provided that this Agreemea hot been breached by the Corporation, the Eraplagrees that he shall not at any
time prior to two years after the earlier to ocofii) the expiration of the Term hereunder anjitfie termination of his employment with the
Corporation, own, manage, operate, be a directan@mployee of, or a consultant to any businessmoration which is conducting any
business within the generic drug industry or widompetes with or conducts the same business asitarsto that conducted by the
Corporation in the United States. The Employeeheragrees that, provided this Agreement has rent beeached by the Corporation, he
shall not, at any time prior to two years after élaglier to occur of (i) the expiration of the Tehmreunder and (ii) the termination of his
employment with the Corporation, assist or allow anch business or corporation to hire anyone wae @mployed by the Corporation at
such time or at any time during the preceding teehonths. If any of the provisions of this sectionany part thereof, is hereinafter
construed to be invalid or unenforceable, the ssimadl not affect the remainder of such provisiopm@visions, which shall be given full
effect, without regard to the
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invalid portions. If any of the provisions of ttgection, or any part thereof, is held to be unex@able because of the duration of such
provision, the area covered thereby or the typepafluct restricted therein, the parties agreetkietourt making such determination shall
have the power to modify the duration, geographé@and/or other terms of such provision and, as@tified, said provision shall then be
enforceable. In the event that the courts of arey@armore jurisdictions shall hold such provisieri®lly or partially unenforceable by reason
of the scope thereof or otherwise, it is the intemof the parties hereto that such determinatimtrbar or in any way affect the Corporation's
right to the relief provided for herein in the ctsuof any other jurisdictions as to breaches ardtened breaches of such provisions in such
other jurisdictions, the above provisions as thedgte to each jurisdiction being, for this purpasayerable into diverse and independent
covenants.

9.4 Injunctive Relief. The Employee acknowledged agrees that, because of the unique and extrawydiature of his services, any breach
or threatened breach of the provisions of Secttohs9.2, or 9.3 hereof will cause irreparableripjand incalculable harm to the Corporation,
and the Corporation shall, accordingly, be entitiethjunctive and other equitable relief for sumieach or threatened breach and that resort
by the Corporation to such injunctive or other ¢ajoie relief shall not be deemed to waive or tatlimany respect any right or remedy wh
the Corporation may have with respect to such lirea¢chreatened breach.

9.5 Expenses of Enforcement of Covenants. In tleatethat any action, suit or proceeding at lawncgquity is brought to enforce the
covenants contained in Section 9.1, 9.2, or 9.8dfar to obtain money damages for the breach dfficifee party prevailing in any such
action, suit or other proceeding shall be entitipdn demand to reimbursement from the other partalf
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expenses (including, without limitation, reasonadtterneys' fees and disbursements) incurred in@dion therewith.

9.6 Non-Solicitation. Employee covenants and agne¢$o, directly or indirectly, during the Term Bmployment and for a period of two

(2) years from and after the effective date oftdrenination of his employment with the Corporat{éor any reason whatsoever), (i) induce or
attempt to influence any employee of the Corporatioany of its subsidiaries or affiliates to ledgeemploy, or (ii) aid any person, business,
or firm, including a supplier, a competitor, licen®r customer of or a manufacturer for the Corpjonain any attempt to hire any person v
shall have been employed by the Corporation orddiitg subsidiaries or affiliates within the perioflone (1) year of the date of any such
requested aid.

10. Indemnification.

The Corporation will defend and indemnify Employtethe maximum extent permitted by applicable vl the bylaws of the Corporatior
against all claims, costs, charges and expensegdttor sustained by him in connection with anyosg suit or other proceeding to which he
may be made a party by reason of his being anesffitirector or employee of the Corporation ormf aubsidiary or affiliate thereof.

11. Employee Warranties.

Employee hereby warrants that as of the date hé&megloyee is not employed (other than by the Catian) and is not a party to any other
employment contract, express or implied. Employaerants that he has no other obligation, contractuatherwise, which would prevent
him from accepting the Corporation's offer of enyph@nt under the terms of this Agreement and fromplging with its provisions.
Employee warrants that he will not utilize during h
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employment hereunder any confidential informatibtemed through or in connection with his prior éoyment. Employee warrants that he
knows of no reason why he would not be able togoerthis obligations under this Agreement.

12. Notices.

All notices, requests, consents and other commtioicarequired or permitted to be given hereunsleall be in writing and shall be deemed
to have been duly given if delivered personallgent by facsimile, with confirmation of receipt,roailed first-class, postage prepaid, by
registered or certified mail (notices sent by nshill be deemed to have been given on the datg tettie parties at their respective addre
hereinabove set forth or to such other addresgtees @arty shall designate by notice in writinghe other in accordance herewith.

13. General.

13.1 Governing Law. This Agreement shall be goveimgand construed and enforced in accordancethatfocal laws of the State of New
York applicable to agreements made and to be paddrentirely in New York.

13.2 Captions. The section headings containedrnareifor reference purposes only and shall nahinway affect the meaning or
interpretation of this Agreement.

13.3 Entire Agreement. This Agreement sets foréhehtire agreement and understanding of the paeiasng to the subject matter hereof,
and supersedes all prior agreements, arrangemathisnaerstandings, written or oral, relating toghbject matter hereof. No representation,
promise or inducement has been made by either gaatys not embodied in this Agreement, and neijpiagty shall be bound by or liable for
any alleged representation, promise or inducemensmset forth.
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13.4 Assignability. This Agreement, and Employeights and obligations hereunder, may not be assidpy Employee. The Corporation n
assign its rights, together with its obligationsrdunder in connection with any sale, transfertioerodisposition of all or substantially all of
business or assets; in any event the rights angatioins of the Corporation hereunder shall be ibipan its successors or assigns, whethe
merger, consolidation or acquisition of all or sialngially all of its business or assets.

13.5 Amendment. This Agreement may be amended,fraddsuperseded, canceled, renewed or extendethandrms or covenants hereof
may be waived, only by a written instrument exeduig both of the parties hereto, or in the casa whiver, by the party waiving complian
No superseding instrument, amendment, modificattancellation, renewal or extension hereof shaflire the consent or approval of €
person other than the parties hereto. The failtigtioer party at any time or times to require parfance of any provision hereof shall in no
matter affect the right at a later time to enfdtee same. No waiver by either party of the breddmg term or covenant contained in this
Agreement, whether by conduct or otherwise, in@mg or more instances, shall be deemed to be nstreed as, a further or continuing
waiver of any such breach, or a waiver of the bnezcany other term or covenant contained in thgse®ment.

13.6 Counterparts. This Agreement may be execatedé or more counterparts, each of which shatldeened an original, but all of which
taken together will constitute one and the samilingent.

13.7 Arbitration. Any dispute or controversy argsimnder or in connection with this Agreement shalkettled exclusively by arbitration,
conducted before a panel of three arbitrators,
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in New York, New York, in accordance with the commial arbitration rules of the American Arbitratidssociation then in effect. Judgment
may be entered on the arbitrator's award in anytd¢@ying jurisdiction. The expense of such artibrashall be borne as directed by the
arbitrator.

13.8 Severability. The provisions of this Agreemgmall be deemed severable, and if any part opaoyision is held illegal, void or invalid
under applicable law, such provision may be changédhe extent reasonably necessary to make thaésjop, as so changed, legal, valid and
binding. If any provision of this Agreement is hdldgal, void or invalid in its entirety, the refnéng provisions of this Agreement shall no
any way be affected or impaired but shall remaidisig in accordance with their terms.

13.9 Fees and Costs. The Corporation will contelngt more than $10,000 towards the fees and ob&mployee's counsel in connection
with the review of this Agreement and Michael Ki¢ker's Agreement.

IN WITNESS WHEREOF, the parties have executedAlgieement as of the date first above written.

ATTEST: HALSEY DRUG CO., | NC.

By: /s/ WIliam Skelly

W1 liam Skelly, Chairman
W TNESS: EMPLOYEE

By: /s/ Peter O enens

Pet er d enens
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CONSENT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

We have issued our report dated April 14, 1998omanying the consolidated financial statementsided in the Annual Report of Halsey
Drug Co., Inc. on Form 10-K for the year ended Delger 31, 1997. We hereby consent to the incorpmrdty 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
April 14, 1998



ARTICLE 5

PERIOD TYPE 12 MOS
FISCAL YEAR END DEC 31 199
PERIOD START JAN 01 199
PERIOD END DEC 31 199
CASH 26
SECURITIES 0
RECEIVABLES 11z
ALLOWANCES 50
INVENTORY 2,45¢
CURRENT ASSET¢ 2,81¢
PP&E 18,44
DEPRECIATION 13,81
TOTAL ASSETS 7,667
CURRENT LIABILITIES 27,52;
BONDS 0
PREFERRED MANDATORY 14C
PREFERREL 0
COMMON 0
OTHER SE (19,996
TOTAL LIABILITY AND EQUITY 7,661
SALES 9,08¢
TOTAL REVENUES 9,08¢
CGS 15,40¢
TOTAL COSTS 15,40¢
OTHER EXPENSE¢ 7,551
LOSS PROVISION 0
INTEREST EXPENSE 1,14«
INCOME PRETAX (15,013
INCOME TAX 0
INCOME CONTINUING (15,013
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME (15,013
EPS PRIMARY (112
EPS DILUTED (1.12
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