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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Certain statements in this Report under the captitem 7, "Management's Discussion and Analysisimdncial Condition and Results of
Operations," Item 1, "Business", Item 3, "Legald@@dings" and elsewhere in this Report constitiaievard-looking statements" within the
meaning of the Private Securities Litigation Refokat of 1995 (the "Reform Act"). Such forward-lookj statements involve known and
unknown risks, uncertainties and other factors tviniay cause the actual results, performance oegements of Halsey Drug Co., Inc.
("Halsey" or the "Company"), or industry resultsbie materially different from any future resufieyformance, or achievements expressed or
implied by such forward-looking statements. Sudides include, among others, the following: changegeneral economic and business
conditions; loss of market share through competitintroduction of competing products by other camigs; the timing of regulatory
approval and the introduction of new products By @mmpany; changes in industry capacity; pressurgices from competition or from
purchasers of the Company's products; regulatcemgés in the generic pharmaceutical manufacturidgstry; difficulties encountered in t
development of novel product synthesis and manuifsagt techniques; regulatory obstacles to the auotion of new technologies or produ
that are important to the Company's growth; avditgtof qualified personnel; the loss of any sificant customers; and other factors both
referenced and not referenced in this Report. Wised in this Report, the words "estimate," "prqoje@nticipate,” "expect,” "intend,"
"believe," and similar expressions are intendeidéntify forward-looking statements.



PART |
ITEM 1. BUSINESS
GENERAL

The Company, a New York corporation establishetdig5, and its subsidiaries, have been engagee idebelopment, manufacture, sale and
distribution of a variety of generic finished dosggharmaceutical products and active pharmacetunigeddients ("APIs"). Prior to the
restructuring of the Company's operations largeingleted on January 30, 2004, the generic drugyastednanufactured and sold by the
Company generally consisted of an analgesic produntitinfectives, antitussives, cough and coldprations, and a steroid product. Since
March 1999, the Company has manufactured APIs @litver, Indiana facility and manufactured, pagdgnd sold its generic finished
dosage products at two leased locations in Condjens, York.

On November 6, 2003, the Company announced itstplaestructure the Company's operations to foousesearch and development related
to certain proprietary opioid synthesis and finldesage formulation technologies. The Board oé&uors determined, among other factors,
that the Company's ability to generate positivéndisv from the operation of the Company's finisltedage manufacturing, packaging,
labeling and distribution facilities located in @uans, New York (collectively, the "Congers Faddf) in the manufacture and distribution of
finished dosage generic products pursuant to aiieslynew drug applications ("ANDAs") was comproeddy the highly competitive
market environment, low market pricing and declinmarket size for its existing generic products #redlack of new generic products in
development. The Board determined that near telas s the Company's finished dosage generic ptsdumould likely result in negative
gross margins in view of the market environmensdgbon this analysis and other factors, the Boandloded that the Company's
manufacture and sale of finished dosage produadied to be produced at the Congers Facilitiesdwesult in continuing negative cash
flow in the foreseeable future. After due consitieraof alternative strategies and consideringap#émal use of available funding, the Board
adopted a strategy to substantially restructureCitipany's business. Manufacturing of the Compaygrieric finished dosage products ai
Congers Facilities substantially ceased on Jan3@r004. Such date also marks the completiorariel part, of the reduction in work force
associated with the restructuring of the Compangé&rations by approximately 100 employees, 70 afrwkvere employed by the Company
at the Congers Facilities. See "Restructure of ajmrs" below.

As restructured, the Company is a specialty phagoiazal company presently engaged in research]a@went and manufacture of
innovative abuse deterrent formulations (the "AD#efAnology") intended for use in orally administeogibid-containing pharmaceutical
products. In addition, the Company is engagedseaech, development and manufacture of propriekégy, yield, short cycle time,
environmentally sensitive opioid synthetic procesgike "Opioid Synthesis Technologies") intendaduse in the commercial production of
certain bulk opioid active pharmaceutical ingretBefiAPIs"). To date, the Company has filed foutepé applications with the U.S. Patent
and Trademark office (the "PTQ") relating to the ADechnology and the Opioid Synthesis Technologyaas received one notice of
allowance from the PTO relating to one of thosdiapfjons concerning the Opioid Synthesis Technigeg

The Company conducts research, development, lasgramanufacturing and warehousing activities retato the ADF Technology and the
Opioid Synthesis Technologies (collectively thediftietary Technologies”) at its Culver, Indianailigc(the "Culver Facility"). The Culver
Facility is registered by the U.S. Drug Enforcemadministration (the "DEA") to perform researchydépment and manufacture of
Schedule Il - V controlled substances in bulk @nisfied dosage forms. On January 31, 2001, the @oynfiled with the DEA an application
for registration to import narcotic raw materidIsIRMs") including raw opium, opium poppy, and contate of poppy straw from foreign
countries. These NRMs are commonly used as thalistarting materials in the synthesis of certgdmoid APIls. The Company's application
for an importer registration (the "Import Regisivat) was published in the Federal Register on &apter 6, 2001. The progress and status of
the application for the Import Registration is désed below under the caption "Import License Regt®on.”" The Company is also engaged

in collaborative research and development withrareat research organization and an academicutistitin preparation for clinical

evaluation and testing of its proprietary ADF Teclogy.

The Company plans to enter into development anchentialization agreements with strategically foclpbarmaceutical company partners
(the "Partners") providing that such Partners lsgethe Company's Proprietary Technologies andducavelop, register and commercialize
multiple formulations and strengths of orally adisiered opioid-containing finished dosage produtilizing such Proprietary Technologies.
The Company expects to receive a share of prafiigoa royalty payments derived from the Partnexi® sf products incorporating the
Proprietary Technologies. The Company also beli¢vasit will derive revenues through contract mfasture and supply of clinical trial and
commercial supplies of finished dosage productsifer by such Partners. The Company plans to utlgagle site vertical integration
strategy to conduct research, development and raanuiing activities for opioid APIs and finishedsage form products utilizing the
Proprietary Technologies. The Import Registratibaoltimately granted, for which there can be newances, will provide the Company with
an economical source of NRMs for use as startintgriads in the commercial manufacture and supplyesfain opioid APIs utilizing the
Opioid Synthesis Technologies.

The Company files annual, quarterly and currenorsp proxy statements and other information whih $ecurities and Exchange
Commission (the "SEC"). These filings are availdbléhe public over the internet at the SEC's wiebhat http://www.sec.gov. You may also
read and copy any document we file at the SEC'qréderence room at 450 Fifth Street, N.W., Waghion, D.C. 20549. Please call the
SEC at 1-800-SEC-0330 for further information oa plublic reference room.

The Company's internet address is www.halseydrug.®e make available free of charge on www.halseyaiom our annual, quarterly and
current reports and amendments to those reportsiasas reasonably practicable after we electtipifile such material with, or furnish



to, the SEC. In addition, you may request a cophese filings (excluding exhibits) at no cost lmntacting us at the following address or
telephone number:

Halsey Drug Co., Inc. 616 N. North Court, Suite P2Aatine, lllinois 60067 Attn: Investor Relatid®47.705.7709
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ADF TECHNOLOGY

The class of drugs exhibiting opium or morphinesljcoperties are referred to as opioids, or opagionists. This class of products has
experienced substantial growth in recent yearsaa® increase in the aging population and the raggeessive treatment of pain by
physicians. Certain opioids act as agonists, iotarg with stereo specific and saturable bindingssin the brain and other tissues.
Endogenous opioid-like peptides are present insaoéthe central nervous system that are presumbd telated to the perception of pain, to
movement, mood and behavior, and to the regulatioreuroendocrinological functions. Three classagbid receptor types, mu

((mu)), delta ((delta)), and kappa ((kappa)), hiawen studied extensively. Each of these receptmatunique anatomical distribution in the
brain, spinal cord, and the periphery. Most ofclieically used opioids are relatively selective {mu) receptors, reflecting their similarity to
morphine. However, it is important to note thataigicontaining drugs that are relatively selectvastandard doses will often interact with
additional receptor subtypes when given at suffitjehigh doses, leading to possible changes im gfermacological effect. This is
especially true as opioid doses are escalatedar-ome tolerance.

The potential for the development of tolerance,gitgl and/or psychological dependence (i.e., aibirtvith repeated opioid use is a
characteristic feature of most opioid containinggdr. The possibility of developing addiction is afi¢he major societal concerns in the long-
term use of opioids for the management of pain.tA@omajor concern associated with the use of dpi the diversion of these drugs from
a patient in legitimate pain to other individuat®f-patients) for illegitimate purposes.

Drug abusers and/or addicts typically may obtatwmmercial dosage form containing an opioid anabgasd crush, shear, grind, chew,
dissolve and/ or heat, extract or otherwise maaieuhe product so that a significant amount ondkie entire amount of the drug becomes
available for immmediate absorption by injectiorhatation, and/or oral consumption.

There are three basic patterns of behavior leddirgioid abuse. The first involves individuals wsbapioid drug use begins in the context of
medical treatment and who obtain their initial deugpplies through prescriptions from physicianse $acond begins with experimental or
"recreational” drug use and progresses to morasite use. A third pattern of abuse involves usdrs begin in one or another of the
preceding ways but later switch to oral opioidshsas methadone, obtained from organized addicteatrhent programs. Physicians cannot
easily identify or predict which of their patiemtey fall into one of these behavior patterns.

There are various routes of administration an abusg commonly attempt to abuse an opioid contginirug formulation. The most
common methods include (1) intravenous injecti@pjritranasal (e.g., snorting), and (3) repeatediingestion of excessive quantities of
orally administered tablets or capsules. One vergraon mode of abuse of oral solid drug product ive® mixing the tablet or capsule wit
suitable solvent (e.g., water), and then subsetuextracting the opioid component from the mixtéwe use in a solution suitable for
intravenous injection of the opioid to achieve gth"

Limited attempts have been made to diminish ab@iseatly administered opioid drugs. These atteniatge generally centered on including
an opioid antagonist in the oral dosage form wigamot orally active but which will substantiallyook the analgesic effects of the opioid if
one attempts to dissolve/extract the opioid andiaidier it intravenously. However, a clear patiantl societal need continues to exist to |

a delivery system for commonly used oral dosageafitations of drugs (i.e., immediate release, snsthor extended release and delayed
release tablets and capsules) which deters abdsmiaimizes or reduces the potential for physiegd®ychological dependency. The need is
particularly imperative for drugs such as opioidlgesics.

It is with the growing concern about the illegitirraise of legitimate opioid-based drug producteidesd above in mind that the Company is
pursuing its abuse deterrent formulation technolglg "ADF Technology"). The Company believes tiat internally developed ADF
Technology is applicable to both immediate relems® extended release orally administered tabletsapsules which are formulated with
opioid analgesic as an active ingredient. Compasgarch and laboratory experiments to date sugggshe ADF Technology may be
formulated into an orally administered tablet withny of the commonly utilized opioid active pharmatical ingredients and related salts
including morphine, codeine, hydrocodone, oxycodame hydromorphone. The ADF Technology utilizegaiarpharmaceutical product
excipients in addition to the opioid active ingemtis. The Company believes that the ADF Technoliydiscourage or deter a pre-existing
opioid drug abuser, or a legitimate patient propasding opioid containing analgesics for manageméptin, from abusing an orally
administered opioid containing tablet. Provided A~ Technology is appropriately tested and prauascessful in clinical trials, of which
assurance can be given, the Company believestshaDF Technology will discourage or deter the ghneost commonly utilized routes of
opioid abuse including (i) intravenous, (2) intraakésnorting and (3) consumption of excessive dtiesiof orally administered tablets or
capsules. However, the Company can make no asssr#mat such clinical testing will in fact demoagtrthat the ADF Technology will
discourage or deter abuse. In addition, if suctsabu



deterrent characteristics are demonstrated, thep@oyncan make no assurances that the magnitudeloiedfect will be statistically
significant or clinically meaningful.

In the fourth quarter of 2003 the Company filedagept application relating to the ADF Technologytwthe PTO. The Company can make
assurances that such patent application will esserd, or that if such application issues, thatshged claims of such application will be
sufficiently broad to protect the ADF Technologgrr competition from similar technologies developedommercialized by others. Such
patent application includes, among other thindsoratory test results demonstrating the abilityhef ADF Technology to discourage the
intravenous injection of opioids by potential absse

In the first quarter of 2004, the Company, at itm@ers, New York facility, pursuant to current Gdddnufacturing Practices ("cGMP"),
formulated, manufactured, packaged and labelee tiest batches of different formulations (the "TRgtches") of a tablet product containing
a certain opioid active ingredient utilizing the ADechnology. Such Test Batches met all of the jghyspecifications established in adva
for such Test Batches and were therefore qualgyrasce released. These Test Batches will be nmiedifor stability under the appropriate
conditions as required by the FDA for drug productse Company plans to utilize such Test Batchedimcal trials.

In the first quarter of 2004, the Company entergd an agreement with a certain contract reseaigdin@ation to develop, in concert with a
certain academic institution and clinical investiga, appropriate clinical trial protocols, to pag an investigational new drug application
("IND") and to conduct clinical trials. The Compaimgends to file such IND in 2004 and at the appiadp time thereafter begin clinical
testing of its ADF Technology. The Company can mask@ssurances that such clinical testing wilkict demonstrate that the ADF
Technology will discourage or deter abuse. In aoldjtif such abuse deterrent characteristics amgodstrated, the Company can make no
assurances that the magnitude of such effect wiithatistically significant or clinically meaningfu

The Company plans to enter into development anchoentialization agreements with strategically foclipharmaceutical company partners
(the "Partners") providing that such Partners lsgethe Company's ADF Technology and further devekagister and commercialize multiple
formulations and strengths of orally administergtbmm containing finished dosage products utilizewgh ADF Technologies. The Company
believes that it will derive revenues through lisieig fees, milestone payments, profit sharing anafgalties on net sales of such products as
well as from the contract manufacture and supplgliafcal trial and commercial supplies of finisheédsage products for distribution and sale
by such Partners. The Company can make no assutatidewill be able to negotiate such agreementfavorable terms and, provided that
such agreements are successfully executed, thatithstones will be achieved and the milestone paytswill be subsequently made by our
Partners.

OPIOID SYNTHESIS TECHNOLOGIES

The Company is engaged in the research, developanergcale-up of its proprietary Opioid Synthesisfinologies described in the table
below.

OPIOID SYNTHESIS STARTING ESTIMA TED APPLICABLE DEA STATUS OF PATE NT
TECHNOLOGY MATERIAL YIEL D REGISTRATIONS APPLICATION
Oxycodone HCI Codeine Phosphate 40 - 50% a) Research One (1) Notice of Allowanc e issued and
Process #1 b) Manufacturing one (1) other Patent Pendi ng before the
PTO
Hydrocodone Bitartrate Codeine Phosphate  85% a) Manufacturing Patent Application Drafted
Process #1
Oxycodone HCI NRMs 68 - 72% a) Research Patent Application draft in process
Process #2 b) Manufacturing
c) Import
Codeine Phosphate NRMs 90-1 00% a) Research Patent Application Drafted
Process #1 b) Manufacturing
c) Import
Hydrocodone Bitartrate  Codeine Base 85 - 95% a) Research Patent Application Drafted
Process #2 b) Manufacturing
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OPIOID SYNTHESIS STARTING ESTIMATE D APPLICABLE DEA STATUS OF PATENT

TECHNOLOGY MATERIAL YIELD REGISTRATIONS APPLICATION
Morphine Sulfate NRMs 96% a) Research Patent Application draft i n process
b) Manufacturing
¢) Import
Dihydrocodeine Bitartrate Codeine Base >90% a) Research Patent Application Dr afted

b) Manufacturing

Codeine Phosphate NRMs 80 - 90% a) Research Patent Application Dr afted
Process #2 b) Manufacturing
¢) Import
Codeine Phosphate NRMs 65 - 85% a) Research One (1) Patent Application Pending
Process #3 b) Manufacturing before the PTO
¢) Import

The Opioid Synthesis Technologies outlined in thbl& above are proprietary processes that the Qoniptends and believes to be efficient
and cost-effective methods of manufacturing opfiRls. The Company believes that the advantagesesktprocesses include a substantial
reduction in the time and number of processingsstequired to produce the desired opioid APIs @&addiction of the quantity and/or toxicity
of the waste products relating to such producfidre Company has filed three patents relating tdtpimid Synthesis Technologies including
two in June 2003 and one in September of 2003 redds to prepare and file at least four additigraéént applications relating to these
technologies. In March 2004 the Company receivedtie of allowance from the PTO relating to onéhef patent applications filed in June
of 2003. The Company intends to pay the issuerfidecapects a U.S. patent will be granted from #épgaication. No assurance can be given,
however, that any other currently pending pateptiegtions or future patent applications which @@mpany intends to file relating to the
Opioid Synthesis Technologies will be granted iy BTO. Each of the Company's Opioid Synthesis Talogies requires a DEA registrati
and/or an import registration for NRMs. All suchi@g Synthesis Technologies require a DEA regigirafor manufacturing Schedule Il
controlled substances.

The development and ultimate commercialization Bfstand finished dosage products incorporatingdhieid Synthesis Technologies are
subject to various factors some of which are oettie Company's control. For example, presently onk of the Opioid Synthesis
Technologies has been manufactured in kilogranedzatiches and none have been manufactured in camahsmale batches. Each of the
Opioid Synthesis Technologies will need to be sssftdly scaled up to larger batches to be econdlyicible, of which no assurance can
given.

IMPORT LICENSE REGISTRATION

The research, development and manufacture of ARldiaished dosage products incorporating the @pRyinthesis Technologies are sub
to extensive regulation by the DEA and the U.S.d~aond Drug Administration ("FDA"). The Culver Fatyjlis currently registered by the
DEA to research and manufacture certain Schedul¥ itontrolled substances (the "Manufacturing Regtion"). To provide for an
economical source of raw materials for the comna¢raanufacturing of opioids utilizing the Opioidr8kesis Technologies the Company
filed with the DEA an application for registratitmimport narcotic raw materials ("NRMs") includingw opium, opium poppy and
concentrate of poppy straw from certain foreignrntaaes. These NRMs are commonly used as the irstéating materials in the synthesis of
certain opioid APIs.

The Company filed its application for registratimnimport NRMs on January 31, 2001 (the "Import Regtion"). Notice of the Company's
application was published in the Federal RegisteBeptember 6, 2001. Within the 30 day period plediunder DEA guidelines, three
parties, including two companies that the Compagliebes are the largest U.S. importers of NRMs estpd a hearing to formally object to
the Company's request for an Import Registratiorhéir hearing request, the objecting parties epddhe issuance of an Import Registration
on various grounds, including (i) that the Compamgplication should be stayed pending the reswluf pending import registration
requests from other parties; (ii) that the issuaosfcen Import Registration to the Company has themtial for increasing the prices for
narcotic raw materials from foreign sources assalt®f increased demand from U.S. importers; {igt the Company lacks the experience,
technology, personnel and capital to process NRiMs @v) that the competition in the marketplacelfalk opioid APIs manufactured from
the NRMs is adequate. In light of several otheemtémporter registration decisions, DEA's OffideDiversion Control also opposed
registration of additional importers at this time.



Pursuant to established procedures, an evideriteasing relating to the Company's Import Registratipplication was held before a DEA
Administrative Law Judge ("ALJ") in August 2003.8ALJ later re-opened the administrative recordhatrequest of opposing parties, to
consider the Company's November and December 2@@3uacements concerning Company restructuring iaadding activities. Pursuant
to the ALJ's order on March 30, 2004, the admiatate record will remain open for at least 10 dépjlowing the Company's filing of this
Report to allow the opposing parties to file stagats indicating whether they intend to submit addél evidence in response to this Report.
Upon the closure of the administrative record,Ahd will make findings of fact, draw legal conclosis and recommend a specific decision
on the Company's Import Registration applicatiotheoDEA Deputy Administrator. The Deputy Admingtor will then consider the ALJ's
decision and administrative record and issue d @éirder relating to the Company's application. D&M judge whether the issuance of an
Import Registration is appropriate based on, amathgr considerations, whether adequate securiggsafds and controls are maintained at
the Culver Facility and at all points in the chafrtransfer of the NRMs from foreign suppliers be tCulver Facility, whether the Opioid
Synthesis Technologies are viable processes, whitliket demand for opioid containing productstheeo factors support the approval of
another import registration, and whether the Conpeas established itself as an eligible party tmiwmbNRMs for foreign sources. The
Company must continue to maintain compliance wiEAZ requirements for maintenance of its ManufaatuRegistration in the meantime.

Assuming DEA grants the Company's application, thenCompany should be permitted to import NRMsrugppropriate notice in the
Federal Register. The opposing parties may chati¢img DEA decision to grant the Company's appbceith an appropriate Court of Appe:
In such a case, assuming the Company opposes atlia@ehallenge, the Company would likely incudiéidnal time delays and legal
expenses prior to the issuance of a final decisiothe U.S. Court of Appeals. Provided the Compaomtinues to seek the Import
Registration, the proceedings will continue thro2§84 and beyond.

No assurance can be given that the Company's IrRewistration application will be approved by theMor that, if granted by DEA, tt
Import Registration would be upheld following arpafate challenge. Furthermore, the Company's ftaghand limited sources of available
financing make it uncertain that the Company waéll/é sufficient capital to continue to fund the depenent of the Opioid Synthesis
Technologies, to obtain required DEA approvals tanfiind the capital improvements necessary fontaaufacture of APIs and finished
dosage products incorporating the Opioid SynthEshnologies. See Item 7. "Management's DiscussidnAnalysis of Financial Condition
and Results of Operations -- Liquidity and CapiRakources" for a discussion of the Company's nereaidditional financing and estimated
capital requirements for the scale-up of the hyddone bitartrate process #1 Opioid Synthesis Tdolyo

RECENT EVENTS
RESTRUCTURE OF OPERATIONS

After due consideration of alternative strategied eonsidering the optimal use of available fundamy the prospects for attracting new
funding, on October 30, 2003, the Company's Bo&idirectors unanimously adopted a strategy to sautigtlly restructure the Company's
operations. On November 6, 2003, the Company gdylditcnounced its restructuring plan to focus ifet$ on research and development
related to certain proprietary finished dosage petsland APIs. In making its determination the BloafrDirectors considered, among other
factors, the Company's ability and time requiredeoerate positive cash flow and income from theratoon of the Company's finished
dosage manufacturing, packaging, labeling andibligton facilities located in Congers, New York {eatively, the "Congers Facilities") in
the manufacture and distribution of finished dosggeeric products pursuant to abbreviated new dpydjcations ("ANDAS").

The Company incurred losses of $48.5 million in20869.6 million in 2002 and $12.6 million in 200he Board determined that near term
sales of the Company's finished dosage generiaptsdavould likely result in continued financial &8s in view of the highly competitive
market environment, low market pricing, decliningnket size for its existing generic products areléitk of timely new generic product
launches. Based on this analysis and other fadtewsBoard concluded that the Company restructaregerations by closing or divesting the
Congers Facilities and reducing certain activiiegs Culver Facility. The plan targeted a redurctin workforce of approximately 70
employees at the Congers Facilities, 25 employetteaCulver Facility and 5 employees in Rockfdlihois.

In implementing the restructuring plan at the Culvacility, the reduction in work force involvedmpximately 25 employees engaged in or
supporting the manufacture of doxycycline hyclatd doxycycline monohydrate APIs which were conwkttefinished dosage products at
the Congers Facilities. With the closure of the @ Facilities the APIs
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manufactured in Culver were not required. The Quikaility work force reduction was substantialntpleted by December 31, 2003.

In implementing the restructuring plan at the Rocéf Illinois administrative office facility, thed@npany terminated its Rockford office lease
agreement and relocated the administrative funstiorPalatine, Illinois. This process was completed-ebruary 29, 2004 resulting in a
reduction in work force of 5 employees.

In implementing the restructuring of operationshat Congers Facilities, the reduction in work foirneolved essentially all of the employees
at the site. Finished generic product manufactuoipgrations substantially ceased on January 3@i. Z¥ckaging and labeling operations
ceased approximately February 12, 2004 and quadityrance and related support activities ceasagmoximately February 27, 2004. Such
dates also mark the substantial completion of édection in work force of approximately 70 employeagaged in these activities at the
Congers Facilities. From approximately March 1,2@)March 19, 2004 a small logistics, maintenaanog warehouse staff prepared the
Congers Facilities for sale to lvax Pharmaceutiealslescribed below under the caption "Sale of ta%se

In accordance with the restructuring of the itsrafiens, the Company has transitioned to a singtéoally integrated operations site located
at its Houba, Inc. subsidiary in Culver, IndianaeTCompany intends to implement the following sggtand perform relevant key activities
primarily at the Culver Facility:

- Development of the Company's proprietary abusertnt formulation technology (the "ADF Technol&gfor use in orally administered
opioid finished dosage products.

- Manufacture and quality assurance release otalitrial supplies of certain finished dosage fgroducts utilizing the ADF Technology.
- Evaluation of certain finished dosage produciizinig the ADF Technology in clinical trials.

- Scale-up and manufacture of commercial quantitfesertain products utilizing the ADF Technology Eale by the Company's licensees.
- Research, development and scale up of the Corfgpaayel Opioid Synthesis Technologies.

- Prosecution of the Company's application to tl&\@o receive a registration (the "Import Registmt) to import Narcotic Raw Materials
("NRMs") for use in the production of opioid APUsilizing the Company's Opioid Synthesis Technatsgi

- Negotiating and executing license and developragreements with strategic pharmaceutical company@rs providing that such licensees
will further develop certain finished dosage pragudilizing the ADF Technology, file for regulatoapproval with the FDA and other
regulatory authorities and commercialize such pctslu

The development, scale- up and commercializatiohRi6 incorporating the Company's Opioid Synth@gishnologies and ADF Technology
are subject to various factors, many of which arnside the Company's control. To date, a portiosuzh technologies have been tested in
laboratory settings, and none have been testdihinat settings. All such technologies will neexie successfully scaled up to be
commercially viable, of which no assurance canilerg Additionally, the Company must satisfy, amehiinue to maintain compliance with
the DEA's and FDA's requirements for the maintepanfdts controlled substances research and matwifag registrations. The Company is
pursuing the Import Registration to import NRMsrfrgertain foreign countries as described above hegecaption "Import License
Registration”. The process of seeking the Impogi&eation, the continuing development of the ConyOpioid Synthesis Technologies
and the development of finished dosage produdiging the Company's ADF Technology are plannedaotinue through 2004. The
Company is unable to provide any assurance thatteetinologies can be scaled up to commercial sedleat they will be commercially
viable. Moreover, no assurance can be given tlea€Cdmpany will succeed in obtaining the Import Regtion. The Company is committing
substantially all of its resources and availablgitedito the development of the ADF Technology, @giSynthesis Technologies and to the
prosecution of the Import Registration. The failofehe Company to successfully develop the ADFHRedogy will have a material adverse
effect on the Company's operations and financiatitmn.



2004 DEBENTURE OFFERING

On February 6, 2004, the Company consummated atproffering of securities for an aggregate purelpage of approximately $12.3

million (the "2004 Debenture Offering"). The seties issued in the 2004 Debenture Offering condisfeconvertible senior secured
debentures (the "2004 Debentures"). The 2004 Debenivere issued by the Company pursuant to aic&&benture and Share Purchase
Agreement dated as of February 6, 2004 (the "2Q@0@dHRase Agreement") by and among the Company, Capéal Investments Il, LP ("Ca
Capital"), Essex Woodlands Health Ventures V, [(‘Bssex"), Galen Partners I, L.P. and each ofRhechasers listed on the signature page
thereto (collectively, the "2004 Debenture Investooup"). On April 14, 2004 the Company completadhdditional closing under the 2004
Purchase Agreement and issued additional 2004 Detesnin the aggregate principal amount of appraxéty $579,000, bringing the

principal amount of the 2004 Debentures issuechbyGompany under the 2004 Purchase Agreementdggregate amount of approximai
$12.879 million.

Of the approximate $12.879 million in 2004 Debeeasuissued in the 2004 Debenture Offering, appratdin&2 million of 2004 Debentures
were issued in exchange for the surrender of likeunt of principal plus accrued interest outstagdinder Company's 5% convertible senior
secured debentures issued pursuant to workingatdpitige loan transactions with Care Capital, k$8§@odlands and Galen Partners I,
L.P., Galen International Ill, L.P., and Galen Eoyge Fund Ill, L.P. (collectively, "Galen") durid¢pvember and December, 2003. The 2
Purchase Agreement further provides that the Cognpaay issue additional 2004 Debentures in the ai@amount of up to approximately
$1.121 million on or prior to June 5, 2004, provdbat the aggregate principal amount of 2004 Debes issued pursuant to the 2004
Purchase Agreement shall not exceed $14 milliohaut the consent of the holders of 60% of the gpaicamount of the 2004 Debentures
then held by Care Capital, Essex and Galen.

The 2004 Debentures, issued at par, bear interést aate of 1.62% per annum, the short-term Ayaplie Federal Rate on the date of
issuance. The 2004 Debentures are secured by arlialt assets of the Company. In addition, eaddaiba, Inc. and Axiom Pharmaceutical
Corporation, each a wholly-owned subsidiary of@empany, has executed in favor of the 2004 Deberitalders, an unconditional
agreement of guaranty of the Company's obligatioydter the 2004 Purchase Agreement. Each guaraségised by all assets of such
subsidiary. In addition, the Company has pledgedstbck of each such subsidiary to the holdere®®004 Debentures to further secure its
obligations under the 2004 Purchase Agreement.

In accordance with the terms of an Amended andadiastSubordination Agreement dated as of Februa29® between the Company, the
holders of the 2004 Debentures and the holdefseo€ompany's other outstanding debentures, the éierthe Company's and its subsidiary's
assets as well as the payment priority of the 2ZD8dentures are (i) subordinate to the Companyisaliel payment obligations in favor of
Watson Pharmaceuticals under the Watson Term Lgmaeient, and (ii) senior to the Company's lien@aydnent obligations in favor of
the holders of the Company's other outstandingtebes in the aggregate principal amount of appnakely $87.7 million.

The 2004 Debentures (including the principal amguns interest accrued at the date of conversidihrenvert automatically into the
Company's Series A convertible preferred stock (8aries A Preferred") immediately following ther@pany's receipt of shareholder
approval at its next shareholders' meeting to testee Company's Certificate of Incorporation (t6barter Amendment") to authorize the
Series A Preferred and the Junior Preferred St{asedescribed below) and the filing of the Chafterendment with the Office of the New
York Department of State (the date of such filithgg "Charter Amendment Filing Date"), as providedhe 2004 Purchase Agreement. The
2004 Debentures will convert into Series A Prefgaiea price per share (the "Series A ConversiaweBrof $0.6425, representing the
average of the closing bid and asked prices o€tmmpany's Common Stock for the twenty

(20) trading days ending February 4, 2004, as tegdsy the Over-the-Counter ("OTC") Bulletin Boafthe Series A Conversion Price is
subject to adjustment, from time to time, to eghelconsideration per share received by the Comfmarits Common Stock, or the
conversion/exercise price per share of the Compa@gymmon Stock issuable under rights or optionshfepurchase of, or stock or other
securities convertible into, Common Stock ("Conidet Securities"), if lower than the then applie@Bleries A Conversion Price.

Based on the $0.6425 Series A Conversion PrickeBeries A Shares and estimating the interestalcander the 2004 Debentures prior to
the Charter Amendment Filing Date, the 2004 Debestwith an aggregate principal amount of $14 onilkvould be convertible into an
aggregate of approximately 22 million Series A BPrnefd shares.



In general, the Series A Preferred shares havqualétion preference equal to five (5) times theah$0.6425 Series A Conversion Price (the
"Series A Liquidation Preference"). In additione tBeries A Preferred shares are convertible ig&Citmpany's Common Stock, with each
Series A Preferred share convertible into the nurobshares of Common Stock obtained by dividing

(i) the Series A Liquidation Preference, by (iigth0.6425 Series A Conversion Price, as such csioveprice may be adjusted, from time to
time, pursuant to the dilution protections of ssblares. Without limiting the Series A Liquidatioreference, the holders of Series A
Preferred shares also have the right to participétethe holders of the Company's Common Stocknupe occurrence of a liquidation eve
including the Company's merger, sale of all or tfiglly all of its assets or a change of contrahsaction, on an as-converted basis (but for
these purposes only, assuming the Series A Prdfeh@res to be convertible into only thirty peraq@®%) of the shares of Common Stock
into which they are otherwise then convertible)e Holders of Series A Preferred shares also havaght to vote as part of a single class
with all holders of the Company's voting securitiesall matters to be voted on by such securitgddia. Each holder of Series A Preferred
shares will have such number of votes as shallleqgaanumber of votes he would have had if suclidilotonverted all Series A Preferred
shares held by such holder into shares of CommackStmediately prior to the record date relatiagtich vote.

The 2004 Purchase Agreement provides that eaclamf Capital, Essex and Galen (collectively, theal 2004 Investors") has the right to
designate for nomination one member of the CompaBgard of Directors, and that the Lead Investotiectively may designate one
additional member of the Board (collectively, thesdigjnees"). The Purchase Agreement further protidgghe Designees, if so requested by
such Designee in his sole discretion, shall be iapgd to the Company's Executive Committee, Comgtams Committee and any other
Committee of the Board of Directors. The DesignefgSare Capital, Essex and Galen are Messrs. KasbEhangaraj and Wesson,
respectively, each of whom are current Board memligffective as of the closing of the 2004 Purchisgeeement, the Lead 2004 Investors
may collectively nominate one additional Designeéhe Board. The Company has agreed to nominatepaint to the Board of Directors,
subject to shareholder approval, one designeeatf eaCare Capital, Essex and Galen, and one tiwkedesignee of the Lead 2004
Investors, for so long as each holds a minimum08b ®f the Series A Preferred shares initially isstoesuch party (or at least 50% of the
shares of Common Stock issuable upon conversitineoSeries A Preferred shares).

As of February 10, 2004, the date of the initialsohg of the 2004 Purchase Agreement, the Compadyssued and outstanding and
aggregate of approximately $87.7 million in priredipmount of 5% convertible senior secured debeatoraturing March 31, 2006 issued
pursuant to three separate Debenture Purchasemgnte dated March 10, 1998, as amended (the "1@88Mmures"), May 26, 1999, as
amended (the "1999 Debentures") and December 2@, @be "2002 Debentures"), respectively. The 1B88entures, 1999 Debentures and
2002 Debentures are referred to collectively as'1888-2002 Debentures". After giving effect to thempany's issuance of additional 5%
convertible senior secured debentures in satisfactf interest payments on the 1998-2002 Debentasesf February 10, 2004, the 1998-
2002 Debentures were convertible into an aggregfapproximately 190.1 million shares of the Compsu€ommon Stock.

Simultaneous with the execution of the 2004 Purelfsgreement, and as a condition to the initialiclp®f the 2004 Purchase Agreement,
Company, the 2004 Debenture Investor Group and e&itte holders of the 1998-2002 Debentures exdauteertain Debenture Conversion
Agreement, dated as of February 6, 2004 (the "Qwmiwe Agreement"). In accordance with the termthefConversion Agreement, each
holder of the 2004 Debentures agreed to conver2®d Debentures held by such holder into the Caoryips&Series A Preferred shares and
each holder of 1998-2002 Debentures agreed to cbimg21998-2002 Debentures held by such holdertimt Company's Series B
convertible preferred stock (the "Series B Pref#ijrand/or Series C-1, C-2 and/or C-3 convertiblkferred stock (collectively, the "Series C
Preferred"). The Series C Shares together witlsthrées B Shares are herein referred to as, théstJareferred Shares"”, and the Junior
Preferred Shares together with the Series A Pedeare collectively referred to as the "Prefe®éatk". The Conversion Agreement
provides, among other things, for the automatioeosion of the 2004 Debentures and the 1998-20@2tares (collectively, the
"Outstanding Debentures") into the appropriatescti#sPreferred Stock immediately following the Canp's receipt of shareholder approval
to the Charter Amendment authorizing the creatiothe Preferred Stock and the filing of the Chafterendment with the Office of the New
York Department of State.

Under the Conversion Agreement, the holders of@pprately $6.7 million in principal amount of 20@#bentures issued during 2003 will
convert such 2002 Debentures (plus accrued anddinytarest) into Series B Preferred Shares. Ofdineaining approximate $81 million in
principal amount of the 1998-2002 Debentures, apprately $31.6 million is comprised of 1998 Debeaet) approximately $21.8 million is
comprised of 1999 Debentures and approximately@b2ifllion is comprised of 2002 Debentures. The 1B@®entures will be converted into
Series C-1 Preferred shares. The 1999 Debentures



will be converted into Series C-2 Preferred sharés. remaining balance of the 2002 Debentures beatbnverted into Series C-3 Preferred
shares.

The number of Junior Preferred Shares to be reddiyeeach holder of 1998-2002 Debentures is basddeorespective prices at which the
1998-2002 Debentures were convertible into ComntonkS The 2002 Debentures issued in 2003 have eecsion price of $0.3420 per
share. The 1998 Debentures, 1999 Debentures amdrtteéning balance of the 2002 Debentures havearsion prices of $0.5776, $0.5993
and $0.3481 per share, respectively. Based orefipective conversion prices of the 19882 Debentures, and estimating the interest ak
on the 1998-2002 Debentures prior to the Charteedament Filing Date, the 1998-2002 Debentures @angartible into an aggregate of
approximately 20.0 million Series B Preferred shab®.5 million Series C-1 Preferred shares, 3illiomSeries C-2 Preferred shares and
80.9 million Series C-3 Preferred shares.

In general, the Junior Preferred Shares have alhtjon preference equal to one (1) time the ppacamount plus accrued and unpaid inte
of the 1998-2002 Debentures converted into Juniefeed Shares The liquidation preference of téeS B Preferred has priority over, and
will be satisfied prior to, the liquidation prefeiee of the Series C Preferred. The liquidationgmeice for each class of the Junior Preferred
Shares is equal to the conversion prices of suaheshThe Junior Preferred Shares are convertitdghe Company's Common Stock, with
each Junior Preferred Share convertible into oaeesbf Common Stock. The holders of the Juniord?refl Shares have the right to vote as
part of the single class with all holders of thex@pany's Common Stock and the holders of the Sarieseferred on all matters to be voted
by such stockholders, with each holder of Juniefétred Shares having such number of votes asesdpadil the number of votes he would
have had if such holder had converted all JuniefdPred Shares held by such holder into CommonkStomediately prior to the record date
relating to such vote.

The Company was a party to a certain loan agreemigmWatson Pharmaceuticals ("Watson") pursuamthicch Watson made term loans to
the Company (the "Watson Term Loan Agreement"henaggregate principal amount of $21.4 millionédenced by two promissory notes
(the "Watson Notes"). It was a condition to the ptetion of the 2004 Debenture Offering that simuéteus with the closing of the 2004
Purchase Agreement, the Company shall have paiddifalhe sum of approximately $4.3 million (whichamt was funded from the
proceeds of the 2004 Debenture Offering) and coeddg Watson certain Company assets in considarfaidNatson's forgiveness of
approximately $16.4 million of indebtedness undher tVatson Notes. A part of such transaction, th&s@aNotes were amended to extend
the maturity date of such notes from March 31, 2@0&une 30, 2007, to provide for satisfactionutfife interest payments under the Watson
Notes in the form of the Company's Common Stockettuce the principal amount of the Watson Notemf$21.4 million to $5 million, an

to provide for the forbearance from the exercisdgifts and remedies upon the occurrence of ceetznts of default under the Watson Ni
(the Watson Notes as so amended, the "Amended estdt®d Watson Note"). Simultaneous with the isseiafthe Amended and Restated
Watson Note, each of the Lead 2004 Investors amdtter investors in the 2004 Debentures as ofuaeprl0, 2004 (collectively, the
"Watson Note Purchasers") purchased the AmendedRasthted Note from Watson in consideration foaynment to Watson of $1.0 million.

In addition to Watson's forgiveness of approxima#46.4 million under the Watson Notes, as addéi@onsideration for the Company's
payment to Watson of approximately $4.3 million &inel Company's conveyance of certain Company asgkessipply agreements between
the Company and Watson were terminated and Watsdred the dilution protections contained in the @uon Stock purchase warrant da
December 20, 2002 exercisable for approximately tillion shares of the Company's Common Stockiptesty issued by the Company to
Watson, to the extent such dilution protectionseanteiggered by the transactions provided in thed2D8benture Offering.

The Amended and Restated Watson Note in the pahaipount of $5.0 million as purchased by the Watdote Purchasers is secured by a
first lien on all of the Company's and its subgiidisl assets, senior to the lien securing the @udéhg Debentures and all other Company
indebtedness, carries a floating rate of intergstikto the prime rate plus 4.5% and matures or 30n2007.

As of April 14, 2004, after giving effect to theymaent to Watson of approximately $4.3 million tetrecture the Watson Term Loan and the
payment of legal and other professional fees redat the 2004 Debenture Offering, the Companyizedinet proceeds from the 2004
Debenture Offering of approximately $ 5.8 millich€ "2004 Debenture Offering Proceeds").

SALE OF ASSETS



In the three months following the Company's Noventh&003 press release announcing the implementafithe restructuring of the
Company's operations, the Company contacted, ocasicted by, a total of 21 parties expressingré@st in the Congers Facilities and
certain non revenue generating ANDAS. Such pawiere provided with a detailed descriptive memoramdelating to the assets and
operations of the Congers Facilities. The majasftguch parties completed a tour of the facilifesl varying degrees of diligence
investigation. Of such parties four provided dtafters of intent outlining non-binding terms fbetacquisition of the assets of the Congers
Facilities, including the direct purchase by sualtips of the Company's leased facility locatedBoanner Drive, Congers, New York from
the landlord of this site.

In February, 2004, the Company sold certain nommae generating ANDASs to a third party in consitleraof $2.0 million. In addition, on
March 19, 2004, the Company and its wholly-owndgkgliary, Axiom Pharmaceutical Corporation, entarged an Asset Purchase
Agreement with IVAX Pharmaceuticals New York LLG\(AX"). Pursuant to the Purchase Agreement, the @amy and Axiom agreed to
sell to IVAX substantially all of the Company's essused in the operation of the Company's forreaegc manufacturing and packaging
operations located in Congers, New York. Sharel@gderoval is necessary to complete the IVAX tratisa and will be sought at the
Company's next annual meeting of shareholdersr 8fténg effect to the payment of legal and othmfpssional fees relating to the IVAX
transaction, the Company estimates that it willizeaaggregate net proceeds from the IVAX transactif approximately $2.3 million. The
aggregate proceeds of $4.3 million from these alisestment transactions is hereinafter referreastthe "Asset Divestment Proceeds."

HYDROCODONE OPTION AGREEMENT

The Company estimates that to scale up its hydamoeditartrate process #1 Opioid Synthesis Teclgydio desirable commercial scale al
Culver Facility, additional funding of approximate$7.0 million will be required for facility impre@ments, the purchase, installation and
validation of new APl manufacturing equipment, eamimental waste management compliance, the prémpaiatthe drug master files for tl
API to be produced at the facility, and relatectdilabor expense (collectively, the "API ScaleEXpenses"). The Company is a party to a
certain Hydrocodone Option Agreement dated FebrGagp04 with Watson Pharmaceuticals ("Watson"spant to which the Company has
granted Watson a six (6) month exclusive optioariter into a supply agreement with the Compangtigply of hydrocodone bitartrate API
(the "Hydrocodone API"). If such option is exercidey Watson, at Watson's sole discretion, of whiehte can be no assurance, Watson will
fund 50% of the API Scale Up Expenses, up to a mami of $3.5 million and the Company has agreedstoaommercially reasonable effc
to obtain financing dedicated to fund its portidritee API Scale Up Expenses. In the event the Comaunable to secure financing
dedicated to fund its portion of the API Scale Uyp&nses, the Hydrocodone Option provides that #inggs will discuss alternatives relating
to the scale up of the its Opioid Synthesis Teobaypfor Hydrocodone API.

There can be no assurance that Watson will exetfoéselydrocodone Option or, even if exercised, thatCompany will succeed in obtaini
financing dedicated to fund its portion of the Atlale Up Expenses. As described in this Reponantion of the 2004 Debenture Offering
Proceeds or the Asset Divestment Proceeds is bedifmtthe API Scale Up Expenses. Until such tiihany, as the Company secures third-
party financing dedicated to the API Scale Up Exgesnthe Company will be unable to complete thensernial scale up of its Opioid
Synthesis Technologies.

MARKETING AND CUSTOMERS

As a result of restructuring its operations, thenPany has discontinued the manufacture and disioibof all of its generic products and
therefore at this time is not engaged in produatketing, selling or distributing finished dosagegucts or bulk API to trade or
pharmaceutical industry customers.

GOVERNMENT REGULATION
GENERAL

All pharmaceutical technology and manufacturingnir including the Company, are subject to extensgelation by the Federal
government, principally by the FDA, and, to a lessdent, by state and local governments. Additignthe Company is subject to extensive
regulation by the DEA for research, developmentmadufacturing of controlled substances. The Comgannot predict the extent to whi

it may be affected by legislative and other reqarkatievelopments concerning its products and tladteare industry in general. The Federal
Food, Drug, and Cosmetic Act, the Controlled Sulsta Act and other Federal statutes and regulagonsrn or influence the testing,
manufacture, labeling, storage, record keepingray@p, pricing, advertising, promotion, sale anstdbution of pharmaceutical products.
Noncompliance with applicable requirements canltéstines, recall or seizure of products, crinlipeoceedings, total or partial suspens

of production, and
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refusal of the government to enter into supply @xts or to approve new drug applications. The FE® has the authority to revoke or
withhold approvals of new drug applications.

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. Each dosdgrm of a specific "new drug" product requirepaate approval by the FDA. In genera
discussed below, less costly and time consumingogppprocedures may be used for generic equivakemntompared to the innovative
products. In addition, certain modifications usexgsting pharmaceutical products may be subjestreamlined approval procedures,
although a case-by-case analysis must be undertlkaddition to providing required safety and effeeness data for FDA approval, a drug
manufacturer's practices and procedures must aqortfocurrent Good Manufacturing Practice Regulai@l@GMPs"), which apply to the
manufacture, receiving, holding and shipping ofiallgs, whether or not approved by the FDA. To enfuil compliance with relevant
standards, some of which are set forth in reguiatithe Company must continue to expend time, maneyeffort in the areas of production
and quality control. Failure to so comply risksayed in approval of drugs, disqualification frompdility to sell to the government, and
possible FDA enforcement actions, such as an itjpmagainst shipment of the Company's productss#izure of non-complying drug
products, and/or, in serious cases, criminal pug@T. The Company's manufacturing facilities arbject to periodic inspection by the FDA.

In addition to the regulatory approval process,Gloenpany 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 regulasiarf the pharmaceutical industry.

DRUG APPROVALS
There are currently three ways to obtain FDA apalktw commercially market and distribute a new druthe U.S.

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. Some of the products argteigh to be developed by the Company which will ipooate the API Synthesis
Technologies and the ADF Technology will requireNdDA filing.. The full clinical testing required fahe preparation and filing of an NDA
requires the expenditure of substantial resoufdes.Company intends to collaborate with third-pertio fund the preparation and filing of
any such NDAs. There can be no assurance thatuatycellaboration will be available on terms acabjd to the Companyi, if at all.

2. Abbreviated New Drug Applications ("ANDASs"). Thrug Price Competition and Patent Term Restoradicinof 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 regient of conducting complete
clinical studies of safety and efficacy, althoughay require expanded clinical bioavailability &rdbioequivalence studies. "Bioavailabilii
means the rate of absorption and levels of conatoir of a drug in the blood stream needed to predutherapeutic 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 the\pously approved version of the drug product, tleat the rate of absorption and the
levels of concentration of a generic drug in thdybare substantially equivalent to those of a fasfy approved equivalent drug product.
principal advantage of this approval mechanisrhas &an ANDA applicant is not required to conduet siame preclinical and clinical studies
to demonstrate that the product is safe and effedtir its intended use.

The 1984 Act, in addition to establishing the ANPfocedure, created new statutory protections fpramd brand-name drugs. In general,
under the 1984 Act, approval of an ANDA for a gémerug may not be made effective until all prodact use patents listed with the FDA
for the equivalent brand name drug have expirdtboe been determined to be invalid or unenforcedlile only exceptions are situations in
which the ANDA applicant successfully challenges talidity or absence of infringement of the patmd either the patent holder does not
file suit or litigation extends more than 30 mondifier notice of the challenge was received bypdtent holder. Prior to enactment of the
1984 Act, the FDA gave no consideration to the miagéatus of a previously approved drug. Additibnainder the 1984 Act, if specific
criteria are met, the term of a product
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or use patent covering a drug may be extended fipetyears to compensate the patent holder forgdaction of the effective market life of
that patent due to federal regulatory review. Wétbpect to certain drugs not covered by patends] 984 Act sets specified time periods of
two to ten years during which approvals of ANDAs generic drugs cannot become effective or, undeaim circumstances, ANDAs cannot
be filed if the equivalent brand-name drug was appd after December 31, 1981.

3. "505(b)(2) or "Paper" NDA. An alternative NDAqmedure is provided by the 1984 Act whereby thdiegmpt may rely on published
literature and more limited testing requirementsisTapplication process is useful when the APbisimercially available in an alternative
dosage form or formulation. The Company believes tihe 505(b)(2) application procedure may be apple to a portion of the products it
intends to develop utilizing its ADF Technology.

HEALTHCARE REFORM

Several legislative proposals to address the risosgs of healthcare have been introduced in Cesgrad several state legislatures. Many of
such proposals include various insurance marketnef, the requirement that businesses providetheeltirance coverage for all their
employees, significant reductions in the growtliutfire Medicare and Medicaid expenditures, anthgémt government cost controls that
would directly control insurance premiums and iadity affect the fees of hospitals, physicians atietr healthcare providers. Such propo
could adversely affect the Company's businessrogng other things, reducing the demand, and tleegpaid, for pharmaceutical products
such as those being developed by the Company. idddity, other developments, such as (i) the adopdif a nationalized health insurance
system or a single payor system, (ii) changes @usdrased medical assistance programs, or (idtgr@revalence of capitated
reimbursement of healthcare providers, could aggfect the demand for the Company's productieirelopment utilizing the Proprietary
Technologies.

ENVIRONMENTAL COMPLIANCE

In addition to regulation by the FDA and DEA, theripany is subject to regulation under Federalestat local environmental laws. The
Company believes it is in material compliance veiiplicable environmental laws. In February of 2a6#,Indiana Department of
Environmental Management (IDEM) issued a noticeiofation to the Culver Facility alleging deficiees with wastewater management at
the site. The Company challenged those allegatiadshas been engaged in productive discussiondN since that time in an effort to
achieve a solution that is satisfactory to theigsrtAlthough this issue remains unresolved, dsioms are ongoing. The Company does not
believe that the outcome of such discussion wikha material impact on the Company's financiabdn or its ability to effectively opera
and undertake activities at the Culver Facility.

COMPETITION

The Company competes to varying degrees with nunsezompanies in the pharmaceutical research, dawelot, manufacturing and
commercialization fields. Most, if not all, of ti@gmpany's competitors have substantially greatanfiial and other resources and are able to
expend more funds and effort than the Companyseaeh and development of their competitive teagiek and products. Although a lar
company with greater resources than the Companyatinecessarily have a higher likelihood of reoe regulatory approval for a

particular product or technology as compared tmaller competitor, the company with a larger resle@nd development expenditure will be
in a position to support more development projestultaneously, thereby improving the likelihoodottaining regulatory approval of a
commercially viable product or technology tharsitsaller rivals.

RAW MATERIALS

The DEA controls both the quantity of controlledstances produced in the U.S. and the quantitgidéin raw materials obtained by
pharmaceutical developers and manufacturers fopribeuction of controlled substances. In this rdgtitre Company is required to file for
and obtain quotas from the DEA for the purchaseuwsgdof controlled substance materials includindi$RAIthough the Company has made
initial contacts with overseas NRM suppliers, nsuaance can be given that the Company will be sisfakin obtaining an adequate quota
from the DEA or (even assuming the Company's ImBedistration is granted) in contracting with thparty suppliers in foreign countries
for NRMs on commercially acceptable terms for thwmpany's requirements of NRMs to be used in itdrotiad substance development and
commercialization efforts. Provided the Companytiwres to seek the Import Registration, the proe@ssproceedings described in this
Report will continue through 2004 and beyond.
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SUBSIDIARIES

The Company's Culver, Indiana research, developmedtmanufacturing operations are conducted bybBolnc., an Indiana corporation
and wholly-owned subsidiary of the Company. AxiohaEnaceutical Corporation, a Delaware corporaiga,wholly-owned subsidiary of
the Company and was formerly engaged in generidymtomanufacturing and distribution in Congers, Néwk. Inasmuch as the Company's
generic drug manufacturing and distribution operatihave been terminated, Axiom Pharmaceutical @atjpn will become an inactive
subsidiary of the Company.

EMPLOYEES

As of March 31, 2004, the Company had 18 full-tiemeployees. Twelve of these employees are engaggdtitities at the Culver Facility
relating to the research, development, scale-ugcaminercialization of the Opioid Synthesis Techgas and ADF Technology. The
remaining employees are engaged in administrdgal, accounting, finance, market research, basidevelopment and licensing activities.

ITEM 2. PROPERTIES

The Company leases approximately 1,600 squarefegtministrative office space at 616 N. North Gp8uite 120, Palatine, Illinois 60067.
The lease agreement is between the Company ancidiiliated lessor. The lease agreement has adéione year expiring February 28,
2005. The Company has an option to renew the keass additional one year term. The lease agreeprenides for annual rent, property
taxes, common area maintenance and janitorialerfor approximately $29,000 per year. This leadBde space is utilized for the
Company's administrative, accounting, finance, mer&search, and business development functions.

The Company's research, development, laboratomghease and manufacturing facility is at 16235e6&Raad 17, Culver, Indiana. At this
location the Company's Houba, Inc. subsidiary ownA$,000 square foot facility on approximately 8€ea of land. This facility includes an
office area for administrative functions and quadissurance functions, an API manufacturing aneanalytical methods development, assay
testing and chemistry research laboratory, a proaiud API stability testing area, a warehouse aed,an area for tablet and capsule finished
dosage product manufacturing.

ITEM 3. LEGAL PROCEEDINGS

Beginning in 1992, actions were commenced agaimesCompany and numerous other pharmaceutical manuoéas in connection with the
alleged exposure to diethylstilbestrol ("DES"). Tdefense of all of such matters was assumed bgdingpany's insurance carrier and a
substantial number have been settled by the ca@ierently, several actions remain pending with @ompany as a defendant and the
insurance carrier is defending each action. The g2zom does not believe any of such actions will heaneaterial impact on the Company's
financial condition.

The Company is named as a defendant in an actittedmlfred Kohn

v. Halsey Drug Co. in the Supreme Court of New Y&konx County. The plaintiff seeks damages of $tillion for breach of an alleged
oral contract to pay a finder's fee for a businesmssaction involving the Company. Discovery irsthction is complete. The Company's
motion for summary judgment was due to be heartheyCourt on August 8, 2003. Plaintiff Kohn decelsieortly prior to such hearing date,
and the motion for summary judgment and any tridghis matter have been stayed pending the subetitof Mr. Kohn's estate as the
plaintiff. The Company does not believe this actidgh have a material impact on the Company's feiahcondition.

On June 13, 2002, the Company was named an additiefendant in an Amended Complaint filed in thetter entitled Vintage
Pharmaceuticals, Inc., v. Watson Pharmaceutiaats, &nd Halsey Drug Company, Inc., pending inUhéed States District Court for the
Northern District of Alabama, Civil Action No. CV1-B-1847-NE. Vintage seeks unspecified damages fraCompany for allegedly
interfering with Vintage's contract to produce Mdo&(R), the brand name of doxycycline monohydrfaie\Watson the Company denies the
allegations, and is vigorously defending the actidiatson Pharmaceuticals' motion for summary judgmeas approved by the Court on
April 13, 2004. The Company intends to file a motio dismiss the Amended Complaint for failurettes a cause of action based on the
summary judgment approval in favor of Watson onuhederlying claim.
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The Company does not believe this action will haweaterial impact on the Company's financial coonlit
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
No matters were submitted to a vote of securitgl@rd during the fourth quarter of 20t

PART Il

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELA TED SECURITY HOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

MARKET AND MARKET PRICES OF COMMON STOCK

Set forth below for the periods indicated are tigh land low bid price for the Company's Common Efoc trading in the Common Stock on
the OTC Bulletin Board as reported by the OTC Budl8oard. Such over-the-counter market quotatiefiect inter-dealer prices, without
retail mark-up, mark-down or commission and mayneatessarily represent actual transactions.

BID PRIC E
PERIOD HIGH LO w
2002 Fiscal Year
First Quarter..............cccccuvee 24 1. 5
Second Quarter.......cccceeeeveeenn... 275 1. 3
Third Quarter.............ceeeeueee 1.95 1.0 5
Fourth Quarter...........cccccvvveees 1.85 .6 8
2003 Fiscal Year
First Quarter.............cccceuvee 1.09 .8 2
Second Quarter.......cccceeeeveeenn... 1.11 7 6
Third Quarter.............coeeeueee 1.60 .7 6
Fourth Quarter...........cccovvvees 1.07 .2 6
2004 Fiscal Year
First Quarter...........ccceeeeneee 82 4 1

HOLDERS

There were approximately 669 holders of recorchef@ompany's common stock on March 31, 2004. Tumster, however, does not reflect
the ultimate number of beneficial holders of thex(pany's common stock.

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 neetbits general financial condition. The termshaf Series A Preferred shares issuable by
the Company upon conversion of the Company's 5%eatible senior secured debentures issued pursoidiné Debenture and Share
Purchase Agreement dated as of February 6, 208426004 Debentures") and the Term Loan Agreemesigiasd by Watson

Pharmaceuticals to Care Capital Investments I, E$3ex Woodlands Health Ventures V, L.P., Galetmees Ill, L.P. and other investors in
the 2004 Debentures (see "ltem 13. Certain Relships and Related Transactions”) prohibit the Cameom paying cash dividends. The
Company does not intend to pay any cash dividemtisel foreseeable future.

RECENT SALES OF UNREGISTERED SECURITIES
During the quarter ended December 31, 2003, thepaasnissued the following securities which were negiistered under the Securities Act:

(i) 5% convertible senior secured debentures iratigregate principal amount $3.5 million (the "BgdNotes") issued to certain bridge
lenders (the "Bridge Lenders") on each of Octohétdvember 2, December 5, and December 29, 20@83; an

14



(if) 5% convertible senior secured debentures énaigregate principal amount of $427,577 issueatisfaction of accrued interest under the
Company's outstanding 5% convertible senior secdebentures.

Each of the investors in the Bridge Notes and degpients of 5% convertible senior secured debestim satisfaction of interest payments is
an Accredited Investor as defined in Rule 501 (aRefulation D promulgated under the Securities Bath of such securities was issued
without registration under the Securities Act itianece upon Section 4(2) of the Securities Act Redjulation D promulgated thereunder.

ITEM 6. SELECTED FINANCIAL DATA

The selected consolidated financial data presesrédtie following pages for the years ended Decer@beP003, 2002, 2001, 2000 and 1999
are derived from the Company's audited Consolidaiedncial Statements. The Consolidated Finantaksients as of December 31, 2003
and December 31, 2002, and for each of the yedhleithree-year period ended December 31, 2003thenickport thereon, are included
elsewhere herein. The selected financial infornmadie of and for the years ended December 31, 2000299 are derived from the audited
Consolidated Financial Statements of the Companypresented herein.

The information set forth below is qualified byeegnce to, and should be read in conjunction wlih Consolidated Financial Statements and
related notes thereto included elsewhere in thfoReand "ltem 7. Management's Discussion and Asislgf Financial Condition and Results
of Operations."

YEARS ENDED DECEMBER 31,

2003 2002 2001 2000 1999
(IN THOUSANDS, EXCEPT PER SHARE DATA)

OPERATING DATA:
Net revenues .........c.cceeeenee. $ 5750 $ 8,205 $16,929 $20,223 $ 11,420
Operating Costs
Cost of manufacturing ............. $11,705 $ 12,535 14,857 18,743 15,316
Research and development .......... $ 1460 $ 1,517 1,327 1,821 1,075
Selling, general and

Administrative expenses ......... $ 7903 $ 7,216 6,616 6,208 7,383
Plant shutdown costs .............. $ 1926 $ (126) 68 53 3,220
Interest EXPense .................. $ 6,001 $ 4,728 3,913 3,699 2,946
Interest income ................... $ 25 % 15 69 662 95

Amortization of deferred debt
Discount and private offering

COStS oo $24,771 % 12,558 2,591 2,448 1,825
Loss on extinguishments of
Debt .....ccovviiiiiiie $ - $ 28,415
Investment in joint venture ....... $ - 3 -- (202) (57) -
Other (income) expense ............ $ 464 $ 966 (13) (101) (187)
Loss before income tax
Benefit ..o, $(48,455) $ (59,589) (12,563) (12,043) (20,063)
Income tax benefit ................ $ - 3 - - (389) -
Net I0SS ..ccvevvvrviriiiriiens $(48,455) $ (59,589) $(12,563) $(11,654) $(20,063)

Basic and diluted loss per

common share (390) $ (.84) $ (.80) $ (1.40)

Weighted average number of

outstanding shares .............. 21,227 15,262 15,021 14,503 14,326
DECE MBER 31,
2003 2002 2001 2000 1999
(IN THOUSANDS, EX CEPT PER SHARE DATA)

BALANCE SHEET DATA:
Working capital

(deficiency) ..... $ (3,770) $ 5933 $ (8,276) $(5,061) $(5,181)
Total assets ....... $ 6,622 $ 19,364 11,069 15,209 12,495
Total liabilities .. $ 29,964 $ 31,632 76,505 68,558 54,869
Accumulated deficit $(209,546) $(161,090) ( 101,501) (88,938) (77,284)
Stockholders' equity

(deficit) ........ $(52,067) $(12,268) (65,436) (53,349) (42,374)

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 2 of this Report fititonal factors relating to such
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Statements.
OVERVIEW

After due consideration of alternative strategied eonsidering the optimal use of available fundamy the prospects for attracting new
funding, on October 30, 2003, the Company's Bo&miectors unanimously adopted a strategy to sutigtlly restructure the Company's
operations. On November 6, 2003, the Company gdulditcnounced its restructuring plan to focus ifere$ on research and development
related to certain proprietary finished dosage petsland APIs. In making its determination the BloafrDirectors considered, among other
factors, the Company's ability and time requiredeaerate positive cash flow and income from theration of the Company's finished
dosage manufacturing, packaging, labeling andibligton facilities located in Congers, New York {eatively, the "Congers Facilities") in
the manufacture and distribution of finished dosggeeric products pursuant to abbreviated new dpydjcations ("ANDAS").

The Company incurred losses of $48.5 million in20869.6 million in 2002 and $12.6 million in 2000he Board determined that near term
sales of the Company's finished dosage generiaptsdavould likely result in continued financial &8s in view of the highly competitive
market environment, low market pricing, decliningniket size for its existing generic products arelitk of timely new generic product
launches. Based on this analysis and other fadterBoard concluded that the Company restructareperations by closing or divesting the
Congers Facilities and reducing certain activiiegs Culver Facility. The plan targeted a redurctin workforce of approximately 70
employees at the Congers Facilities, 25 employetteaCulver Facility and 5 employees in Rockfdhdihois.

In implementing the restructuring plan at the Culvacility, the reduction in work force involved@mpximately 25 employees engaged in or
supporting the manufacture of doxycycline hyclatd doxycycline monohydrate APIs which were conwttefinished dosage products at
the Congers Facilities. With the closure of the @& Facilities the APIs manufactured in Culvereveot required. The Culver Facility work
force reduction was substantially completed by Dawer 31, 2003.

In implementing the restructuring plan at the Rocéf Illinois administrative office facility, thed@npany terminated its Rockford office lease
agreement and relocated the administrative funstiorPalatine, Illinois. This process was completed-ebruary 29, 2004 resulting in a
reduction in work force of 5 employees.

In implementing the restructuring of operationshat Congers Facilities, the reduction in work foirneolved essentially all of the employees
at the site. Finished generic product manufactuoipgrations substantially ceased on January 3@i. Z¥ckaging and labeling operations
ceased approximately February 12, 2004 and quadityrance and related support activities ceasagmoximately February 27, 2004. Such
dates also mark the substantial completion of édection in work force of approximately 70 employ@agaged in these activities at the
Congers Facilities. From approximately March 1,2@)March 19, 2004 a small logistics, maintenaanog warehouse staff prepared the
Congers Facilities for sale to lvax Pharmaceutiaalslescribed above under the caption "Sale oft&sse

In implementing the restructuring adopted by theuBlpthe Company has transitioned to a singleaadlyi integrated operations site locate
its Houba, Inc. subsidiary in Culver, Indiana. Te&mpany's strategy and key activities to be coratliat the Culver Facility are as follows:

- Development of the Company's ADF Technology fee in orally administered opioid finished dosagedpicts.

- Manufacture and quality assurance release otalitrial supplies of certain finished dosage fgroducts utilizing the ADF Technology.
- Evaluation of certain finished dosage produciizing the ADF Technology in clinical trials.

- Scale-up and manufacture of commercial quantitfesertain products utilizing the ADF Technology ale by the Company's licensees.
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- Research, development and scale up of the Corfgpaayel Opioid Synthesis Technologies.

- Prosecution of the Company's application to tl\Do receive a registration to import Narcotic Rislaterials ("NRMs") for use in the
production of opioid API's utilizing the Compan®pioid Synthesis Technologies.

- Negotiating and executing license and developragreaements with strategic pharmaceutical company@rs providing that such licensees
will further develop certain finished dosage pragudilizing the ADF Technology, file for regulatoapproval with the FDA and other
regulatory authorities and commercialize such petslu

RESULTS OF OPERATIONS
NET REVENUES

Net product revenues for 2003 of $5,750,000 repitsse decrease of $2,455,000 in product revenuesrapared to 2002. The decre
resulted primarily from declining purchases byragle customer under an exclusive supply agreenoeithé Company's major product lines.
The Company, pursuant to certain provisions inaifpeement, terminated the exclusive supply agreeiméarch, 2003 and thereafter
attempted to reestablish itself in the marketplacenanufacturing and distributing generic produstder its Axiom subsidiary label. The
Company's relatively narrow generic product lite, éntrenched market positions of existing comprstitrelatively low market prices and
time required to fulfill the regulatory requiremertf reestablishing the generic products undeCirapany's Axiom label resulted in
revenues lower than anticipated. Ultimately, theseditions caused the Company to reassess itegyrand to implement a restructuring of
operations. Such restructuring was announced oreidber 6, 2003.

Net product revenues for 2002 of $8,205,000 repitese decrease of $224,000 in product revenuegrapared to 2001. During 2002 t
Company obtained sources for the key APIs for thaufacture of butalbital/acetaminophen/caffeindetaband prednisolone syrup. However
due to the length of time these products were wailable for sale due to lack of APIs, the Comphlost consequential market share. The ¢
decline of product sales in 2002 was also due fhtpahe time required to site transfer the praddimm the Company's Brooklyn, NY

facility, which closed in March 2001, to the ComparCongers, NY Facilities. The Company also gerer&8,500,000 in product
development revenue in 2001 relating to the Comigasale of an ANDA to Watson.

COST OF MANUFACTURING

The Company's cost of manufacturing for 2003 wa&920f net product sales versus 153% of net proshies for 2002. The increased cos
a percent of sales in 2003 was directly attribwgdbla charge of $1,354,000 for impairment of inggnin connection with the Company's
restructuring.

For 2002, the Company's cost of manufacturing vE@9d net product sales versus 176% for 2001, affieisament of $8,500,000 for product
development revenues in 2001. This improvementmedlbecause the Company had expanded its labpaatdrpackaging capabilities
allowing for a reduction in the use of third pastte perform these services at a net cost savintfetCompany.

RESEARCH & DEVELOPMENT EXPENSES

For 2003, research and development expenses amdaor$é,460,000 compared to $1,517,000 for 2002. décrease of $57,000 or 3.8%
reflects the reduction in resources available talfthese activities. The development expenditur@003 were primarily related to the
Company's development efforts relating to the A¥eAnology and the Opioid Synthesis Technologies.

For 2002, research and development expenses andaor$é 517,000 compared to $1,327,000 for 200&.imbrease of $190,000 or 14%
reflects development expenses incurred on a nuofly@ojects including the development of the Compm@pioid Synthesis Technologies.
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The Company has restructured its operations aneloéxpo devote substantially all of its resource®004 to research and development
activities relating to its ADF Technologies and @igiSynthesis Technologies.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES

Selling, general and administrative costs were@3,00 (138% of net product revenue) for 2003 corgpéo $7,216,000 (88% of net prod
revenue) for 2002. This increase is primarily duadded professional costs associated with theputien of the Import Registration of
$233,000, increased bad debt expenses of $350r@Dfades personnel cost of $93,000.

Selling, general and administrative costs were 1,00 (88% of net product revenue) for 2002 comgpan $6,616,000 (78% of net product
revenue )for 2001 after adjustment of $8,500,000rgduct development revenues in 2001. This ineréaprimarily due to added
professional and personnel costs incurred for paesearch and matters associated with prosecotitive Import Registration and on the
Opioid Synthesis Technologies of $174,000, increas@roduct marketing expenses of $253,000 anéased corporate insurance premit
of $173,000.

PLANT SHUTDOWN COSTS

On November 6, 2003, the Company announced itatiterestructure the Company's operations to fasusfforts on research and
development relating to certain proprietary findl#msage products and active ingredients. As [jadhiad process, in February 2004 the
Company discontinued the manufacture and salenshigd dosage generic products at its Congers, YW locations and substantially
reduced activities at its active pharmaceuticatedgent facility in Culver, Indiana. As of Decemi&4, 2003, the Company recorded
aggregate restructure expenses of approximateR883)00 consisting of an impairment charge of $3,800 against property, plant and
equipment, an impairment charge of $1,354,000 ag&imentory (charged to cost of sales) and $25Bdi®ther costs.

INTEREST EXPENSE, NET OF INTEREST INCOME

Interest expense, net of interest income for 20@8sased by $1,263,000 or 26.7% over 2002 refigétiterest expense on the December,
2002 financing and the 2003 bridge financings.

Interest expense, net of interest income for 208&iased by $869,000 or 22.6% over 2001 refledtitggest on borrowings under the Galen
Bridge Loan Agreement. During 2002, the Companydwed an aggregate of $12,500,000 under the GalelgdLoan Agreement.

AMORTIZATION OF DEFERRED DEBT DISCOUNT, AND PRIVATE OFFERING COSTS

In 2003, 2002 and 2001 the Company issued wareartsncurred costs associated with private placésraard bridge financings. The value
of warrants issued in 2003, 2002, and 2001, asrdated by use of the Black-Scholes valuation modek approximately $581,000,
$5,115,000 and $310,000, respectively. The Compawrred private offering costs of approximately®M1,000 in 2002. The private
placements and bridge financings included benéfciaversion features with an estimated fair valti$7,178,000 and $78,364,000 in 2003
and 2002, respectively. The value of the warrgmigate offering costs, and beneficial conversieatiires are being amortized over the life of
the underlying debentures and notes. In conjunatitimthe Company's December 2002 private placemidébentures, the remaining
unamortized balance of private offering costs fri889 were written-off. Amortization expense of dede debt discount and private offering
costs was $24,771,000, $12,558,000 and $2,591r0P003, 2002 and 2001, respectively. At DecembeRB@Q3, there remained $56,891,(

of debt discount which will be amortized to expenser the remaining life of the related debentures.

LOSS ON EXTINGUISHMENT OF DEBT

In 2002, the Company recorded a charge to earmewgsded as loss on the extinguishment of deb28f415,000 as a result of the
Company's 2002 Debenture Offering. The loss cansisthe following amounts: 1) $11,985,000, repnéisg the fair value of 10,700,665
warrants, as calculated using the Black-Scholesmricing model, that the Company issued to Waisoconsideration of Watson's
extension of the maturity date of the Watson Tewan; 2) $2,282,000, representing the
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fair value of the shares of Common Stock issuetherexercise of 8,145,736 Common Stock Purchaseamarin excess of the number of
shares that would have been issued as a resutnofidication of the Warrants' net share settlenpeavision; and 3) $14,148,000,
representing the incremental increase in the finerof the remaining 1998 Warrants and 1999 Wesras a result of reducing their exercise
price in connection with the modification of thesasiated debt agreements, as calculated usingldo&-Bcholes option-pricing model.

OTHER INCOME (EXPENSE)

Included in other income (expense) for the yeaedridecember 31, 2003 and 2002, are charges the &gymecorded to earnings of
$457,000 and $863,000, respectively, representiagnicremental increase in the fair value of cartdher outstanding warrants as a result of
reducing the exercise price of the warrants in stanece with their original terms, as calculatechgghe Black-Scholes option-pricing model.

LIQUIDITY AND CAPITAL RESOURCES

At December 31, 2003, the Company had cash andezpstalents of $942,000 as compared to $9,211a300&cember 31, 2002. The
Company had a working capital deficit of $3,770,@é@®ecember 31, 2003.

On February 6, 2004, the Company consummated atproffering of securities for an aggregate puretpage of approximately $12.3

million (the "2004 Debenture Offering"). The seties issued in the 2004 Debenture Offering condisfeconvertible senior secured
debentures (the "2004 Debentures”). The 2004 Debenivere issued by the Company pursuant to aic&&benture and Share Purchase
Agreement dated as of February 6, 2004 (the "2Q@0@dHRase Agreement") by and among the Company, Capéal Investments Il, LP ("Ca
Capital"), Essex Woodlands Health Ventures V, [(‘Bssex"), Galen Partners I, L.P. and each ofRhechasers listed on the signature page
thereto (collectively, the "2004 Debenture Investooup"). On April 14, 2004 the Company completadhdditional closing under the 2004
Purchase Agreement and issued additional 2004 Detesnin the aggregate principal amount of appraxéty $579,000, bringing the

principal amount of the 2004 Debentures issuechbyGompany under the 2004 Purchase Agreementdggregate amount of approximai
$12.879 million.

Of the approximate $12.879 million in 2004 Debeetuissued in the 2004 Debenture Offering, approtdin&2.0 million of 2004
Debentures were issued in exchange for the sur@idi&e amount of principal plus accrued intereststanding under Company's 5%
convertible senior secured debentures issued pursuavorking capital bridge loan transactions withare Capital, Essex Woodlands and
Galen Partners lll, L.P., Galen International lIP., and Galen Employee Fund I, L.P. (colleclyyéGalen") during November and
December, 2003. The 2004 Purchase Agreement fuystbeides that the Company may issue additionaiZD8bentures in the principal
amount of up to approximately $1.121 million orpoior to June 5, 2004, provided that the aggrepateipal amount of 2004 Debentures
issued pursuant to the 2004 Purchase Agreememtnstiaxceed $14.0 million without the consenttaf holders of 60% of the principal
amount of the 2004 Debentures then held by Caréalapssex and Galen.

The 2004 Debentures, issued at par, bear interést aate of 1.62% per annum, the short-term Ayaplie Federal Rate on the date of
issuance. The 2004 Debentures are secured by arlialt assets of the Company. In addition, eaddaiba, Inc. and Axiom Pharmaceutical
Corporation, each a wholly-owned subsidiary of@mpany, has executed in favor of the 2004 Deberitalders, an unconditional
agreement of guaranty of the Company's obligatioder the 2004 Purchase Agreement. Each guaraségised by all assets of such
subsidiary. In addition, the Company has pledgedstbck of each such subsidiary to the holdere®®004 Debentures to further secure its
obligations under the 2004 Purchase Agreement.

In accordance with the terms of an Amended andaiastSubordination Agreement dated as of Februa29® between the Company, the
holders of the 2004 Debentures and the holdefseo€ompany's other outstanding debentures, the ¢éierthe Company's and its subsidiary's
assets as well as the payment priority of the 2ZD8dentures are (i) subordinate to the Companyisaiel payment obligations in favor of
Watson Pharmaceuticals under the Watson Term Lagmaeient, and (ii) senior to the Company's lien@aynent obligations in favor of
the holders of the Company's other outstandingtebes in the aggregate principal amount of appnakely $87.7 million.

The 2004 Debentures (including the principal amguns interest accrued at the date of conversidihrenvert automatically into the
Company's Series A convertible preferred stock (8aies A Preferred") immediately following the
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Company's receipt of shareholder approval at ix$ sigareholders' meeting to restate the ComparersfiCate of Incorporation (the "Charter
Amendment") to authorize the Series A Preferredthedlunior Preferred Shares (as described belovjte filing of the Charter
Amendment with the Office of the New York DepartrhehState (the date of such filing, the "Chartenéndment Filing Date"), as provided
in the 2004 Purchase Agreement. The 2004 Debentillesonvert into Series A Preferred at a price gleare (the "Series A Conversion
Price") of $0.6425, representing the average otlbging bid and asked prices of the Company's Com8tock for the twenty (20) trading
days ending February 4, 2004, as reported by the-@e-Counter ("OTC") Bulletin Board. The Serie€Anversion Price is subject to
adjustment, from time to time, to equal the consitien per share received by the Company for it@on Stock, or the conversion/exercise
price per share of the Company's Common Stock lidswander rights or options for the purchase oftock or other securities convertible
into, Common Stock ("Convertible Securities"),afler than the then applicable Series A ConversiteP

Based on the $0.6425 Series A Conversion PrickeSeries A Shares and estimating the interestalcander the 2004 Debentures prior to
the Charter Amendment Filing Date, the 2004 Debestwith an aggregate principal amount of $14 onllivould be convertible into an
aggregate of approximately 22 million Series A Prefd shares.

In general, the Series A Preferred shares hawalétion preference equal to five (5) times thigah$0.6425 Series A Conversion Price (the
"Series A Liquidation Preference"). In additione tBeries A Preferred shares are convertible i&€Citmpany's Common Stock, with each
Series A Preferred share convertible into the nurobshares of Common Stock obtained by dividing

(i) the Series A Liquidation Preference, by (iigth0.6425 Series A Conversion Price, as such csimreprice may be adjusted, from time to
time, pursuant to the dilution protections of ssblares. Without limiting the Series A Liquidatioreference, the holders of Series A
Preferred shares also have the right to participétethe holders of the Company's Common Stockauhe occurrence of a liquidation eve
including the Company's merger, sale of all or tftglly all of its assets or a change of contirahsaction, on an as-converted basis (but for
these purposes only, assuming the Series A Prdfehares to be convertible into only thirty pera@@s) of the shares of Common Stock
into which they are otherwise then convertible)e Holders of Series A Preferred shares also havaght to vote as part of a single class
with all holders of the Company's voting securiti@sall matters to be voted on by such securitgdia. Each holder of Series A Preferred
shares will have such number of votes as shallleqaaaumber of votes he would have had if sucldéotonverted all Series A Preferred
shares held by such holder into shares of CommackStmediately prior to the record date relatiagtich vote.

The 2004 Purchase Agreement provides that eaclamef Capital, Essex and Galen (collectively, theal 2004 Investors") has the right to
designate for nomination one member of the CompgaBgard of Directors, and that the Lead Investoiiectively may designate one
additional member of the Board (collectively, thesinees”). The Purchase Agreement further providdghe Designees, if so requested by
such Designee in his sole discretion, shall be appd to the Company's Executive Committee, Comgtgos Committee and any other
Committee of the Board of Directors. The Design#feSare Capital, Essex and Galen are Messrs. KiasbEhangaraj and Wesson,
respectively, each of whom are current Board memligffective as of the closing of the 2004 Purchisgeeement, the Lead 2004 Investors
may collectively nominate one additional Desigreéhe Board. The Company has agreed to nominatagmaint to the Board of Directors,
subject to shareholder approval, one designeeaf @aCare Capital, Essex and Galen, and one tokedesignee of the Lead 2004
Investors, for so long as each holds a minimum08 ®f the Series A Preferred shares initially issteesuch party (or at least 50% of the
shares of Common Stock issuable upon conversitimeoBeries A Preferred shares).

As of February 10, 2004, the date of the initialsahg of the 2004 Purchase Agreement, the Compadysisued and outstanding and
aggregate of approximately $87.7 million in priradipmount of 5% convertible senior secured debestaraturing March 31, 2006 issued
pursuant to three separate Debenture PurchaserAgne dated March 10, 1998, as amended (the "1888Mmures"), May 26, 1999, as
amended (the "1999 Debentures") and December 2@ @0e "2002 Debentures"”), respectively. The 1B8Bentures, 1999 Debentures and
2002 Debentures are referred to collectively as'1888-2002 Debentures"”. After giving effect to thempany's issuance of additional 5%
convertible senior secured debentures in satisiadi interest payments on the 1998-2002 Debentasesf February 10, 2004, the 1998-
2002 Debentures were convertible into an aggrezfaapproximately 190.4 million shares of the CompaiCommon Stock.

Simultaneous with the execution of the 2004 Purelfegreement, and as a condition to the initialiclp®f the 2004 Purchase Agreement,
Company, the 2004 Debenture Investor Group and efitie holders of the 1998-2002 Debentures exdauigertain Debenture Conversion
Agreement, dated as of February 6, 2004 (the "Cwsive Agreement”). In accordance with the termthefConversion Agreement, each
holder of the 2004 Debentures agreed to conver2®d Debentures held by such holder into the Coryip&Series A Preferred shares and
each holder of 1998-2002 Debentures agreed
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to convert the 1998-2002 Debentures held by sutttehinto the Company's Series B convertible prefistock (the "Series B Preferred”)
and/or Series C-1, C-2 and/or C-3 convertible pretestock (collectively, the "Series C Preferredfe Series C Shares together with the
Series B Shares are herein referred to as, théotJareferred Shares", and the Junior PreferredeSttagether with the Series A Preferred,
are collectively referred to as the "Preferred Btothe Conversion Agreement provides, among attiegs, for the automatic conversion of
the 2004 Debentures and the 1998-2002 Debentusbsdtively, the "Outstanding Debentures") into Hmpropriate class of Preferred Stock
immediately following the Company's receipt of garlder approval to the Charter Amendment authugihe creation of the Preferred
Stock and the filing of the Charter Amendment with Office of the New York Department of State.

Under the Conversion Agreement, the holders of@pprately $6.7 million in principal amount of 20@#bentures issued during 2003 will
convert such 2002 Debentures (plus accrued anddinyarest) into Series B Preferred Shares. Ofdineaining approximate $81 million in
principal amount of the 1998-2002 Debentures, apprately $31.6 million is comprised of 1998 Debeaet) approximately $21.8 million is
comprised of 1999 Debentures and approximately@b2ifllion is comprised of 2002 Debentures. The 1B@®entures will be converted into
Series C-1 Preferred shares. The 1999 Debentulidsenionverted into Series C-2 Preferred sharks.rémaining balance of the 2002
Debentures shall be converted into Series C-3 Regfshares.

The number of Junior Preferred Shares to be reddiyeeach holder of 1998-2002 Debentures is basddeorespective prices at which the
1998-2002 Debentures were convertible into ComntonkS The 2002 Debentures issued in 2003 have wecsion price of $0.3420 per
share. The 1998 Debentures, 1999 Debentures amdrtteéning balance of the 2002 Debentures havearsion prices of $0.5776, $0.5993
and $0.3481 per share, respectively. Based orefipective conversion prices of the 198%2 Debentures, and estimating the interest ak
on the 1998-2002 Debentures prior to the Charteedament Filing Date, the 1998-2002 Debentures angartible into an aggregate of
approximately 20.0 million Series B Preferred shab®.5 million Series C-1 Preferred shares, 3illiomSeries C-2 Preferred shares and
80.9 million Series C-3 Preferred shares.

In general, the Junior Preferred Shares have alhtjon preference equal to one (1) time the ppacamount plus accrued and unpaid inte
of the 1998-2002 Debentures converted into Juniefeed Shares The liquidation preference of téeS B Preferred has priority over, and
will be satisfied prior to, the liquidation prefeiee of the Series C Preferred. The liquidationgmeice for each class of the Junior Preferred
Shares is equal to the conversion prices of suaheshThe Junior Preferred Shares are convertitdeghe Company's Common Stock, with
each Junior Preferred Share convertible into oaeesbf Common Stock. The holders of the Juniord?refl Shares have the right to vote as
part of the single class with all holders of thex@pany's Common Stock and the holders of the Sérieseferred on all matters to be voted
by such stockholders, with each holder of Juniefétred Shares having such number of votes asesdpadil the number of votes he would
have had if such holder had converted all JuniefdPred Shares held by such holder into CommonkStomediately prior to the record date
relating to such vote.

The Company was a party to a certain loan agreemigmWatson Pharmaceuticals ("Watson") pursuamthicch Watson made term loans to
the Company (the "Watson Term Loan Agreement"henaggregate principal amount of $21.4 millionédenced by two promissory notes
(the "Watson Notes"). It was a condition to the ptetion of the 2004 Debenture Offering that simuéteus with the closing of the 2004
Purchase Agreement, the Company shall have paidddihe sum of approximately $4.3 million (which@amt was funded from the
proceeds of the 2004 Debenture Offering) and coeddg Watson certain Company assets in considariaidNatson's forgiveness of
approximately $16.4 million of indebtedness undher tVatson Notes. A part of such transaction, th&s@aNotes were amended to extend
the maturity date of such notes from March 31, 2@0&une 30, 2007, to provide for satisfactionutfife interest payments under the Watson
Notes in the form of the Company's Common Stockettuce the principal amount of the Watson Notemf$21.4 million to $5 million, an
to provide for the forbearance from the exercisdgifts and remedies upon the occurrence of ceetznts of default under the Watson N
(the Watson Notes as so amended, the "Amended estdt®d Watson Note"). Simultaneous with the isseiafithe Amended and Restated
Watson Note, each of the Lead 2004 Investors amdtter investors in the 2004 Debentures as ofuaeprl 0, 2004 (collectively, the
"Watson Note Purchasers") purchased the AmendedRasthted Note from Watson in consideration foaynment to Watson of $1.0 million.

In addition to Watson's forgiveness of approxima#46.4 million under the Watson Notes, as addéi@onsideration for the Company's
payment to Watson of approximately $4.3 million &inel Company's conveyance of certain Company asgkessipply agreements between
the Company and Watson were terminated and Watsdred the dilution protections contained in the @uon Stock purchase warrant da
December 20, 2002 exercisable for approximately tdillion shares of the
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Company's Common Stock previously issued by theamy to Watson, to the extent such dilution pradest were triggered by the
transactions provided in the 2004 Debenture Offgrin

The Amended and Restated Watson Note in the pahaipount of $5.0 million as purchased by the Watdote Purchasers is secured by a
first lien on all of the Company's and its subgiidisl assets, senior to the lien securing the @udéhg Debentures and all other Company
indebtedness, carries a floating rate of interggtikto the prime rate plus 4.5% and matures or 30n2007.

As of April 14, 2004, after giving effect to theypaent to Watson of approximately $4.3 million tetrecture the Watson Term Loan and the
payment of legal and other professional fees redat the 2004 Debenture Offering, the Companyizedinet proceeds from the 2004
Debenture Offering of approximately $ 5.8 millich€ "2004 Debenture Offering Proceeds").

In February, 2004, the Company sold certain nommeae generating ANDAs. In addition, on March 1904£0he Company and its wholly-
owned subsidiary, Axiom Pharmaceutical Corporatemtered into an Asset Purchase Agreement with I\PRdrmaceuticals New York LL
("IVAX"). Pursuant to the Purchase Agreement, tloenpany and Axiom agreed to sell to IVAX substattiall of the Company's assets u:
in the operation of the Company's former generiauf@cturing and packaging operations located ingéosy New York. Shareholder
approval is necessary to complete this transaetimhwill be sought of the Company's next annualtimgef shareholders. After giving effe
to the payment of legal and other professional fekging to these assets divestment transactibasompany estimates that it will realize
aggregate net proceeds from such transactionspob@imately $4.3 million. (the "Asset DivestmenbBeeds").

The development, scale- up and commercializatiohRi& incorporating the Company's Opioid Synth&sishnologies and ADF Technology
are subject to various factors, many of which arside the Company's control. To date, a portiosuzh technologies have been tested in
laboratory settings, and none have been testdihinat settings. All such technologies will needie successfully scaled up to be
commercially viable, of which no assurance canilerg Additionally, the Company must satisfy, amehiinue to maintain compliance with
the DEA's and FDA's requirements for the maintepanfdts controlled substances research and matwifag registrations. The Company is
pursuing a registration (the "Import Registratiotd'ymport narcotic raw materials ("NRMs") from tan foreign countries as described in
Item 1 under the caption "Import License Registidti The process of seeking the Import Registratioa continuing development of the
Company's Opioid Synthesis Technologies and theldpwment of finished dosage products utilizing@mmpany's ADF Technology are
planned to continue through 2004. The Company @&blento provide any assurance that such techn@agie be scaled up to commercial
scale or that they will be commercially viable. Mover, no assurance can be given that the Compi#firsuaceed in obtaining the Import
Registration. The Company is committing substalgtill of its resources and available capital te trevelopment of the ADF Technology,
Opioid Synthesis Technologies and to the proseawtfdhe Import Registration. The failure of thermany to successfully develop the ADF
Technology will have a material adverse effectlm@ompany's operations and financial condition.

The Company estimates that to scale up its hydmoeditartrate process #1, Opioid Synthesis Tedgydlo desirable commercial scale at
its Culver Facility, additional funding of approxately $7.0 million will be required for facility iprovements, the purchase, installation and
validation of new APl manufacturing equipment, eammental waste management compliance, the prépauatthe drug master files for tl
API to be produced at the facility, and relategdidabor expense (collectively, the "API ScaleEXpenses”). The Company is a party to a
certain Hydrocodone Option Agreement dated FebrGagp04 with Watson Pharmaceuticals ("Watson"spant to which the Company has
granted Watson a six (6) month exclusive optioariter into a supply agreement with the Compangtdigply of hydrocodone bitartrate API
(the "Hydrocodone API"). If such option is exercldgy Watson, at Watson's sole discretion, of wlithehre can be no assurance, Watson will
fund 50% of the API Scale Up Expenses, up to a mami of $3.5 million and the Company has agreeds®maommercially reasonable effc
to obtain financing dedicated to fund its portidritee API Scale Up Expenses. In the event the Comgmunable to secure financing
dedicated to fund its portion of the API Scale Uyp&nses, the Hydrocodone Option provides that éinggs will discuss alternatives relating
to the scale up of the its Opioid Synthesis Teobgyfor Hydrocodone API.

There can be no assurance that Watson will exetloésklydrocodone Option or, even if exercised, thatCompany will succeed in obtaini
financing dedicated to fund its portion of the Atlale Up Expenses. As described in this Repomantion of the 2004 Debenture Offering
Proceeds or the Asset Divestment Proceeds is bedifmt the APl Scale Up Expenses. Until such tiihany, as the Company secures third-
party financing dedicated to the API Scale Up Exesnthe Company will be unable to complete thensernial scale up of its Opioid
Synthesis Technologies.
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Except for the professional fees related to prasecwf the Import Registration, the 2004 DebentDféering Proceeds and the Asset
Divestment Proceeds, aggregating approximatelyl®idllion, will be dedicated to the developmentloé Company's ADF Technology, the
Opioid Synthesis Technologies and for administeatind related operating expenses.

Subsequent to the completion restructuring of jisrations, the Company is no longer engaged imthreufacture and sale of finished dosage
generic pharmaceutical products. As a result, tha@any has no ability presently to generate revémume product sales. Accordingly, the
Company must rely on its current cash reservesrtd the development of its ADF Technology, the @pBynthesis Technologies and
related ongoing operating expenses. The Compauyigefsources of revenue, if any, will be derivef the sale of API manufactured using
its Opioid Synthesis Technologies, contract sigrie®s, milestone payments and royalties and/oitmlofring payments from licensees for
the Company's ADF Technology or Opioid Synthesishihelogies. The Company estimates that its cuoasit reserves will be sufficient to
fund the development of the ADF Technology, thed@pBynthesis Technologies and related operatipgmses through January 2005. To
fund operations through December, 2005, the Compatignates that it must raise additional financorgenter into alliances or collaboration
agreements with third parties providing for netqareds to the Company of at least $5 million. Naessce can be given that the Company
will be successful in obtaining any such financangn securing collaborative agreements with tipiadties on acceptable terms, if at all, or if
secured, that such financing or collaborative agesgs will provide for payments to the Company isight to continue to fund operations.
the absence of such financing or third-party catakive agreements, the Company will be requiresttde back or terminate operations
and/or seek protection under applicable bankrulates.

Even assuming the Company is successful in secaddg@ional sources of financing to fund the comid development of the ADF
Technology or the Opioid Synthesis Technologiestherwise enters into alliances or collaboratigeeaments relating to such technologies,
there can be no assurance that the Company's gevet efforts will result in commercial scale teglugies, or that if such technologies are
capable of being scaled up, that they will resutémmercially viable products. The Company is alsable to provide any assurance that it
will succeed in its application to the DEA for theport Registration. The Company's failure to sgséaly develop the ADF Technology ir
timely manner will have a material adverse imparctts financial condition and results of operations

The following table presents the Company's expecéstt requirements for contractual obligationstantting as of December 31, 2003:

DUE AS OF DUE AS OF
12/31/05 12/31/07
DUE AS OF AND AND DUE
TOTAL 12/31/04 12/31/06 12/31/08 THEREAFTER

(IN THOUSANDS)
Convertible senior secured

debentures ...........cceeeurene $ 86,632 $ - $86,632 $-- $--
Term loan payable .................. 21,401 - 21,401 - -
Department of justice settlement.... 433 300 133 -
Bridge loans .............cccee 2,000 -- 2,000
Capital leases ..........ccceeuee 137 45 61 31
Operating leases .........c..c...... 228 225 3 -
Employment agreements .............. 873 620 253 --

Total Contractual Cash
Obligations ..........ccccueen.e. $111,704 $3,190 $108,483 $31 $--

CRITICAL ACCOUNTING POLICIES

Financial Reporting Release No. 60, which was salddy the Securities and Exchange Commission ("BiE@ecember 2001, requires all
companies to include a discussion of critical aotiog policies or methods used in the preparatidimancial statements. Note A of the

Notes to Consolidated Financial Statements, asagwed in the Company's Annual Report on Fori-K, includes a summary of the
Company's significant accounting policies and méshased in the preparation of the financial statémeén preparing these financial
statements, the Company has made its best estiaradgsdgments of certain amounts included in ithanicial statements, giving due
consideration to materiality. The application afsk accounting policies involves the exercise dfjjnent and use of assumptions as to future
uncertainties and, as a result, actual resultgdadiffier from these estimates. The Company doebelidve there is a great likelihood that
materially different amounts would be reported urtlferent conditions or using different assumpsoThe Company's critical accounting
policies are as follows:
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Revenue Recognitior

The Company recognizes revenue at the time a praslsbipped to customers. The Company establishkd provisions for estimated
chargebacks, discounts, rebates, returns, pridjusenents and other sales allowances concurresitiythe recognition of revenue. The se
provisions are established based upon consideratiarvariety of factors, including but not limitéa, actual return and historical experience
by product type, the number and timing of compegifiroducts approved for sale, the expected méokéhe product, estimated customer
inventory levels by product, price declines and-entrand projected economic conditions and levet®mpetition. Actual product return,
chargebacks and other sales allowances incurreti@never, dependent upon future events. Manageooeinually monitors the factors tl
influence sales allowance estimates and make adfun$ to these provisions when allowances mayrdiffen established allowances.

Allowance For Doubtful Accounts

Estimates are used in determining the allowanceddabtful accounts based on the Company's histaridkections experience, current trer
credit policy and a percentage of its accountsivabée by aging category. In determining these @eatages, the Company looks at historical
write-offs of its receivables. The Company alsckipat the credit quality of its customer base al agechanges in its credit policies. The
Company continuously monitors collections and paytsi&om its customers. While credit losses hagéohically been within expectations
and the provisions established, the Company caguertantee that it will continue to experience thmes credit loss rates that it has in the

Inventories

The Company's inventories are stated at the lofveost or market, with cost determined on the {insffirst-out basis. In evaluating whether
inventory is stated at the lower of cost or markenagement considers such factors as the amoimtesftory on hand, remaining shelf life
and current and expected market conditions, inoltkvels of competition. As appropriate, the Comypeaecords provisions to reduce
inventories to their net realizable value.

Income Taxes

Deferred income taxes are recognized for tempatdfgrences between financial statement and inctaméases of assets and liabilities and
loss carry-forwards for which income tax benefits @xpected to be realized in future years. A \t@uaallowance is established, when
necessary, to reduce deferred tax assets to therdrexpected to be realized. In estimating futaredonsequences, the Company generally
considers all expected future events other thagnatment of changes in the tax laws or rates Cdmpany has recorded a full valuation
allowance to reduce its deferred tax assets tartheunt that is more likely than not to be realiaéfthile the Company has considered future
taxable income in assessing the need for the vafuatiowance, in the event the Company were terd@he that it would be able to realize
its deferred tax assets in the future in exceds afet recorded amount, an adjustment to the aefdax asset would increase income in the
period such determination was made.

Stock Compensation

The Company accounts for stock-based employee awsafien arrangements in accordance with provisstd#sPB Opinion No. 25,
"Accounting for Stock Issued to Employees" ("APB.I26") and complies with the disclosure provisiét®6AS No. 148, "Accounting for
Stock-based Compensation - Transition and Discégsaanm amendment of FASB Statement No. 123" ("SFASIM8"). If the Company were
to include the cost of stock-based employee congiemsin the financial statements, the Companyé&rating results would decline based on
the fair value of the stock-based employee compemsa

Deferred Debt Discount

Deferred debt discount results from the issuancgtanfk warrants and beneficial conversion featimre®nnection with the issuance of
subordinated debt and other notes payable. The mnoabthe discount is recorded as a reduction efréiated obligation and is amortized ¢
the remaining life of the related obligations. Mgement determines the amount of the discount, basedrt, by the relative fair values
ascribed to the warrants determined by an independéduation or through the use of the Black-Schei@luation model. Inherent in the
Black-Scholes valuation model are assumptions made bageament regarding the estimated life of the warthstestimated volatility of tt
Company's common stock and the expected dividezid.yi
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NEW ACCOUNTING PRONOUNCEMENTS

In April 2003, the FASB issued SFAS No. 149, "Amemht of Statement 133 on Derivative Instrumentstdedging Activities" ("SFAS Nc
149"), which amends and clarifies financial accoumaind reporting for derivative instruments, irdihg certain derivative instruments
embedded in other contracts and for hedging aiegsvitnder SFAS No. 133. SFAS No. 149 is effectorecbntracts entered into or modified
after June 30, 2003 except for the provisionsweat cleared by the FASB in prior pronouncemernite ddoption of SFAS No. 149 did not
have a material impact on the Company's finana@altpn or results of operations.

In May 2003, the FASB issued SFAS No. 150, "Accounfor Certain Financial Instruments with Charaistics of both Liabilities and
Equity” ("SFAS No. 150"). This statement establsbtandards for how an issuer classifies and mesguits statement of financial position
certain financial instruments with characterist€$oth liabilities and equity. In accordance witie standard, financial instruments that
embody obligations for the issuer are requiredetelassified as liabilities. This Statement shalkffective for financial instruments entered
into or modified after May 31, 2003, and otherviseffective at the beginning of the first periceginning after June 15, 2003. The adoption
of SFAS No. 150 did not have a material impacttam@ompany's financial position or results of ofiere.

CAPITAL EXPENDITURES
The Company's capital expenditures during 2003220@ 2001 were $412,000, $287,000 and $1,544r86pectively.
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The capital expenditures during these periods t@niewatable to capital improvements to the Compsu@ongers, NY and Culver, Indiana
facilities. For the Company to receive the DEA Coli¢d Substance Manufacturing Registration, speaiiprovements were made for
security and related items to the Culver, Indiaamlity. Additionally, expenditures were made topiave and expand the manufacturing
capabilities of both Congers, NY locations.

Consistent with the Company's restructured operatamd its emphasis on research and developmertampany has budgeted
approximately $200,000 for capital expenditures2004 primarily for scientific equipment for labtwey use to be funded by the proceeds
from the 2004 Debenture Offering and the Asset Btivent.

IMPACT OF INFLATION

The Company believes that inflation did not haweaderial impact on its operations for the pericglsorted. Significant increases in labor,
employee benefits and other expenses could haeterial adverse effect on the Company's performance

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The response to this item is submitted as a sepaeation of this Report commencing on page F-1.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE
Not Applicable

ITEM 9A. CONTROLS AND PROCEDURES

Within the 90 days prior to the date of this reptite Company carried out an evaluation, undestipervision and with the participation of
the Company's management, including the Comparhief Executive Officer and Chief Financial Officerf,the effectiveness of the design
and operation of the Company's disclosure conmotsprocedures pursuant to Exchange Act Rule 138dsgkd upon that evaluation, the
Chief Executive Officer and Chief Financial Offiancluded that the Company's disclosure contradspsiocedures are effective in timely
alerting them to material information relating ke tCompany (including its consolidated subsidianieguired to be included in the
Company's periodic Securities and Exchange Comamiggings. No significant changes were made in@woenpany's internal controls or in
other factors that could significantly affect thesatrols subsequent to the date of their evalnatio

Disclosure controls and procedures are those derara other procedures that are designed to etisaraformation required to be disclos
by the Company in the reports that it files or sitbrander the Exchange Act is recorded, processedmarized and reported, within the time
periods specified in the Securities and Exchangar@ission's rules and forms. Disclosure controlsgnodedures include, without limitatic
controls and procedures designed to ensure ttaniattion required to be disclosed by the Compartii@reports that it files or submits
under the Exchange Act is accumulated and commigida the Company's management, including the @owlp principal executive offic
and principal financial officer, as appropriateattow timely decisions regarding required disclasu

PART 1lI
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE RE GISTRANT

The directors and executive officers of the Compargyas follows:

NAME AGE POSITION
Jerry Karabelas...... 51 Chairman of the Board
Andrew D. Reddick.... 51 President and Chief Ex ecutive Officer
Ron J. Spivey........ 57 Senior Vice President and Chief Scientific Officer
Vijai Kumar.......... 57 Chief Operations Offic er
Peter A. Clemens..... 51 Senior Vice President, Chief Financial Officer, Secretary and Director
James Emigh.......... 48 Vice President of Mark eting and Administration
Robert Seiser........ 40 Vice President, Corpor ate Controller and Treasurer
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Bruce F. Wesson...... 61 Director
Alan Smith........... 74 Director
William A. Sumner.... 66 Director
William Skelly....... 53 Director
Srini Conjeevaram.... 45 Director
Zubeen Shroff........ 39 Director
Immanuel Thangaraj... 33 Director

Jerry Karabelas has been a Director of the Compantg December, 2002 and Chairman of the Boara $¥fey 2003. Dr. Karabelas was
Head of Healthcare and CEO of Worldwide Pharmacalstifor Novartis AG from 1998 until July 2000. é&trto joining Novartis, Dr.
Karabelas was Executive Vice President of SmithiKBeecham. From July, 2000 until December, 2001KBrabelas was the Founder and
Chairman of the Novartis Bio Venture Fund. Sinces&lober, 2001 he has been a Partner with Care Chpifa Dr. Karabelas holds a Ph.D.
in pharmacokinetics from the Massachusetts Coligdggharmacy and serves as a Director of SykePhBimaHuman Genome Sciences,
Nitromed, Anadys and Renov

Andrew D. Reddick has been President and Chief itkexOfficer since August, 2003. From April, 20@0September, 2002 Mr. Reddick
was Chief Operating Officer and Sr. Vice Presideainmercial Operations for Adolor Corporation, anphmaceutical company. From June,
1999 to March, 2000 he served as President of Fauldaboratories, Inc. and he served as Executige President Marketing, Sales &
Business Development with Purepac Pharmaceuticais August, 1996 to June, 1999. Mr. Reddick hol@#Aadegree in Biology from the
University of California and an MBA degree from Dulniversity.

Ron J. Spivey has been Senior Vice President aief Ghientific Officer since April, 2004. From Jur002 to March, 2004 Dr. Spivey was
President of Gibraltar Associates, a private corggaoviding consulting services to the pharmaceliicdustry relating to product research
and development. From March, 1998 to May, 2002¢hees! as Vice President, Scientific Affairs for Ajgma / Purepac Pharmaceuticals.
Additionally, Dr. Spivey has served in a numbesenior level scientific and leadership positiongZenith Goldline Pharmaceuticals, Cima
Labs Inc., Marion Merrell Dow, Burroughs Wellcomer@pany and Warner Chilcott Division of Warner LamibBr. Spivey holds a BA
degree from Indiana University and a Ph.D. degnggharmaceutics from the University of lowa.

Vijai Kumar has been Chief Operations Officer ¢# thompany since November, 2002. From 1996 to 2d@02Kumar was President & CEO
of Pharmalogix Inc., a pharmaceutical researchdavetlopment company. From 1992 to 1996, Mr. Kumas Wirector, Research and
Development for the Warner Chilcott Division of Wlar Lambert. In that capacity, he coordinatedesdhhical aspects of the Division
responsible for cGMP compliance, formulation depetent, analytical development and clinical and gigealence studies. Mr. Kumar hol
B.Sc. in Chemistry from the University of Lucknolmdia, a D.Pharm. from the College of Pharmacy, Nomihi, an M.B.A. from Fairleigh
Dickinson University and an M.S. in Industrial Pimaicy from Long Island University.

Peter A. Clemens has been Senior Vice Presideigf Eimancial Officer and Secretary since April 208nd a Director of the Company since
June 1998. Mr. Clemens was Vice President, Chigdrigial Officer and Secretary of the Company frazhridary 1998 to March 2004. From
February, 1988 until joining the Company, Mr. Clemevas employed by TC Manufacturing Co., Inc. ("JT@®hich, through its various
subsidiaries and divisions, manufactures generemhceuticals, industrial coatings and flexiblekaaing. Mr. Clemens was TC's President
from February, 1996 through February, 1998. Padhat time, he held the position of Vice Presidamd Chief Financial Officer. Mr.
Clemens is a Certified Public Accountant and eam8dB.A. degree from the University of Notre Daaral an MBA from Indiana
University.

James Emigh has been Vice President of MarketidgAaministration since April 2004. Prior to sucmé&, Mr. Emigh was Vice President of
Sales and Marketing. Mr. Emigh joined the Companiay, 1998, serving first as Executive DirectoiCafstomer Relations and then as \
President of Operations until November, 2002. Fi®@®1 until joining the Company, Mr. Emigh was enyad by Organon, Inc., a
pharmaceutical company, in various managementiposiand most recently as its Director of Managade@nd Trade Relations. Mr. Emigh
holds a Bachelor of Pharmacy from Washington Stetieersity and a Masters of Business Administrafiam George Mason University.

Robert Seiser has been a Vice President, CorpGaitoller and Treasurer since April 2004. Priostieh time, Mr. Seiser was Corporate
Controller and Treasurer. From 1992 until joinihg Company in March 1998, Mr. Seiser served asstireaand Corporate Controller of TC
Manufacturing Co., Inc., a privately held compamgéd in Evanston, Illinois. Mr. Seiser is a
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Certified Public Accountant and earned a B.B.A.rdegrom Loyola University of Chicago.

Bruce F. Wesson has been a Director of the Comgiatg March, 1998. Mr. Wesson is President of GAlssociates, a health care venture
firm, and a General Partner of Galen Partnerd IR, Prior to January, 1991, he was Senior VicsiBemt and Managing Director of Smith
Barney, Harris Upham & Co. Inc., an investment biagkirm. He currently serves on the Boards of Eeddedical Corporation, QMed, Inc.,
and Crompton Corporation, each a publicly tradedmany, and several privately held companies. Mrs&da earned a degree from Colgate
University and a Masters of Business Administrafimm Columbia University.

Alan J. Smith, Ph.D. has been a Director of the gamy since 1995. Since 1991, Dr. Smith has beearsagement consultant specializing in
pharmaceutical quality management, quality contjoglity assurance and auditing, the Food and Bwministration's Current Good
Manufacturing Practice regulations and technologining, documentary systems and stability programgmrFrom 1985 to 1991, he was
Corporate Director of Quality affairs for Whitehaliboratories, a Division of American Home Productsporation. Dr. Smith holds B.Sc.
and Ph.D. degrees from the University of London.

William A. Sumner has been a Director of the Comypsince August, 1997. From 1974 until his retiretriarl995, Mr. Sumner held various
positions within Hoechst-Roussel Pharmaceuticals, b manufacturer and distributor of pharmacaupeoducts, including Vice President
and General Manager, Dermatology Division from 188bugh 1995, Vice President, Strategic Businesgeldpment, from 1989 to 1991
and Vice President, Marketing from 1985 to 198ac8ihis retirement from Hoechst-Roussel Pharmazadstilnc. in 1995, Mr. Sumner has
acted as a consultant to various entities in tr@mhceutical field.

William Skelly has been a Director of the Compaimes May, 1996 and served as Chairman of the Coynfram October, 1996 through
June, 2000. Since 1990, Mr. Skelly has served asr@hn, President and Chief Executive Officer ohtta Biomedia, Inc. and its subsidiary
SERA, Inc., companies involved in the animal heaittustry including veterinary biologicals and @mtmanufacturing of animal sera
products. From 1985 to 1990, Mr. Skelly served @sident of Martec Pharmaceutical, Inc., a distaband manufacturer of human generic
prescription pharmaceuticals.

Srini Conjeevaram has been a Director of the Comgarce March 1998. Mr. Conjeevaram is a GenereghBaof Galen Partners Ill, L.P.
Prior to January 1991, he was an Associate in Gatpd-inance at Smith Barney, Harris Upham & Co. from 1989 to 1990 and a Senior
Project Engineer for General Motors Corporatiomfrd982 to 1987. Mr. Conjeevaram serves as a DireétDberma Sciences, Inc., a publi
traded company, and ONI Incorporated. He earnedch@or of Science degree in Mechanical Enginedromg Madras University, a Mastt
of Science degree in Mechanical Engineering froanfatrd University, and a Masters of Business Adsiration from Indiana University.

Zubeen Shroff has been a Director of the Compamyesiune 1998. Mr. Shroff is a General Partneralé®Partners lll, L.P. He joined Ga
Associates, a health care venture firm, in Janti@8y from The Wilkerson Group, a leading providemanagement consulting services to
the health care industry. Prior to The Wilkersom@r, he worked for Schering-Plough Internationaifrl989 to 1993 in a variety of staff
and line management positions and as head of $¢ghBtough France's biotech franchise. Mr. Shraféireed a Bachelor of Science in
Biological Sciences from Boston University in 1986 a Masters of Business Administration from Theavtbn School in 1988. Mr. Shroff
serves as a Director of AmericasDoctor.com, Cotiiak,and Encore Medical Corporation.

Immanuel Thangaraj has been a Director of the Compance December, 2002. Mr. Thangaraj has beearalying Director of Essex
Woodlands Health Ventures, a venture capital fipacgalizing in the healthcare industry, since 197or to joining Essex Woodlands He
Ventures, he helped form a telecommunication sesvammpany, for which he served as its CEO. Mrngheaj also worked as an Associate
for ARCH Venture Partners, LP and managing onésgbartfolio companies, a medical information tealogy company. Mr. Thangaraj
holds a Bachelor of Arts and a Masters in Busiehsinistration from the University of Chicago arelges as a Director of iKknowMed
Systems, Sound ID and CBR Systems.

AUDIT COMMITTEE

The Audit Committee of the Board of Directors ismqmosed of Messrs. William A. Sumner, Chairman, Imoe Thangaraj, Alan Smith and
Bruce F. Wesson. The Audit Committee is respongtniselecting the Company's independent audiggproving the audit fee payable to
auditors, working with independent auditors anceottorporate officials, reviewing the scope andilteof the audit by, and the
recommendations of, the Company's independentasdépproving the
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services provided by the auditors, reviewing thnarficial statements of the Company and reportindp@mesults of the audits to the Board,
reviewing the Company's insurance coverage, firmcintrols and filings with the Securities and Bxiege Commission (the "Commissiol
including, meeting quarterly prior to the filing tife Company's quarterly and annual reports caniimancial statements filed with the
Commission, and submitting to the Board its recomatagions relating to the Company's financial repgrtaccounting practices and policies
and financial, accounting and operational controls.

In assessing the independence of the Audit Comenittembers during 2003, the Company has reviewedaagized the standards for
independence provided in Section 121A of the AnagriStock Exchange Listing Standards. Based orattalysis, the Company has
determined that each of Messrs. Sumner and Snetbdeamed independent members of the Audit Commitibde Messrs. Wesson and
Thangaraj do not satisfy the standards for indepecoel set forth in the American Stock Exchange hgsBtandards as a result of the
controlling interest held by each of Galen Partiigrs .P., of which Mr. Wesson is a general partrend Essex Woodlands Health Ventures
V, L.P., of which Mr. Thangaraj is a general parjrike Board values the experience of Messrs. Weand Thangaraj in the review of the
Company's financial statements and believes tlddt iseable to exercise independent judgment irpgrormance of his duties on the Audit
Committee.

The Audit Committee does not have a financial ex{@s defined under applicable regulations of tben@ission) serving on the Committee.
The Board has determined that while none of theitXGdmmittee members meet all of the criteria d&hbd by the Commission to be
classified as a "financial expert", the Companydwels that in general, the members of the Audit @dtee have a sufficient understanding
audit committee functions, internal control overaiincial reporting and financial statement evaluesio as to capably perform the tasks
required of the Audit Committee.

NOMINATING COMMITTEE

The Company does not have a standing nominatingritte®. Currently the Board of Directors functiasthe Company's hominating
committee. The Board performs the functions typafad nominating committee, including the idengfiion, recruitment and selection of
nominees for election as directors of the Compahyee of the of the nine members of the Board (Mesumner, Skelly and Smith) are
"independent” as that term is defined by Sectioh(AP of the American Stock Exchange Listing Standaand participate with entire Board
in the consideration of director nominees. The Bdzelieves that a nominating committee separata fteelf is not necessary at this time,
given the size of the Company and the Board, tarenthat candidates are appropriately evaluatedseledgted. The Board also believes that,
given the Company's size and the size of its Baardydditional committee of the Board would not salthe effectiveness of the evaluation
and nomination process. For these reasons, thalBetieves it is not appropriate to have a nommagatiommittee.

The Board's process for recruiting and selectinginees is for Board members to attempt to idemtifiividuals who are thought to have the
business background and experience, industry sp&cibwledge and general reputation and expeftigewould allow them to contribute as
effective directors to the Company's governance,veimo are willing to serve as directors of a pubbicnpany. To date, the Company has not
engaged any third party to assist in identifyinggwealuating potential nominees. After a possibledidate is identified, the individual meets
with various members of the Board and is soundea@ucerning their possible interest and willingnhesserve, and Board members discuss
amongst themselves the individual's potential tameffective Board member. If the discussionsearaluation are positive, the individual is
invited to serve on the Board.

To date, no shareholder has presented any candid@eard membership to the Company for considenatind the Company does not have
a specific policy on shareholder-recommended direzdandidates. However, the Board believes itsgg®¢or evaluation of nominees
proposed by shareholders would be no different filmenprocess of evaluating any other candidateviuating candidates, the Board will
require that candidates possess, at a minimunsieede serve on the Company's Board, an abiligotatribute to the effectiveness of the
Board, an understanding of the function of the Bazra public company and relevant industry knowkednd experience. In addition, while
not required of any one candidate, the Board woaltsider favorably experience, education, traimingther expertise in business or
financial matters and prior experience serving oartls of public companies.

SHAREHOLDER COMMUNICATIONS TO THE BOARD

Shareholders who wish to send communications t€trapany's Board of Directors may do so by sentlieq in care of the Secretary of
Company at the address which appears on covergidbies Report. The envelope containing such comoation must contain a clear
notation indicating that the enclosed letter iShdreholder-Board Communication" or "Shareholdee@or Communication"” or similar
statement that clearly and unmistakably indicatescommunication is
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intended for the Board. All such communications nulsarly indicate the author as a shareholderséatg whether the intended recipients are
all members of the Board or just certain specifledctors. The Secretary of the Company will hdwediscretion to screen and not forwar:
directors communications which the Secretary datemin his or her discretion are communication®lated to the business or governance
of the Company and its subsidiaries, commerciatigations, or communications that are offensiveseene, or otherwise inappropriate. The
Secretary will, however, compile all shareholdemonunications which are not forwarded and such conications will be available to any
director.

CODE OF ETHICS

The Company has adopted a Code of Ethics thateptgithe Company's principal executive officemgipal financial officer and principal
accounting officer. A copy of the Code of Ethics teeen filed as an Exhibit to this Form 10-K andasted on the Company's website @
www.halseydrug.com under the caption Investor Relat Any amendments to or waivers from the Codgtbics will be posted on the
Company's website under the caption Investor Relati

SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMRINCE

Section 16(a) of the Securities Exchange Act 04138 amended, requires the Company's Directorgxarltive officers, and persons who
own beneficially more than ten percent (10%) of@mnmon Stock of the Company, to file reports ohevship and changes of ownership
with the Commission and, during the period in which Company's common stock was traded on the Aarebtock Exchange, the AMEX.
Copies of all filed reports are required to be fsined to the Company pursuant to Section 16(a)edaslely on the reports received by the
Company and on written representations from repgmersons, the Company believes that the Direataesutive officers and greater than
ten percent (10%) beneficial owners of the Compa@gmmon Stock complied with all

Section 16(a) filing requirements during the yaadlesl December 31, 2003, except that (i) Mr. Reifilet two Form 4 filings late, (ii) Mr.
Thangaraj filed three Form 4 filings late, (iii) Mfeinberg filed two Form 4 filings late, and (&}orm 3 filing requirement by Mr. Dennis
Adams, a beneficial owner of in excess of 10% ef@mmpany's Common Stock, has not been filed & dat

ITEM 11. EXECUTIVE COMPENSATION

The following table sets forth a summary of the pemsation paid by the Company for services renderatl capacities to the Company
during the fiscal years ended December 31, 200 20id 2001 to the Company's Chief Executive Officel the Company's next four most
highly compensated executive officers (collectivehe "named executive officers") whose total aheompensation for 2003 exceeded
$100,000:

SUMMARY COMPENSATION TABLE

LONG TERM COMPENSATION

ANNUAL C OMPENSATION -
------------------------------------- SECURITIES
UNDERLYING
OTHER ANNUAL STOCK ALL OTHER

NAME AND PRINCIPAL POSITION YEAR SALARY BONUS COMPENSATION OPTIONS COMPENSATION
Andrew D. Reddick............... 2003 $ 96,923 0

President and Chief 2002 -0- 0

Executive Officer 2001 -0- 0
Michael K. Reicher (1).......... 2003 $119,231 1 10,000 - -

Chairman and Chief 2002 200,000 0

Executive Officer 2001 191,346 0
Peter A. Clemens................ 2003 $155,000 60,000 - -

Senior Vice President and 2002 155,000 0

Chief Financial Officer 2001 149,807 0
Vijai Kumar............c........ 2003 $180,000 0 - -

Chief Operations Officer 2002 18,000 0 400,000 -

2001 -0- 0 - -

James Emigh...........cco..... 2003 $132,000 0

Vice President Marketing 2002 132,000 0

and Administration 2001 125,000 0

(1) Mr. Reicher's services as Chairman and Chiefchtive Officer ceased effective June 16, 2003.
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OTHER COMPENSATORY ARRANGEMENTS

Executive Officers and key employees participatméadical and disability insurance plans providedltmon-union employees of the
Company. The Company also pays the automobilesneggeof an executive officer. Such expenses asd¢Has the lesser of $6,000 or 10%
of such officer's compensation reported aboveéSbhmmary Compensation Table.

EMPLOYMENT AGREEMENTS

Andrew D. Reddick is employed pursuant to an Emmlegt Agreement effective as of August 26, 2003 civiprovides that Mr. Reddick w
serve as the Company's Chief Executive OfficerRmesident for term expiring August 26, 2005. Theplryment Agreement provides for an
annual base salary of $300,000, plus the paymesmmiial bonus of up to thirty-five percent (35% Mt Reddick's base salary based on the
achievement of such targets, conditions, or pararseis may be set from time to time by the Boar@iafctors or the Compensation
Committee of the Board of Directors. The Employm&gteement also provides for the Company to issoeksoptions exercisable for up to
5,500,000 shares of Common Stock at an exercise pfi$0.34 per share. The grant of such stoclongtis subject to the receipt of
shareholder approval to amend the Company's 138& Siption Plan to permit the grant of such optidrs date, the Company's
shareholders have not approved the amendment &®8& Stock Option Plan and the options have nen lgganted. The Employment
Agreement also permits the Company to purchasedsied portion of Mr. Reddick's options upon hisieation for Cause (as defined in
Employment Agreement) or his resignation other tlearGood Reason (as defined in the Employment Agrent) at a purchase price equs
the positive difference, if any, between (i) themage of the closing bid and asked prices of thmgamy's Common Stock for the five trading
days prior to the date of termination or resignatend (ii) the exercise price of the option shamadgtiplied by the numbers shares which, as
of the date of termination or resignation, are @gstnder the stock option. The Employment Agreeroentains standard termination
provisions, including upon death, disability, foause, for Good Reason and without Cause. In that éve Employment Agreement is
terminated due to death or disability, the Compamgquired to pay Mr. Reddick, or his designeprarata portion of the annual bonus that
would have been payable to Mr. Reddick during stedr assuming full achievement of the bonus catestablished for such bonus.
Additionally, Mr. Reddick or his designees shalvéa period of twelve (12) months following suchation to exercise Mr. Reddick's
vested stock options. In the event that the EmptmyinAgreement is terminated by the Company witl@ause or by Mr. Reddick for Good
Reason, the Company is required to pay Mr. Redaiickmount equal to the bonus for such year, catmitan a pro rata basis assuming full
achievement of the bonus criteria for such yeawelbas Mr. Reddick's base salary for the greatér) the remainder of the initial term of t
Employment Agreement, and (ii) one year (the "Sawee Pay"), payable in equal monthly installmewner @ period of twelve (12) months.
In addition, Mr. Reddick is entitled to continueaverage under the Company's then existing benefitspincluding medical and life
insurance, for a term equal to the greater oh@)remainder of the initial term of the EmploymAgreement, or (ii) twelve (12) months from
the date of termination. The Employment Agreemenmtits Mr. Reddick to terminate the Employment Agnent in the event of a Change
Control (as defined in the Employment Agreemenmt)yhich case such termination is considered to ddemwvithout Cause, entitling Mr.
Reddick to the benefits described above, excep{ithhe Severance Pay is payable in a lump suthimvthirty (30) days of the date of
termination, and (ii) all outstanding stock optigranted to Mr. Reddick shall fully vest and be ietliately exercisable. The Employment
Agreement restricts Mr. Reddick from disclosinggsgiminating or using for his personal benefit ottlie benefit of others, confidential or
proprietary information (as defined in the EmploymaAgreement) and, provided the Company has natdhed the terms of the Employment
Agreement from competing with the Company at ametprior to one year after the termination of migpyment with the Company.

Ron J. Spivey, Ph.D., is employed pursuant to apl&yment Agreement effective as of April 5, 2004iethprovides that Dr. Spivey will
serve as the Company's Senior Vice President aref Stientific Officer for term expiring April 4,006. The Employment Agreement
provides for an annual base salary of $260,00G; thle payment of annual bonus of up to thirty-freecent (35%) of Dr. Spivey's base salary
based on the achievement of such targets, congjt@marameters as may be set from time to timadyoard of Directors or the
Compensation Committee of the Board of Directofe Employment Agreement also provides for the Compa issue stock options
exercisable for up to 3,000,000 shares of CommookSit an exercise price of $0.13 per share. Taet@f such stock options is subject to
the receipt of shareholder approval to amend thagamy's 1998 Stock Option Plan to permit the godusuch options. The stock option
provides for vesting of 1,000,000 shares on Octdh@004 with the remaining balance vesting in terrincrements of 333,333 shares at
the expiration of each quarterly period commeneiith the quarterly period ending December 31, 200% Employment Agreement also
permits the Company to purchase the vested poofi@r. Spivey's options upon his termination foruSa (as defined in the Employment
Agreement) or his resignation other than for Goed$dn (as defined in the Employment Agreement) at a
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purchase price equal to the positive differencanif, between (i) the average of the closing bl asked prices of the Company's Common
Stock for the five trading days prior to the datéesmination or resignation, and (ii) the exergsie of the option shares, multiplied by the
numbers shares which, as of the date of terminatigrsignation, are vested under the stock optibhe Employment Agreement contains
standard termination provisions, including upontldedisability, for Cause, for Good Reason and auithCause. In the event the Employment
Agreement is terminated due to death or disabibty,Spivey or his designees shall have a periasvelve (12) months following such
termination to exercise Dr. Spivey's vested stquioos. In the event that the Employment Agreenetgrminated by the Company without
Cause or by Dr. Spivey for Good Reason, the Comsargquired to pay Dr. Spivey an amount equah&lionus for such year, calculatec

a pro rata basis assuming full achievement of traub criteria for such year, as well as Dr. Spwégse salary for one year (the "Severance
Pay"), payable in equal monthly installments oveedod of twelve (12) months. In addition, Dr. $gy is entitled to continued coverage
under the Company's then existing benefit plarduding medical and life insurance, for twelve (4@)nths from the date of termination. -
Employment Agreement permits Dr. Spivey to ternérthe Employment Agreement in the event of a Chafig@ontrol (as defined in the
Employment Agreement), in which case such termamai considered to be made without Cause, emiflin Spivey to the benefits
described above, except that (i) the SeverancesHagyable in a lump sum within thirty (30) daysteé date of termination, and (ii) all
outstanding stock options granted to Dr. Spiveyl $hlly vest and be immediately exercisable. Thafoyment Agreement restricts Dr.
Spivey from disclosing, disseminating or usingtice personal benefit or for the benefit of othemnfidential or proprietary information (as
defined in the Employment Agreement) and, provittedCompany has not breached the terms of the Emmglot Agreement from competi
with the Company at any time prior to one yearrafie termination of his employment with the Comypan

Peter A. Clemens is employed pursuant to an Empboyragreement effective as of March 10, 1998, wiiftlr giving effect to amendmer
dated June 28, 2000 and May 4, 2001, providesMhaClemens will serve as the Company's Vice Pexgiédnd Chief Financial Officer for a
term expiring April 30, 2005. The Employment Agremmhprovides for an annual base salary of $180p0@9the payment of an annual bo
to be determined based on the satisfaction of targets, conditions or parameters as may be datethiiom time to time by the
Compensation Committee of the Board of Directors. @emens received a bonus of $60,000 in fiscAB20he Employment Agreement
also provides for the grant of stock options on &hat0, 1998 to purchase 300,000 shares of the Qoyigpeommon stock at an exercise p
of $2.375 per share, which options vest in equateiments of 25,000 option shares at the end of gaatterly period during the term of the
Employment Agreement (as such vesting schedulelraamended by mutual agreement of Mr. ClemenshtanBadard of Directors). The
Employment Agreement also permits the Companypanehase the vested portion of Mr. Clemens' optigoen his termination for Cause
defined in the Employment Agreement) or his rediigma(other than for Good Reason as defined thgratra purchase price equal to the
positive difference, if any, between (i) the averad the closing price of the Company's commonkstocthe five trading days prior to the
date of termination or resignation, and (ii) themxse price of the option shares, multiplied by tlumber of option shares which, as of the
date of termination, are vested under the optitve Employment Agreement contains standard terneingtfovisions, including upon death,
disability, for Cause, for Good Reason and with@ause. In the event the Employment Agreement msitetted by the Company without
Cause or by Mr. Clemens for Good Reason, the Coynsarequired to pay Mr. Clemens an amount equ&Bt),000 or twice his then base
salary, whichever is greater, payable in a lump sithin 30 days of termination and to continue toyide Mr. Clemens coverage under the
Company's then existing benefit plans, includinglived and life insurance, for a term of 24 monffise Employment Agreement permits !
Clemens to terminate the Employment Agreementéretrent of a Change of Control (as defined in tmpleyment Agreement) and for
Good Reason. The Employment Agreement also restvict Clemens from disclosing, disseminating ongdor his personal benefit or for
the benefit of others confidential or proprietanformation (as defined in the Employment Agreemant], provided the Company has not
breached the terms of the Employment Agreement frompeting with the Company at any time prionto years after the earlier to occur
of the expiration of the term and the terminatidiis employment.

Vijai Kumar is employed pursuant to an Employmegtéement effective as of November 18, 2002, whiclviges that Mr. Kumar will

serve as the Company's Chief Operations Officeafiarm expiring November 18, 2004. The Employnfegreement provides for an annual
base salary of $180,000 plus the payment of anafionus to be determined based on the satisfagtisuch targets, conditions or
parameters as may be determined from time to tiyrtad Compensation Committee of the Board of DaectThe Employment Agreement
also provides for the grant of stock options on &mber 18, 2002 to purchase 400,000 shares of thgp&uy's common stock at an exercise
price of $1.125 per share, which options vest uma¢crements of 100,000 annually commencing oneitber 18, 2003. The Employment
Agreement permits the Company to repurchase thed@ortion of Mr. Kumar's options upon his terntioa for Cause (as defined in the
Employment Agreement) or his resignation, at a pase price equal to the positive difference, if,&stween the average of the closing p
of the Company's common stock for the five tradiags prior to the date of termination or resignatimultiplied by the number of
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option shares which, as of the date of terminatiwa,vested under the option. The Employment Agesgroontains standard termination
provisions, including upon death, disability, foase (as defined in the Employment Agreement) dtitbut Cause. The Employment
Agreement also provides that in the event of a Gharf Control (as defined in the Employment Agreether if Mr. Kumar's employment
with the Company is terminated without Cause, henigtled to his base salary for the lesser afh@ remaining term of the Employment
Agreement, and (ii) one year. The Employment Agreretinalso restricts Mr. Kumar from disclosing, disg@ating or using for his personal
benefit or the benefit of others confidential coprietary information (as defined in the EmploymAgteement) and, provided the Company
has not breached the terms of the Employment Ageegrfrom competing with the Company at any timemto one year after the earlier to
occur of the expiration of the term and the termdaraof his employment.

COMPENSATION OF DIRECTORS

Directors who are employees of the Company reaaivadditional or special remuneration for theivgrss as Directors. Directors who are
not employees of the Company receive an annuat gfaptions to purchase 10,000 shares of the Cagipaommon stock (15,000 share!
the case of the Chairman of the Board) and $50@doh meeting attended ($250 in the case of tefepaeeetings). The Company also
reimburses Directors for travel and lodging expsngeany, incurred in connection with attendancBeard meetings. Directors who serve on
any of the Committees established by the Boardiafdibrs receive $250 for each Committee meetitended unless held on the day of a
Board meeting.

STOCK OPTION PLANS

The Company currently maintains two stock opticemgladopted in 1995 and 1998, respectively. Thep@agnin the past has used, and will
continue to use, stock options to attract andmetay employees in the belief that employee stackesship and stock-related compensation
devices encourage a community of interest betwegiayees and shareholders.

The 1995 Stock Option Plan. In September, 1995Cttmapany established the 1995 Halsey Drug Co.,Stack Option and Restricted Stock
Purchase Plan (the "1995 Stock Option Plan"). Utltker1995 Stock Option Plan, the Company may gyptibns to purchase up to 1,000,(
shares of the Company's Common Stock. IncentivekSdgptions ("ISO's") may be granted to employeethefCompany and its subsidiaries
and nongualified options may be granted to employeesctiirs and other persons employed by, or perforreérgices for, the Company &
its subsidiaries. Subject to the 1995 Stock Opfitam, the Stock Option Committee determines theqrex to whom grants are made and the
vesting, timing, amounts and other terms of suemtg An employee may not receive 1ISO's exercisatda@y one calendar year for shares
with a fair market value on the date of grant ioess of $100,000. No quantity limitations applyhe grant of non-qualified stock options.

As of April 1, 2004, ISO's to purchase 630,608 shand non-qualified options to purchase 257,78@shhave been granted under the 1995
Stock Option Plan, leaving 111,612 shares availalgrant under the Plan. The average per shaeise price for all outstanding options
under the 1995 Stock Option Plan is approximatély4. No exercise price of an ISO was set at lems 100% of the fair market value of the
underlying Common Stock, except for grants madenpperson who owned stock possessing more thanoi@8é total voting power of the
Company, in which case the exercise price wastseitdess than 110% of the fair market value efuhderlying Common Stock.

The 1998 Stock Option Plan. The 1998 Stock Optian ®as adopted by the Board of Directors in Adr898 and approved by the
Company's shareholders in June 1998. The 1998 &iptikn Plan was amended by the Board of Diredtoispril, 1999 to increase the
number of shares available for the grant of optiomder the Plan from 2,600,000 to 3,600,000 shaies Company's shareholders ratified
Plan amendment on August 19, 1999. The 1998 Statlo®Plan was further amended by Board of DirectorApril, 2001 to increase the
number of shares available for grant of optionseurtde Plan from 3,600,000 to 8,100,000 shares Cidmpany's shareholders ratified the
Plan amendment on June 14, 2001. The Board wik aathorization at the Company's 2004 Annual MegtihShareholders to amend the
1998 Stock Option Plan to (a) increase the numbshares available for grant of options under tlzen rom 8,100,000 to 20,000,000 shares,
(b) permit the grant of non-qualified stock optidvaving an exercise price per share which is ks the fair market value of the Company's
Common Stock, and (c) set a limit of 8,750,000 aptiwards that may be granted to one individuahiy calendar year. The 1998 Stock
Option Plan permits the grant of ISO's and noniifjadlstock options to purchase shares of the CaryipaCommon Stock. As of April 1,
2004, stock options to purchase 2,691,342 shar€swimon Stock had been granted under the 1998 &ptikn Plan. Of such option grar
1,562,466 are 1ISOs and 1,128,876 are non-quabii¢idns. The average per share exercise pricdlfoutstanding options under the 1998
Stock Option Plan is approximately $1.94. No exseqrice of an ISO was set at less than 100% dhthenarket value of the underlying
Common Stock, except for grants made to any
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person who owned stock possessing more than 1QBe @btal voting power of the Company, in whiche#se exercise price was set at not
less than 10% of the fair market value of the ulyitey Common Stock. Subject to the terms of the8.88ck Option Plan, the Stock Option
Committee determines the persons to whom granthade and the vesting, timing, amounts and oterstef such grant. An employee may
not receive 1SO's exercisable in any one calendar for shares with a fair market value on the dagrant in excess of $100,000. No
guantity limitations apply to the grant of non-gtiatl stock options.

SECURITIES AUTHORIZED FOR ISSUANCE UNDER EQUITY COM PENSATION PLANS

The following table includes information as of Dedeer 31, 2003 relating to the Company's 1995 S@ution Plan and 1998 Stock Option
Plan, which comprise all of the equity compensafitams of the Company. The table provides the nurabsecurities to be issued upon the
exercise of outstanding options under such pldwsweighted-average exercise price of such outstgraptions and the number of securities
remaining available for future issuance under sglity compensation plans:

EQUITY COMPENSATION PLAN INFORMATION

NUMBER OF SE CURITIES
REMAINING AVA ILABLE FOR
NUMBER OF SEC URITIES TO WEIGHTED-AVERAGE FUTURE ISSUANCE UNDER EQUITY
BE ISSUED UPO N EXERCISE EXERCISE PRICE OF COMPENSATIO N PLANS
OF OUTSTANDIN G OPTIONS, OUTSTANDING OPTIONS, (EXCLUDING S ECURITIES
PLAN CATEGORY WARRANTS AN D RIGHTS  WARRANTS AND RIGHTS REFLECTED IN COLUMN(a))

(a) (b) (c )

Equity Compensation Plans
Approved by Security
Holders........ccooeevueenen. 3,417,2 70 $1.83 5,520 ,270
Equity Compensation Plans Not
Approved by Security
Holders.......cocccevviiienennne 0 0 0
TOTAL.eeiiiieiiieeieee 3,417,2 70 $1.83 5,520 ,270

AGGREGATE OPTION EXERCISES IN LAST FISCAL YEAR
AND FISCAL YEAR END OPTION VALUES

No stock options were granted to or exercised byndmed executive officers during 2003. The foltayviable presents information regard
the value of options outstanding at December 3@320r each of the named executive officers.

NUMBER OF SECURITIES VALUE OF UNEXERCISED
UNDERLYING UNEXERCISE D IN-THE-MONEY OPTIONS AT
OPTIONS AT FISCAL YEAR END FISCAL YEAR END (2)
NAME EXERCISABLE UNEXERCISA BLE EXERCISABLE UNEXERCISABLE

Andrew D. Reddick........ --- $--- $---

Michael K. Reicher(1).... 1,065,170 - $--- $ -

Peter A. Clemens......... 600,000 25,000 $--- $---

Vijai Kumar.............. 100,000 300,000 $--- $---

James Emigh.............. 116,000 35,000 $--- $ -

(1) Mr. Reicher's services as Chief Executive @fficeased effective June 16, 2003.
(2) Value is based upon the average of the cldsitdignd asked price of $.47 per share at Decenhez®3.
COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTI CIPATION

The Company's Compensation Committee consistedesid. Wesson, Conjeevaram, Skelly, Reicher andgHnaj during fiscal 2003.
During 2003, except for Mr. Reicher, there werdQmmpensation Committee interlocks or insider pgdition in compensation decisions.
Mr. Reicher resigned as a Director of the Compdfective September 18, 2003.

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

The following table sets forth information regaglitne beneficial ownership of the Common Stoclgfaspril 1, 2004, for individuals or
entities in the following categories: (i) each loé tCompany's Directors and nominees for Direcl@ythe Chief

34



Executive Officer and the next four highest paid@axive officers of the Company whose total anmoahpensation for 2003 exceeded
$100,000 (the "named executive officers"); (iii) Rirectors and executive officers as a group; and

(iv) each person known by the Company to be a liciakbwner of more than 5% of the Common Stockleds indicated otherwise, each of
the shareholders has sole voting and investmenépaith respect to the shares beneficially owned.

SHA RES OF COMMON STOCK ON AN AS-
CON VERTED AND AS-EXERCISED BASIS
PERCENT PERCENT
AM OUNT OF OF
NAME OF BENEFICIAL OWNER OWN ED(1) CLASS(2) CLASS(3)
Galen Partners lll, L.P(4).....cccvvveern... 36,9 97,999(5) 63.1% 56.3%
610 Fifth Avenue, 5th Floor
New York, New York 10020
Galen Partners International Ill, L.P(4)..... 3,7 96,736(6) 15.0% 5.8%
610 Fifth Avenue, 5th Floor
New York, New York 10020
Oracle Strategic Partners, L.P(4)............ 13,5 15,299(7) 38.5% 20.6%
Watson Pharmaceuticals, Inc.................. 10,7 00,665(8) 33.1% 16.3%
311 Bonnie Circle
Corona, California 92880
Dennis Adams.........ccccoecuveeeeiiineeenn. 2,5 77,173(9) 10.7% 3.9%

c/o Delaware Investment Advisors
One Commerce Square
Philadelphia, Pennsylvania 19103

Hemant K. Shah and Varsha H. Shah............ 1,8 85,627(10) 8.0% 2.9%
29 Christy Drive
Warren, New Jersey 07059

Bernard Selz.........ccccoveeieiiiinnen, 9 74,552(11) 4.3% 1.5%
c/o Furman Selz
230 Park Avenue
New York, New York 10069

Michael and Susan Weisbrot................... 1,62 6,403(12) 7.0% 2.5%
1136 Rock Creek Road
Gladwyne, Pennsylvania 19035

Andrew D. ReddicK..........cccvvvvevennnn.. -- * *
Michael K. Reicher...............ccccuueee 1,1 42,426(13) 5.0% 1.7
William Skelly.......... .2 11,000(14) 1.0% *

_ * *

Bruce F. Wesson....
Srini Conjeevaram..
William A. Sumner..
Zubeen Shroff......... -
Peter A. Clemens.........cccoccveeerninnes 7 74,843(16) 3.5% 1.2%
Jerry Karabelas.......... -- * *

* *

50,000(15) *  *
~ *

Immanuel Thangaraj..............ccccvvvvenee -- * *

Alan Smith........cccooviiiiiiiineen. 83,468(17) * *

Vijai Kumar........cccocoeeviniienennn. 1 00,000(18) * *
James Emigh........cccoocviiieinnnennennn, 1 73,500(19) * *

All Directors and Officers as a Group

(12 PersoNS).....ccceveveeeeiiiiieaeenins 15 21,311(20) 6.6% 2.3%

* Represents less than 1% of the outstanding sludiitee Company's Common Stock.

(1) The information with respect to Hemant K. Slald VVarsha H. Shah, Dennis Adams, Bernard SelMaclthel and Susan Weisbrot and
Watson Pharmaceuticals, is based upon filings thithCommission and/or information provided to th@pany.
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(2) Shows percentage ownership assuming (i) suci panverts all of its currently convertible seities or securities convertible within 60
days of April 1, 2004 into the Company's commortist@and (ii) no other Company securityholder cotsrany of its convertible securities.

(3) Shows percentage ownership assuming such aadall other securityholders of the Company conaiof their convertible securities
into the Company's common stock.

(4) Despite reasonable efforts, the Company wablaria obtain from its security holders the namfethe individuals that exercise voting,
investment and dispositive rights over the Compmasgturities held of record by such entities. Then@any was unable to obtain such
information without unreasonable effort and expense

(5) Includes (i) 22,195,668 shares issuable upowesion of 1998 Debentures and 1999 Debentui§$, {68,748 shares issuable upon
exercise of 1998 Warrants and 1999 Warrants 4j#82,231 shares issuable upon exercise of comtnok purchase warrants issued in
connection with the 1998/1999 and 2001/2002 Galédge Loans, (iv) 4,276,062 shares issuable uporasion of Debentures issued in
lieu of quarterly cash interest payments, and 50,000 shares subject to currently exercisableksiptions.

(6) Includes (i) 2,356,348 shares issuable upowemion of 1998 Debentures and 1999 Debenturg¢§3#,358 shares issuable upon exel
of 1998 Warrants and 1999 Warrants, (iii) 447,87éres issuable upon exercise of common stock pseclvarrants issued in connection v
the 1998/1999 and 2001/2002 Galen Bridge Loans, and

(iv) 455,154 shares issuable upon conversion oeblves issued in lieu of quarterly cash interagnpents.

(7) Includes (i) 8,533,847 shares issuable uponemion of the 1999 Debentures, and (ii) 1,301 8f#dres issuable upon conversion of
Debentures issued in lieu of quarterly cash intggagments, and
(iii) 30,000 shares subject to currently exercieaibck options.

(8) Includes 10,700,665 shares issuable upon eseofithe Watson Warrant.

(9) Includes 1,553,641 shares issuable upon coioveo$ 1998 Debentures and 1999 Debentures.
(10) Includes 1,053,627 shares issuable upon csioveof 1998 Debentures and 1999 Debentures.
(11) Includes 614,309 shares issuable upon comrecsi1998 Debentures and 1999 Debentures.
(12) Includes 814,415 shares issuable upon comrecdi1998 Debentures and 1999 Debentures.

(13) Includes (i) 62,590 shares issuable upon asive of 1998 Debentures,
(i) 14,666 shares issuable upon conversion of Delves issued in lieu of quarterly interest payraemtd (iii) 1,065,170 shares subject to
currently exercisable stock options.

(14) Includes 200,000 shares subject to currexiyasable stock options.
(15) Includes 50,000 shares subject to currentty@sgable stock options.

(16) Includes (i) 110,908 shares issuable upon emian of 1998 Debentures, (ii) 17,885 shares suspon conversion of Debentures
issued in lieu of quarterly interest payments, @ifd600,000 shares subject to currently exerdisaibock options.

(17) Includes (i) 50,000 shares subject to curyegrtercisable common stock purchase options, 2490 shares issuable upon
conversion of 1998 Debentures.

(18) Includes 100,000 shares subject to currextdyasable stock options.
(19) Includes 128,500 shares subject to currexidyasable stock options.

(20) Includes 1,408,283 shares which Directorseatatutive officers have the right to acquire wittiie next 60 days through the conversion
of Debentures and the exercise of outstanding siptikns.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACT IONS

On December 20, 2002, the Company completed atproféering of securities for an approximate aggtegourchase price of $26,394,000
(the "2002 Debenture Offering™). The securitiesigbin the 2002 Debenture Offering consisted ofca¥vertible senior secured debentures
maturing March 31, 2006 (the "2002 Debentures"g Debentures were issued by the
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Company pursuant to a certain Debenture PurchasseAwent dated December 20, 2002 (the "2002 Purdkgreement") by and among the
Company, Care Capital, Essex, Galen and each giutehasers listed on the signature page themetcdordance with the terms of the 2002
Purchase Agreement, each of Jerry Karabelas, grassbf Care Capital, and Immanuel Thangaraj, @ules of Essex, were appointed to the
Company's Board of Directors.

As part of the closing of the 2002 Debenture Offgyithe Company's term loan agreement (the "Wadtsan Agreement") with Watson
Pharmaceuticals, Inc. ("Watson") was amended tex{gnd the maturity date of the Watson Loan Agmanfrom March 31, 2003 to March
31, 2006, and (ii) increase the principal amourthefWatson Loan Agreement from $17,500,000 to4§211, 331 (the "Watson Term Loan")
reflect the inclusion of approximately $3,901,33ted by the Company to Watson under a product suggrgement between the parties. In
consideration for the amendment to the Watson lAgneement, the Company issued to Watson a Comnauok $urchase warrant
exercisable for 10,700,665 shares of the Comp&gsmon Stock (the "Watson Warrant"). The Watsonréfdrhas a term expiring
December 31, 2009 and an exercise price of $.34ipee.

At the Company's request, on May 5, 2003, the Caompeceived a letter executed by each of Care @laftlen and Essex (the "Majority
2002 Debentureholders") advising that the Maja2id2 Debentureholders would provide funding to niieetCompany's 2003 capital
requirements, up to an aggregate amount not taeeb®8.6 million (the "2003 Letter of Support").dansideration for the issuance of the
2003 Letter of Support, the Company authorizeddbeance of warrants to the Majority 2002 Debelfolders exercisable for an aggregate
of 645,000 shares of the Company's Common Stoahk akercise price of $.34 per share (such exepcise being equal to the conversion
price of the 2002 Debentures). In accordance waghtérms of the Letter of Support, the Majority 2@ebentureholders advance to the
Company an aggregate principal amount of $8.6 enilduring the period from June 16, 2004 throughiaolliding December 29, 2003 to
fund the Company's operating losses and workingalapquirements (the "Letter of Support Advange$he Letter of Support Advances
were made in accordance with the terms of the Za02hase Agreement resulting in the Company's mesuaf additional 2002 Debentures
an aggregate principal amount of $8.6 million (pdslitional 2002 Debentures issued in satisfaatfaaccrued interest on the Letter of
Support Advances).

On February 10, 2004, the Company consummatedrateroffering of convertible senior secured debestithe "2004 Debentures") in the
aggregate principal amount of approximately $12il8an (the "2004 Debenture Offering"). The 2004 i2mtures were issued by the
Company pursuant to a certain Debenture and Shaoh#se Agreement dated as of February 6, 200426 Purchase Agreement") by
and among the Company, Care Capital, Essex, Galkeach of the purchasers listed on the signaage thereto. Of the approximate $12.3
million in debentures issued on February 10, 20@dkeu in the 2004 Debenture Offering, approximagdymillion of 2004 Debentures were
issued in exchange for the surrender of a like amotiprincipal plus accrued and unpaid interestarrthe Company's 2002 Debentures
issued to Care Capital, Essex and Galen during Mbee and December, 2003 pursuant to the Letteupp&t. On April 14, 2004, the
Company completed an additional closing under B@&42Purchase Agreement pursuant to which the Coynigpaned additional 2004
Debentures in the aggregate principal amount ofemately $579,000, bringing the aggregate priatgmount of 2004 Debentures issued
by the Company under the 2004 Purchase Agreemé&it2@79 million.

The 2004 Debentures (including the principal amquns interest accrued at the date of conversidihrenvert automatically into the
Company's series A convertible preferred stock (Baies A Preferred”) immediately following the@pany's receipt of shareholder
approval of the Company's restated Certificatenobtporation (the "Charter Amendment") to, amortgeothings, authorize the Series A
Preferred shares, and the filing of the Charter Admeent with the Office of New York Department o&ftet (the date of such filing, the
"Charter Amendment Filing Date"). The Debenturel ezinvert into Series A Preferred at a price gers (the "Conversion Price") of
$0.6425, representing the average of the closid@bd asked prices of the Company's Common Stadkéa?0 trading days ending Febru
4, 2004, as reported by the Over-the-Counter ("QBtilletin Board. Based on the $0.6425 ConversinoeRof the Series A Preferred and
estimating the interest accrual under the 2004 Bieipes prior to the Charter Amendment Filing Détte, 2004 Debentures are convertible
into an aggregate of approximately 19.9 millioni€&A Preferred shares, of which 5.2 million, 6.@ion and 6.8 million are issuable to Ci
Capital, Essex and Galen, respectively, under @itg Debentures held by such parties (represenéride, 34.2% and 34.2%, respectively
the total Series A Preferred issuable upon conmersf the 2004 Debentures). The 2004 Purchase Agmealso provides that the holders of
the Series A Shares shall have the right to vofeaasof the single class with all holders of thentpany's voting securities on all matters t
voted on by such security holders. Each holdereoieS A Preferred shall have such number of vateshall equal the number of votes he
would have had if such holder converted all Seti¢xeferred held by such holder into shares of Com&tock immediately prior to the
record date relating to such vote.
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As a condition to the completion of the 2004 Pusehagreement, the Company, the investors in thd ZEbentures and the holders of the
Company's outstanding 5% convertible senior secdebegntures due March 31, 2006 issued by the Coypat®98, 1999, 2002 and 2003
(collectively, the "1998-2002 Debentures"), exedudecertain Voting Agreement dated as of FebruaB064 (the "Voting Agreement"). The
Voting Agreement provides that each of Care Capiasex and Galen (collectively, the "Lead 2004ktars") has the right to designate for
nomination one member of the Company's Board céddars, and that the Lead 2004 Investors collegtiveaay designate one additional
member of the Board (collectively, the "Designee$t)e Designees of Care Capital, Essex and GaéeNlassrs. Karabelas, Thangaraj and
Wesson, respectively, each of whom are current@ommbers. As of the date of this Report, the cbile Designee of the Lead 2004
Investors had not been determined.

Simultaneous with the execution of a 2004 Purciageement, and as a condition to the initial clgsifithe 2004 Purchase Agreement, the
Company, the investors in the 2004 Debentures aold ef the holders of the 1998-2002 Debentures2@@d Debentures and the 1998-2002
Debentures are collectively referred to as the $@uiding Debentures") executed a certain Debeonzersion Agreement dated as of
February 6, 2004 (the "Conversion Agreement”).dooadance with the terms of the Conversion Agregmeath holder of the Outstanding
Debentures agreed to convert their debentureghiet@€ompany's Preferred Stock. Specifically, thev@osion Agreement provides, among
other things, for the automatic conversion of th8£2Debentures into the Company's Series A Prefemd the automatic conversion of the
1998-2002 Debentures into the Company's SeriemBectible preferred stock (the "Series B Preferyedtid/or the Company's series C
convertible preferred stock (the "Series C Pret&)jranmediately upon the Charter Amendment Filingt® The Series B Preferred and the
Series C Preferred are referred to collectivelthas'Junior Preferred Shares”, and the Junior BeefeShares, together with the Series A
Preferred are referred to collectively as the "&nrefd Stock".

After giving effect to the 2004 Debenture Offeriaigd assuming (i) the receipt of shareholder appiivihe Charter Amendment, (i) the
filing of the Charter Amendment, (iii) the convensiof the 2004 Debentures into Series A Prefemad,(iv) the conversion of the 1998-2002
Debentures into Junior Preferred Shares, Care &apisex and Galen would control approximateil 25, 17.6 % and 47.9 %, respectively,
of the Company's voting securities (or approximald.3 %, 15.6 %, 47.9 %, respectively, after givaifect to the conversion of all of the
Company's issued and outstanding Common Stock aseotiptions and warrants).

It was a condition to the completion of the 2004hBmture Offering that the Watson Loan Agreemenelsructured to provide for a reduct

in the principal amount of the Watson Term Loan fordhe assignment of the Watson Term Loan asuetstred to Care Capital, Essex,
Galen and the other investors in the 2004 Debesiasef February 10, 2004 (collectively, the "WatBtote Purchasers™). Accordingly,
simultaneous with the closing of the 2004 Purchgreement, each of the Company, Watson and thedWa@dste Purchasers executed an
Umbrella Agreement dated as of February 6, 200 '{thmbrella Agreement"). The Umbrella Agreementvidtes for (i) the Company's
payment to Watson of approximately $4.3 milliorconsideration of amendments to the Watson termsrintthe aggregate principal amount
of approximately $21.4 million evidencing the Watstterm Loan (the "Watson Notes") (A) to forgive appmately $16.4 million of
indebtedness under that Watson Notes, leavingraiibn principal balance, (B) to extend the matyidate of the Watson Notes from March
31, 2006 to June 30, 2007, (C) to provide for ttesaction of future interest payments under thetdn Notes in the form of the Company's
Common Stock, and (D) to provide for the forbeaeafiom the exercise of rights and remedies upomtoearrence of certain events of
default under the Watson Notes (the Watson Notes asnended, the "Amended and Restated Watson)Natel' (i) Watson's sale and
conveyance of the Amended and Restated Watsontbltite \WWatson Note Purchasers for cash considarafi§1.0 million.

In accordance with the terms of the Umbrella Agrestnsimultaneous with the Company's payment toes@fabdf approximately $4.3 million,
the Company conveyed to Watson approximately $D86if finished dosage products, at no charge, ANIAS
butalbital/acetaminophen/caffeine tablets, doxyiogchyclate capsules and doxycycline monohydrapsdas, the drug master files and
certain related assets for doxycycline monohydddtkeand doxycycline hyclate API, and the Compargaipment dedicated to the
production of doxycycline API (collectively, the tdnsferred Assets"). The Company also granted tts&dzan option to enter into a
commercial supply agreement for hydrocodone batatAPI (the "Hydrocodone Option™). In additionéatson forgiveness of approximat
$16.4 million of indebtedness under the Watson blaie additional consideration for the payment &iddh of approximately $4.3 million,
the conveyance of the Transferred Assets, andrt@ gf the Hydrocodone Option, all current supgdyeements between the Company and
Watson were terminated and Watson waived the dilytrotections contained in the Watson Warranthéoextent such dilution protections
were triggered by the transactions contemplatetdeér?004 Debenture Offering.
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The Amended and Restated Watson Note in the pehaipount of $5.0 million is secured by a firstlien all of the Company's and its
subsidiaries' assets, senior in right of paymedtlim priority over all other Company indebtedneassries a floating rate of interest equal to
the prime rate plus 4.5% and matures on June 37,.20

After giving effect to the transactions providedfie Umbrella Agreement, the Watson Note Purchaspresent the Company's senior
lenders. The allocation of ownership of the $5.0iom Amended and Restated Watson Note among efitte&Watson Note Purchasers was
based on the quotient of the principal amount ef2804 Debentures purchased by such Watson Novadaar, divided by approximately
$12.3 million, representing the aggregate princgmabunt of the 2004 Debentures issued by the Coyngaf-ebruary 10, 2004. As such, of
the $5.0 million principal amount of the Amendedi &estated Watson Note, approximately $1,352,007,58,000, and $1,754,000, is owed
by the Company to Care Capital, Essex and Galspentively (representing approximately 27%, 35% 26fb, respectively, of the Amend
and Restated Watson Note).

Each of Michael and Susan Weisbrot and Dennis Adaameficially own in excess of 5% of the Compangtng securities. Each of such
security holders participated as an investor in2@4 Debentures, agreed to convert their 1998-2@ientures into Junior Preferred Shares
and purchased a portion of the Amended and Restd#tsion Note a member of the Watson Note Purchdseasldition, Bernard Selz,
Hemant and Varsha Shah and Oracle Strategic Pariné., each a beneficial owner of in excess ofdd¥he Company's voting securities, is
a party to the Conversion Agreement pursuant telvbach has agreed to automatically convert tespective 1998-2002 Debentures into
Junior Preferred Shares on the Charter AmendméngMate. See "Item 12-Security Ownership of Garieneficial Owners and
Management and Related Stockholder Matters".

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES
AUDIT FEES

The aggregate fees billed for professional servieadered by the Company's principal accountanth®audit of the Company's annual
financial statements for the fiscal years endedebdxer 31, 2002 and December 31, 2003, and forttiews of the financial statements
included in the Company's Quarterly Reports on Fb@r® for such fiscal years, were $176,000 and ®) respectively, all of which were
attributable to Grant Thornton LLP.

AUDIT - RELATED FEES

The aggregate fees billed for professional servieadered by the Company's principal accountanwdridh are reasonably related to the
performance of the audit or review of the Compafigancial statements and which are not reportev@lunder the caption "Audit Fees" for
each of the fiscal years ended December 31, 20@Danember 31, 2003 were $14,180 and $36,620, ateply, all of which were
attributable to Grant Thornton LLP. These feesteeia services provided in connection with the aiafithe Company's 401(k) and profit
sharing plan.

TAX FEES

The aggregate fees bills for professional servieadered by the Company's principal accountantafocompliance, tax advice and tax
planning for the fiscal years ended December 3@22hd December 31, 2003 were $54,000 and $51r@86ectively, all of which were
attributable to Grant Thornton LLP. These servigdated to the preparation of various state anefédax returns.

ALL OTHER FEES

There were no fees billed for professional servieeslered by the Company's principal accountanpfoducts and services provided, other
than those described above under the captions tAedis", "Audit-Related Fees" and "Tax Fees".

AUDIT COMMITTEE'S PRE-APPROVAL POLICIES AND PROCEDU RES

Consistent with policies of the Commission regagdanditor independence and the Audit Committee €hahe Audit Committee has the
responsibility for appointing, setting compensata overseeing the work of the independent auditoe
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Audit Committee’s policy is to pre-approve all dwid permissible non-audit services provided layitldependent auditor. Pre-approval is
detailed as to the particular service or categbseovices and is generally subject to a specifidget. The Audit Committee may also pre-
approve particular services on a case-by-case.basissessing requests for services by the indegmtrauditor, the Audit Committee
considers whether such services are consistentéthuditor's independence, whether the indeperdgditor is likely to provide the most
effective and efficient service based upon thaimifarity with the Company, and whether the serwoeld enhance the Company's ability to
manage or control risk or improve audit quality.

All of the audit-related, tax and other servicesvsled by Grant Thornton LLP in fiscal year 2008l aalated fees (as described in the
captions above) were approved in advance by thét Rahmittee.

PART IV
ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AN D REPORTS ON FORM 8-K

(a)(1) Consolidated Financial Statements -- SeeXrid Financial Statements.

(a)(2) Consolidated Financial Statement Schedul&ge Index to Financial Statements

(b) Reports on Form 8-K

On November 19, 2003, the Company filed a Curreaptd®t on Form 8-K. The Form 8-K described the Camfsaissuance of a press release

disclosing the financial results for its third qiearended September 30, 2003 and the nine morghsetided.

(c) Exhibits

The following exhibits are included as a part aé thnnual Report on Form 10-K or incorporated heigy reference.

EXHIBIT
NUMBER DOCUMENT
3.1 Certificate of Incorporation and amendment s (incorporated by reference

to Exhibit 3.1 to the Registrant's Annual
ended December 31, 1999).

Report on 10-K for the year

3.2 Restated Bylaws (incorporated by reference to Exhibit 3.1 to the
Registrant's Quarterly Report on Form 10-Q for the quarter ended June
30, 1993).

3.3 Restated By-Laws (incorporated by referenc e to Exhibit 3.3 to the
Registrant's Annual Report Form 10-K for t he year ended December 31,
1998 (the "1998 Form 10-K")).

4.1 Form of 5% Convertible Senior Secured Debe nture (incorporated by
reference to Exhibit 4.1 to the Registrant 's Current Report on Form 8-K
dated December 20, 2002 (the "December 200 2 Form 8-K")).

4.2 Form of Convertible Senior Secured Debentu re issued pursuant to the
Debenture and Share Purchase Agreement dat ed as of February 6, 2004
(incorporated by reference to Exhibit 4.1 of the Registrant's Current
Report on Form 8-K dated February 10, 2004 (the "February 2004 Form
8-K")

10.1 Credit Agreement, dated as of December 22, 1992, among the Registrant
and The Chase Manhattan Bank, N.A. (incorp orated by reference to
Exhibit 10.1 to the Registrant's Annual Re port on Form 10-K for the
year ended December 31, 1992 (the "1992 Fo rm 10-K")).

10.2  Amendment Two, dated as of January 12, 199 4, to Credit Agreement among

the Registrant and The Chase Manhattan Ban
of Stock Warrant and Registration Rights A
reference to Exhibit 10.1 to the Registran
10-K for the year ended December 31, 1993
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10.3 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)

10.4 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).

10.5 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

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. (incorp
Exhibit 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 Option PI
by reference to Exhibit 10.3 to the 1992 F

10.10(2) Halsey Drug Co., Inc. 1995 Stock Option an
Plan (incorporated by reference to Exhibit
Registration Statement on Form S-8, File N

10.10(3) Halsey Drug Co., Inc. Non-Employee Directo
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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).

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 10.1

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).
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Zetapharm, Inc. and Zuellig Botanical,
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10.24 Supply Agreement dated as of March 30, 199
ZetaPharm, Inc. (incorporated by reference
March 8-K).

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 lIl,
listed on the Signature Page thereto (inco
Exhibit 10.1 to the March 1998 8-K).
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dated March 10, 1998 (incorporated by refe
March 1998 8-K).
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(incorporated by reference to Exhibit 10.4

10.37 Stock Pledge Agreement dated March 10, 199
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10.38 Form of Irrevocable Proxy Agreement (incor
Exhibit 10.6 to the March 1998 8-K).
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the Registrant's Annual Report of Form 10-
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10.44 Employment Agreement dated as of March 10,
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other signatures thereto (incorporated by
the 1998 Form 10-K).
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reference to Exhibit 10.49 to the 1998 For

10.50 Amended and Restated General Security Agre
between the Company and Galen Partners Il
(incorporated by reference to Exhibit 10.5

10.51 Subordination Agreement dated December 2,
and Galen Partners lll, L.P., as Agent (in
Exhibit 10.51 to the 1998 Form 10-K).

10.52 Agency Letter Agreement dated December 2,
a party to the Amended, Restated and Conso
Agreement, as amended (incorporated by ref
the 1998 Form 10-K).

10.53 Lease Agreement dated March 17, 1999 betwe
Pharmaceuticals, Inc. (incorporated by ref
the 1998 Form 10-K).

10.54 Lease Agreement dated September 1, 1998 be
Crimson Ridge Partners (incorporated by re
the 1998 Form 10-K).

10.55 Manufacturing and Supply Agreement dated M
Registrant and Par Pharmaceuticals, Inc. (
Exhibit 10.55 to the 1998 Form 10-K).

10.56 Halsey Drug Co., Inc. 1998 Stock Option PI
to Exhibit 10.56 to the 1998 Form 10-K).
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10.57 Loan Agreement dated March 29, 2000 betwee
Pharmaceuticals, Inc. (incorporated by ref
the Registrant's Current Report on Form 8-
"March 2000 8-K")).+

10.58 Amendment to Loan Agreement dated March 31
and Watson Pharmaceuticals, Inc. (incorpor
10.58 to the March 2000 8-K).

10.59 Secured Promissory Note in the principal a
by the Registrant, as the maker, in favor
Inc. dated March 31, 2000 (incorporated by
to the March 2000 8-K).

10.60 Watson Security Agreement dated March 29,
and Watson Pharmaceuticals, Inc. (incorpor
10.60 to the March 2000 8-K).

10.61 Stock Pledge Agreement dated March 29, 200
Watson Pharmaceuticals, Inc. (incorporated
10.61 to the March 2000 8-K).

10.62 Watson Guarantee dated March 29, 2000 betw
Pharmaceuticals, Inc., as the guarantors,
Pharmaceuticals, Inc. (incorporated by ref
the March 2000 8-K).

10.63 Watson's Guarantors Security Agreement dat
Halsey Pharmaceuticals, Inc., Houba, Inc.
Inc. (incorporated by reference to Exhibit
8-K).

10.64 Subordination Agreement dated March 29, 20
Registrant, Watson Pharmaceuticals, Inc. a
Registrant's outstanding 5% convertible de
(incorporated by reference to Exhibit 10.6

10.65 Real Estate Mortgage dated March 29, 2000
Watson Pharmaceuticals, Inc. (incorporated
10.65 to the March 2000 8-K).

10.66 Subordination Agreement by and among Houba
L.P., Oracle Strategic Partners, L.P. and
(incorporated by reference to Exhibit 10.6

10.67 Product Purchase Agreement dated March 29,
and Watson Pharmaceuticals, Inc. (incorpor
10.67 to the March, 2000 8-K).+

10.68 Finished Goods Supply Agreement dated Marc
Registrant and Watson Pharmaceuticals, Inc
to Exhibit 10.68 to the March 2000 8-K).+

10.69 Active Ingredient Supply Agreement dated M
Registrant and Watson Pharmaceuticals, Inc
to Exhibit 10.69 to the March 2000 8-K).+

10.70 Right of First Negotiation Agreement dated

Registrant and Watson Pharmaceuticals, Inc
to Exhibit 10.70 to the March 2000 8-K).+
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*31.1 Certification of Periodic Report by Chief Executive Officer pursuant to

Rule 13a-14 and 15d-14 of the Securities E xchange Act of 1934.

*31.2 Certification of Periodic Report by Chief Financial Officer pursuant to
Rule 13a-14 and 15d-14 of the Securities E xchange Act of 1934.

*32.1 Certification of Periodic Report by Chief Executive Officer pursuant to
18 U.S.C. Section 1350, as adopted pursuan t to Section 906 of the
Sarbanes-Oxley Act of 2002.

*32.2 Certification of Periodic Report by Chief Financial Officer pursuant to
18 U.S.C. Section 1350, as adopted pursuan t to Section 906 of the

Sarbanes-Oxley Act of 2002.

* Filed herewith

+ A portion of this exhibit has been omitted pursu@ an application for confidential treatmentsuant to Rule 24b-2 of the Securities
Exchange Act of 1934, as amended.
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SIGNATURES

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

HALSEY DRUG CO,, INC.

By: /'s/ ANDREW D. REDDI CK

Andrew D. Reddi ck
Presi dent and Chi ef Executive O ficer
(Principal Executive Oficer)

Date: April 14, 2004

Pursuant to the requirements of the Securities &xgh 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 Director April 14, 2004

William G. Skelly

/sl Peter Clemens Vice President, Chief Fi nancial Officer April 14, 2004
----------------------- (Principal Financial a nd Accounting
Peter Clemens Officer) and Di rector
/sl Alan J. Smith Director April 14, 2004
Alan J. Smith
/sl Bruce F. Wesson Director April 14, 2004

Bruce F. Wesson

/sl William Sumner Director April 14, 2004

William Sumner

/sl Srini Conjeevaram Director April 14, 2004

Srini Conjeevaram

/sl Zubeen Shroff Director April 14, 2004

Zubeen Shroff

/sl Jerry Karabelas Director April 14, 2004

Jerry Karabelas
/sl Immanuel Thangaraj Director April 14, 2004

Immanuel Thangaraj
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

Directors and Stockholders
HALSEY DRUG CO., INC.

We have audited the accompanying consolidated balsimeets of Halsey Drug Co., Inc. and Subsidigsievelopment stage enterprise)
"Company") as of December 31, 2003 and 2002, amdelated consolidated statements of operatioasebblders' equity(deficit) and cash
flows for each of the three years in the periodeghDecember 31, 2003. These financial statemeathamresponsibility of the Company's
management. Our responsibility is to express aniopion these financial statements based on outsaud

We conducted our audits in accordance with audiiagdards generally accepted in the United StdtAmerica. Those standards require
that we plan and perform the audit to obtain reabtmassurance about whether the financial statsnaes free of material misstatement. An
audit includes examining, on a test basis, evidsnpporting the amounts and disclosures in then6iig statements. An audit also includes
assessing the accounting principles used and &ignifestimates made by management, as well asatirgj the overall financial statement
presentation. We believe that our audits providesgonable 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 at December 313201 2002, and the results of their operationstlagid consolidated cash flows for each
of the three years in the period ended Decembe2@13, in conformity with accounting principles geally accepted in the United States of
America.

We have also audited the consolidated financiaéstant schedule listed in the Index at Iltem 15fa)(Rour opinion, this schedule, when
considered in relation to the basic consolidatedritial statements taken as a whole, presentg, fairall material respects, the information
set forth therein.

The accompanying consolidated financial statemigate been prepared assuming that the Companyamilintie as a going concern. As
discussed in Note B, the Company incurred a nstd®$48,455,000 during the year ended Decembe2®13, and, as of that date, the
Company's current liabilities exceeded its curesssiets by $3,770,000, and its total liabilitieseexted its total assets by $52,067,000. These
factors, among others, as discussed in Note Betdinlancial statements, raise substantial doubtiathe Company's ability to continue as a
going concern. Management's plans in regard teethesdters are also described in Note B. The firsdustatements do not include any
adjustments that might result from the outcomehif tincertainty.

GRANT THORNTON LLP

New York, New York
February 26, 2004, except for Note B,
as to which the date is March 19, 2004
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Halsey Drug Co., Inc. and Subsidiarie!
CONSOLIDATED BALANCE SHEETS

December 31,
(in thousands)

2003 2002
CURRENT ASSETS
Cash $ 942 $9,211
Accounts receivable - trade, net of allowance s
of $428 and $14 in 2003 and 2002, respec tively 467 610
Inventories 312 2,285
Prepaid expenses and other current assets 401 394
Total current assets 2,122 12,500
PROPERTY, PLANT AND EQUIPMENT, NET 3,394 5,367
DEFERRED PRIVATE OFFERING COSTS, net of
accumulated amortization of $ 318 and $9 in 2 003
and 2002, respectively 714 1,032
OTHER ASSETS AND DEPOSITS 392 465

The accompanying notes are an integral part oktetements.
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Halsey Drug Co., Inc. and Subsidiarie!

CONSOLIDATED BALANCE SHEETS (CONTINUED)

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

CURRENT LIABILITIES
Current maturities of notes payable and capit
obligations
Accounts payable
Accrued expenses
Department of Justice settlement

Total current liabilities

TERM NOTE PAYABLE

BRIDGE LOANS
Less: debt discount

CONVERTIBLE SUBORDINATED DEBENTURES
Less: debt discount

CAPITAL LEASE OBLIGATIONS
DEPARTMENT OF JUSTICE SETTLEMENT
COMMITMENTS AND CONTINGENCIES

STOCKHOLDERS' EQUITY (DEFICIT)
Common stock - $.01 par value; authorized,
80,000 shares; issued and outstanding,
21,602 shares and 21,035 shares in
2003 and 2002, respectively
Additional paid-in capital
Accumulated deficit

The accompanying notes are an integral part oktetements.

2003 2002
allease $ 45 $ 33
1,895 3,119
3,652 3,115
300 300
5,892 6,567
21,401 21,401
2,000 -
(568) -
1,432 -
86,632 77,118
(56,893) (73,955)
29,739 3,163
92 40
133 461
216 211
157,262 148,611
(209,545) (161,090)
(52,067) (12,268)

$ 6,622 $ 19,364
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Halsey Drug Co., Inc. and Subsidiarie!
CONSOLIDATED STATEMENTS OF OPERATIONS

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

2003 2002 2001

Product sales $ 5750 $ 8,205 $ 8,429
Product development revenues - - 8,500
Net product revenues 5,750 8,205 16,929
Operating costs
Cost of manufacturing 11,705 12,535 14,857
Research and development 1,460 1,517 1,327
Selling, general and administrative expenses 7,903 7,216 6,616
Plant shutdown costs 1,926 (126) 68
Loss from operations (17,244) (12,937) (5,939)

Other income (expense)
Interest expense (6,001) (4,728) (3,913)
Interest income 25 15 69
Amortization of deferred debt discount and

private offering costs (24,771) (12,558) (2,591)
Loss on extinguishment of debt - (28,415) -
Investment in joint venture - - (202)
Other income (expense) (464) (966) 13
NET LOSS $(48,455) $(59,589) $(12,563)
Basic and diluted loss per common share $ (2.28) $ (3.90) $ (.84)
Weighted average number of outstanding shares 21,227 15,262 15,021

The accompanying notes are an integral part oktetements.
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Halsey Drug Co., Inc. and Subsidiarie!
CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY (DEF ICIT)

Years ended December 31, 2003, 2002 and 2001
(in thousands)

Common stock,
$.01 par value  Additional
------------------- Paid-in  Accumulated

Shares  Amount Capital Deficit Total

Balance at January 1, 2002 15,065 $ 151 $35914 $ (101,501)$% (65,436)
Issuance of common stock in exchange for

warrants 5,970 60 2,222 2,282
Beneficial conversion

features in connection with debentures (Note H) 74,619 74,619
Issuance of warrant in connection with extension of
maturity date of term loan (Note I(a)) 11,985 11,985
Issuance of warrant in connection with Bridge Loans
(Note I(b)) 5,115 5,115
Beneficial conversion features in connection with
issuance of Bridge Loans (Note | (b)) 3,745 3,745
Modification of terms of existing warrants 15,011 15,011
Net loss for the year ended December 31, 2002 (59,589) (59,589)
Balance at December 31, 2002 21,035 211 148,611 (161,090) (12,268)
Conversion of Debentures 567 5 322 327
Issuance of warrant for lending commitment 581 581
Issuance of beneficial conversion

features in connection with debt 7,178 7,178
Issuance of warrant in severance 113 113
Increase in fair value of warrants 457 457
Net loss for the year ended December 31, 2002 (48,455) (48,455)
Balance at December 31, 2003 21,602 $ 216 $157,262 $ (209,545) $ (52,067)

The accompanying notes are an integral part oktetements.
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Halsey Drug Co., Inc. and Subsidiarie!

CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activities
Net loss

Adjustments to reconcile net loss to net cash
in operating activities
Depreciation and amortization
Amortization of deferred debt discou
offering costs
Amortization of deferred product acq
Provision for losses on accounts rec
(Gain) loss on disposal of assets
Debentures and stock issued for inte
Loss on debt extinguishment
Change in fair value of warrants due

Write-down of investment in affiliat
Impairment reserve against assets
Changes in assets and liabilities
Accounts receivable
Inventories
Prepaid expenses and other curr
Other assets and deposits
Accounts payable
Accrued expenses

Total adjustments
Net cash used in operating activitie

Cash flows from investing activities
Capital expenditures
Capital contribution to joint venture
Net proceeds from sale of assets

Net cash used in investing activitie

Cash flows from financing activities
Proceeds from issuance of notes payable
Payments to Department of Justice
Exercise of stock options
Repayment of debentures
Payments on notes payable and capital lease o
Proceeds from issuance of convertible subordi
debentures
Deferred private offering costs

Net cash provided by financing activ
NET INCREASE (DECREASE) IN CASH AND
CASH EQUIVALENTS

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Year ended December 31,

(in thousands, except share data)

2003

2002

used
811 835
nt and private
24,771 12,558
uisition costs 42 37
eivable 351 101
7 28
rest expense 3,241 2,191
- 28,415
to modification of terms
457 863
e - 202
3,619 -
(2,244) (2,170)
28 444
ent assets (76) (156)
103 121
(877) 853
2,137 3,010
32,370 47,130
s (16,085) (12,459)
(410) (287)
- 16
s (410) (271)
2,000 12,500
(328) (313)
bligations (46) (147)
nated
6,600 10,500
- (1,041)
ities 8,226 21,499
(8,269) 8,769
9,211 442
$ 942 $ 9,211

The accompanying notes are an integral part oktetements.
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Halsey Drug Co., Inc. and Subsidiarie!
CONSOLIDATED STATEMENTS OF CASH FLOWS (CONTINUED)

Years ended December 31, 2003, 2002 and 2001
(in thousands, except share data)

Supplemental disclosures of noncash investing sxah¢ing activities:

Year ended December 31, 2003

1. The Company's bridge loans contained benefioiaversion features, which were valued at $578.

2. The Company's convertible debentures contairedfitial conversation features, which were valae$i6,600.
3. The Company issued $3,241 of debentures as payohkke amounts of debenture accrued interest.

4. The Company repaid $2,037 of indebtedness ifotime of product deliveries.

5. The Company issued 645,000 warrants with amestid relative fair value of $582 for the lendirgrmenitment in the form of debentures
and bridge loans.

6. The Company issued 567,000 shares of commok sfmmn conversion of $327 of debentures.

7. The Company issued 150,000 warrants with amastid relative fair value of $113 in connectionhvitie termination of an employment
agreement.

8. Equipment financed through capital leases aggegigapproximately $111.
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Halsey Drug Co., Inc. and Subsidiarie!
CONSOLIDATED STATEMENTS OF CASH FLOWS (CONTINUED)

Years ended December 31, 2003, 2002 and 2001
(in thousands, except share data)

Year ended December 31, 2002

1. The Company issued 5,970,083 shares of commak at result of recapitalization of warrants toghase 8,145,736 shares of common
stock and recorded a charge to earnings of $2128a@nnection with this transaction.

2. The Company issued 10,700,665 warrants wittstimated relative fair value of $11,985 in connaetivith the extension of a note
payable.

3. The Company issued $15,885 in debentures inagmgehfor like amounts of notes payable and acdntecest.
4. The Company's convertible debentures contaieedfirial conversion features, which were value§i7at,619.
5. The Company issued $2,191 of debentures as payohkke amounts of debenture accrued interest.

6. The Company repaid $1,826 of indebtedness ifotime of product deliveries.

7. The Company issued approximately 2,120,000 wégnaith an estimated relative fair value of $2,412onnection with the refinancing of
existing bridge loans in January and May 2002.

8. The Company issued 600,000 warrants with amastid relative fair value of $948 for the lendirgnenitment of a bridge loan.

9. The Company issued approximately 1,535,000 wégnaith an estimated relative fair value of $1,#%8onnection with the issuance of
bridge loans.

10. The Company's bridge loans contained beneficiaversion features, which were valued at $3,745.
11. Equipment financed through capital leases aggeel approximately $35.
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Halsey Drug Co., Inc. and Subsidiarie!
CONSOLIDATED STATEMENTS OF CASH FLOWS (CONTINUED)

Years ended December 31, 2003, 2002 and 2001
(in thousands, except share data)

Year ended December 31, 2001

1. The Company issued 51,924 shares of common apkyment for approximately $70 in debentureustinterest.

2. The Company issued 187,500 warrants with amastid relative fair value of $310 in connectionhwitie issuance of bridge loans.
3. The Company issued $2,085 of debentures as payhkke amounts of debenture accrued interest.

4. The Company has repaid $3,979 of indebtedneth®iform of product deliveries.

5. Equipment financed through capital leases aggegigapproximately $79.

6. The Company issued $300 in notes payable inaggehfor $300 in debentures that matured.
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2003, 2002 and 2001
NOTE A - DESCRIPTION OF BUSINESS AND SUMMARY OF ACCOUNTING POLICIES

Halsey Drug Co., Inc. (the "Company" or "Halse@’New York corporation established in 1935, andutssidiaries, was engaged in the
development, manufacture, sale and distributiogesferic drugs and active pharmaceutical ingredi@AiBIs"). A generic drug is the
chemical and therapeutic equivalent of a brand-ndimg for which patent protection has expired. Aayéc drug may only be manufactured
and sold if patents (and any additional governnggatited exclusivity periods) relating to the brarane equivalent of the generic drug have
expired. A generic drug is usually marketed untkegéneric chemical name or under a brand namdajmaby the generic manufacturer.
Through its strategic alliance with Watson Pharroéicals, Inc. ("Watson"), as described below, tlienPany sold its generic drug products
under the Watson name for distribution by Watsodrt@store chains and drug wholesalers. In additteenCompany sold its generic drug
products under its own name or that of a wholly-ed/subsidiary commencing in the second quartef0082While subject to the same
governmental standards for safety and efficacysdsrandrame equivalent, a generic drug is usually sollf@ice substantially below that

its brand-name equivalent.

In the fourth quarter of 2003, the Company restretd it operations, as more fully describe in N®t@nd substantially ceased the
manufacturing of the Company's generic finishecadesproducts on January 30, 2004.

As restructured, the Company is engaged in thelderent and commercial scale up of the CompanwsgIn®PI1 opioid synthesis
technologies at the Culver, Indiana facility, thegecution of the Company's application to the D&#Aeceive a registration to import
Narcotic Raw Materials ("NRMs") for use in the postion of opioid API's, the development of the C@my's proprietary abuse deterr
formulation technologies for use in orally admiaigtd opioid containing finished dosage products ntlanufacture of clinical trial supplies of
abuse deterrent formulations, the evaluation oflpcts utilizing abuse deterrent formulation tecglin appropriate clinical trials, entering
into license agreements with strategic partnersigiing that such licensees will further developlsabuse deterrent formulation finished
dosage products, file for regulatory approval wfite U.S. Food and Drug Administration ("FDA") armhumercialize such products, and the
Company's manufacture of commercial quantitiesuiohgroducts for sale by the Company's licenseasnf 2003, Axiom Pharmaceutical
Corporation began operations of manufacturing asitlilouting generic pharmaceutical products untkeown label. As of January 30, 2004,
substantially all operations of Axiom Pharmaceut@arporation ceased.
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001

A summary of the significant accounting policiemsistently applied in the preparation of the accanying consolidated financial stateme
follows.

1. Principles of Consolidation

The consolidated financial statements include to®ants of the Company and its wholly-owned subsiés, Houba, Inc., and Axiom
Pharmaceutical Corporation (formerly known as HaRBkarmaceuticals, Inc.) All material intercompatgounts and transactions have been
eliminated. During 2002, the Company dissolvedalts inactive subsidiaries with the exceptiorHafuba, Inc. and Axiom Pharmaceutical
Corporation. The dissolution of the inactive sulziés had no impact on the consolidated finammisition, results of operations or cash
flows of the Company.

2. 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 substantial income taxes for thesyeaded December 31, 2003, 2002 and
2001. In addition, the Company paid cash intereapproximately $ 526,000, $136,000 and $683,00@He years ended December 31, 2!
2002 and 2001, respectively.

3. Accounts Receivable - Trade and Allowance Actsun

The Company's accounts receivable - trade arerdoedustomers engaged in the distribution of phasutical products. Credit is extended
based on evaluation of a customer's financial cmrdand, generally, collateral is not requiredcéints receivable are due generally betv
30 and 60 days and are stated at amounts due frstorgers net of allowances for doubtful accoumtirns, term discounts, and other
allowances. Accounts outstanding longer than tmtraotual payment terms are considered past dtiend&ss that are used in determining
these allowances are based on the Company's hadtexperience, current trends, credit policy aperentage of its accounts receivable by
aging category. In determining these percentapesCbmpany looks at the credit quality of its costo base as well as changes in its credit
policies. The Company continuously monitors coltats and payments from its customers. The Compaitgsiwoff accounts receivable wh
they become uncollectible, and payments subsequestdived on such receivables are credited tadeatlexpense.
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001

NOTE A (CONTINUED)

Changes in the Company's allowance accounts dodl@ss:

2003 2002 2001

(in thousands)

Beginning balance $ 14 $ 347 $ 315
Provision for losses on accounts receivable 351 101 402
Provision for all other allowances 77 - -
Allowances paid (6) (434) (288)
Write-off 8) - -
Recoveries - - (82)

Ending balance $ 428 $ 14 $ 347

4. Inventories

Inventories are stated at the lower of cost or etagkd include material, labor and manufacturingrbgad. The first-in, first-out method is
used to determine the cost of inventories. In eatalg whether inventory is stated at the loweradtor market, management considers such
factors as the amount of inventory on hand, remgishelf life and current and expected market d@rdi, including levels of competition.
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE A (CONTINUED)
5. Property, Plant and Equipment

Property, plant and equipment are stated at cestdecumulated depreciation and amortization. Majprovements are capitalized and
maintenance and repairs are expensed as incurepde€ation and amortization are provided for iroants sufficient to relate the cost of
depreciable assets to operations over their esttrggrvice lives, principally on a straight-linesiza

The estimated lives used in determining depreaiadiod amortization are:

Building and building improvements 20 - 39 years

Machinery and equipment 3 -10years

Leasehold improvements Shorter of th e life of the lease or
the service life of the asset

6. Impairment of Long-Lived Assets

Long-lived assets are reviewed for impairment wienevents or changes in circumstances indicateahging value may not be
recoverable. Impairment is measured by compariagé#nrying value of the long-lived assets to thareged undiscounted future cash flows
expected to result from use of the assets and ultgirate disposition. To the extent impairment basurred, the carrying amount of the asset
would be written down to an amount to reflect thie ¥alue of the asset. See Note J for the impaitroearge related to the write-off of
leasehold improvements of the Company's Brooklyew N ork plant, which closed in March 2001. See N®tier impairment charge relatit

to write-down of manufacturing assets of the Comyfsa@ongers, New York and Culver, Indiana plants.

7. Deferred Private Offering Costs

Deferred private offering costs represent costsrigel by the Company in conjunction with securiegptfinancing. The Company incurred
approximately $582,000 in deferred private offeraogts during the year ended December 31, 2008njuection with a lending commitme
received for the private offering of securitieghe form of Debentures and Bridge Loans. The Comjacurred approximately $1,041,000
deferred private offering costs during the yeareghBDecember 31, 2002 in conjunction with a privafering of securities. (See Note H.)
Deferred private offering costs are amortized teriest expense over the life of the related olibhgat
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE A (CONTINUED)
8. Deferred Debt Discount

Debt discount resulting from the issuance of stwakrants in connection with the issuance of sulmarigid debt and other notes payable as
well as beneficial conversion features containecbinvertible debt instruments (Notes H and I) sorded as a reduction of the related
obligations and is amortized over the remaining dif the related obligations. Debt discount relatethe stock warrants issued is determined
by a calculation which is based on the relativefalues ascribed to such warrants determined negmegt's use of the Black-Scholes
valuation model. Inherent in the Black-Scholes atihn model are assumptions made by managementiegahe estimated life of the
warrant, the estimated volatility of the Compamgsimon stock and the expected dividend yield.

9. Revenue Recognition

The Company recognizes revenue, net of sales ditsamnd allowances, when title to the product masseustomers, which occurs upon
shipment. The Company established sales provismrestimated chargebacks, discounts, rebatesngetpricing adjustments and other sales
allowances concurrently with the recognition ofeeue. The sales provisions are established basedagmsideration of a variety of factors,
including, but not limited to, actual return andtbrical experience by product type, the numbertanithg of competitive products approved
for sale, the expected market for the productirestgd customer inventory levels by product, prieelides and current and projected
economic conditions and levels of competition. Atferoduct return, chargebacks and other salewaiioes incurred are, however,
dependent upon future events.

The Company recognizes product development revetiea the Company has earned such revenue in acoerédth the achievement of
specific criteria as outlined in the applicabledgwots development agreement.

10. Shipping and Handling Costs

The Company includes all shipping and handling expe incurred as a component of cost of manufacturi
11. Research and Development Costs

All research and development costs are expensed inberred.
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE A (CONTINUED)
12. Advertising Costs

Advertising costs are expensed as incurred. Adsiegiicosts charged to operations for the yearsceBegeember 31, 2002 and 2001 were
approximately $288,000 and $39,000, respectivelyirig the year ended December 31, 2003, the comipangfited from previously accru
advertising costs of approximately $306,000.

13. Income Taxes

The Company accounts for income taxes under théitiamethod in accordance with Statement of FriahAccounting Standards No. 109
("SFAS No. 109"), "Accounting for Income Taxes."dém this method, deferred tax assets and lialsildie determined based on differences
between financial reporting and tax bases of assgtdiabilities and are measured using the enaatethtes and laws that will be in effect
when the differences are expected to reverse. Batiah allowance is established if it is more likdan not that all, or some portion, of
deferred tax assets will not be realized. The Cawes recorded a full valuation allowance to redite deferred tax assets to the amount
that is more likely than not to be realized. While Company has considered future taxable incorassessing the need for the valuation
allowance, in the event the Company were to detezrthiat it would be able to realize its deferredassets in the future in excess of its net
recorded amount, an adjustment to the deferredsagt would increase income in the period suchrd@tation was made.

14. Earnings (Loss) Per Share

The computation of basic earnings (loss) per sbBcemmon stock is based upon the weighted averagder of common shares
outstanding during the period. Diluted earningsgtere is based on basic earnings per share atifostihe effect of other potentially diluti
securities. Excluded from the 2003, 2002 and 2@diputation are approximately 249,877,514, 200,3884nhd 52,976,000, respectively, of
outstanding warrants and options and the effecoofertible debentures outstanding which would Hzeen antidilutive.
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE A (CONTINUED)
15. Stock-Based Compensation

The Company has two stock-based employee compengaéins, which are described more fully in NotéTNe Company accounts for stock-
based compensation using the intrinsic value meithedcordance with Accounting Principles Board g No. 25, "Accounting for Stock
Issued to Employees," and related InterpretatithBB No. 25") and has adopted the disclosure prongsof Statement of Financial
Accounting Standards No. 148, "Accounting for StBa@sed Compensation - Transition and Disclosur@ra@ndment of FASB Statement
No. 123. ("SFAS No. 148")". Under APB No. 25, whae exercise price of the Company's employee siptikns equals the market price

the underlying stock on the date of grant, no camspgon expense is recognized. Accordingly, no camsption expense has been recognized
in the consolidated financial statements in connaatith employee stock option grants.

The following table illustrates the effect on netéme and earnings per share had the Company @pipéidair value recognition provisions
Statement of Financial Accounting Standards No, 128counting for Stock-Based Compensation," taktbased employee compensation.

Year ended December 31,

(in thousands, except per share data)
2003 2002 2001

Net loss, as reported $ (48,455) $ (59,589) $ (12,563)
Deduct: Total stock-based employee
compensation expense determined under fair
value-based method for all awards
(662) (2,047) (1,679)

Pro forma net loss $ (49,117) $ (60,636) $ (14,242)
Loss per share:
Basic and diluted - as reported $ (228) $ (3.90) $ (.84)
Basic and diluted - pro forma $ (231) $ (397) $ (.95
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE A (CONTINUED)

Pro forma compensation expense may not be indeafifuture disclosures because they do not takeeiffiect pro forma compensation
expense related to grants before 1995. For purpmssstimating the fair value of each option ondlage of grant, the Company utilized the
Black-Scholes option-pricing model.

The Black-Scholes option valuation model was deuetbfor use in estimating the fair value of tradptions, which have no vesting
restrictions and are fully transferable. In addifioption valuation models require the input ofttygsubjective assumptions including the
expected stock price volatility. Because the Comgfsaemployee stock options have characteristigsfgigntly different from those of traded
options and because changes in the subjective agswtmptions can materially affect the fair valsineate, in management's opinion, the
existing models do not necessarily provide a rédiabngle measure of the fair value of its employeek options.

The weighted-average option fair values and themapsons used to estimate these values are asviillo

Grants i ssued during
2003 2002 2001
Expected life (years) 2.5 10 10
Risk-free interest rate 1.8% 4.6% 5.3%
Expected volatility 94% 88% 86%
Dividend yield 0.0% 0.0% 0.0%
Weighted-average option fair value $ .53 $ 112 $ 1.87

Equity instruments issued to nonemployees in exghdor goods, fees and services are accountedhftaruhe fair value-based method of
SFAS No. 123.

16. Use of Estimates in Consolidated Financialebt&ints

In preparing consolidated financial statementsoinfarmity with accounting principles generally apted in the United States of America,
management makes estimates and assumptions thett taé reported amounts of assets and liabiiiesdisclosure of contingent assets and
liabilities at the date of the consolidated finahsitatements, as well as the reported amountsvehues and expenses during the reporting
period. Actual results could differ from those psites.
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE A (CONTINUED)
17. Carrying Amount and Fair Value of Financialttoments

The carrying amount of cash and cash equivalerttsiaoounts receivable approximates fair value dubd short-term maturities of the
instruments. The Company believes that it is natfical to estimate the fair value of its accoyratgable based upon the costs that would be
incurred to obtain such valuation. The fair valti¢he Company's short-term and long-term debt apprates the book value based upon the
proximity of the issuance of new debt where thén@mmnsideration received equaled the face valukeotiebt.

18. New Accounting Pronouncements

In April 2003, the FASB issued SFAS No. 149, "Ameraht of Statement 133 on Derivative Instrumentstdadging Activities," ("SFAS
No. 149"), which amends and clarifies financial@eotting and reporting for derivative instrumenisluding certain derivative instrumer
embedded in other contracts and for hedging aigtsvitnder SFAS No. 133. SFAS No. 149 is effectorecbntracts entered into or modified
after June 30, 2003 except for the provisionswet cleared by the FASB in prior pronouncemenite ddoption of SFAS No. 149 did not
have a material impact on the Company's finana@altpn or results of operations.

In May 2003, the FASB issued "SFAS No. 150", "Acating for Certain Financial Instruments with Chaeaistics of both Liabilities and
Equity" ("SFAS No. 150"). This statement establsbktandards for how an issuer classifies and meaguits statement of financial position
certain financial instruments with characteristb€$oth liabilities and equity. In accordance witie standard, financial instruments that
embody obligations for the issuer are requiredetelassified as liabilities. This Statement shalklffective for financial instruments entered
into or modified after May 31, 2003, and otherwiseffective at the beginning of the first intenmariod beginning after June 15, 2003. The
adoption of SFAS No. 150 did not have a materigddot on the Company's financial position or resoilisperations.

19. Reclassifications
Certain reclassifications have been made to thr pgars' amounts to conform to the current ygmesentation.
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Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE B - BASIS OF PRESENTATION AND LIQUIDITY MATTER S

The accompanying financial statements have begraprd assuming the Company will continue as a goamgern. At December 31, 2003,
the Company had cash and cash equivalents of apmately $942,000, working capital deficit of approately $3,770,000 and a
stockholders' deficit of approximately $52,067,000e Company incurred a loss from operations of@pmately $17,244,000 and a net loss
of approximately $48,455,000 during the year eridedember 31, 2003. These factors, among othesg sabstantial doubt about the
Company's ability to continue as a going concerandjement's plans with respect to these mattdosviol

After due consideration of alternative strategied eonsidering the optimal use of available fundantd the prospects for attracting new
funding, on October 30, 2003, the Company's Bo&iiectors unanimously adopted a strategy to sutigtlly restructure the Company's
operations. On November 6, 2003, the Company gdulditcnounced its restructuring plan to focus ifere$ on research and development
related to certain proprietary finished dosage potgland APIs. In making its determination the BloafrDirectors considered, among other
factors, the Company's ability and time requiredeaerate positive cash flow and income from theration of the Company's finished
dosage manufacturing, packaging, labeling andibligton facilities located in Congers, New York {eactively, the "Congers Facilities") in
the manufacture and distribution of finished dosggeeric products pursuant to abbreviated new dpydjcations ("ANDAS").

The Company incurred losses of $48.5 million in20869.6 million in 2002 and $12.6 million in 200he Board determined that near term
sales of the Company's finished dosage generiaptsdvould likely result in continued financial $&s in view of the highly competitive
market environment, low market pricing, decliningniket size for its existing generic products arelttk of timely new generic product
launches. Based on this analysis and other fadtesBoard concluded that the Company restructareperations by closing or divesting the
Congers Facilities and reducing certain activitiei#s Culver Facility. The plan targeted a redutiin workforce of approximately 70
employees at the Congers Facilities, 25 employetteaCulver Facility and 5 employees in Rockfdhdihois.

In implementing the restructuring plan at the Culvacility, the reduction in work force involved@mpximately 25 employees engaged in or
supporting the manufacture of doxycycline hyclatd doxycycline monohydrate APIs which were conwtttefinished dosage products at
the Congers Facilities. With the closure of the @& Facilities the APIs manufactured in Culvereveot required. The Culver Facility work
force reduction was substantially completed by Drwer 31, 2003.

In implementing the restructuring plan at the Roc#f lllinois administrative office facility, the@npany terminated its Rockford office lease
agreement and relocated the administrative funstiorPalatine, Illinois. This process was completed-ebruary 29, 2004 resulting in a
reduction in work force of 5 employees.

In implementing the restructuring of operationshat Congers Facilities, the reduction in work foirneolved essentially all of the employees
at the site. Finished generic product manufactusipgrations substantially ceased on January 30} Z2ckaging and labeling operations
ceased approximately February 12, 2004 and quadityrance and related support activities ceasagmoximately February 27, 2004. Such
dates also mark the substantial completion of éd@ction in work force of approximately 70 employeagaged in these activities at the
Congers Facilities. From approximately March 1,28DMarch 19, 2004 a small logistics, maintenaame warehouse staff prepared the
Congers Facilities for sale to IVAX Pharmaceutiadsdiscussed below.

In implementing the restructuring adopted by theuBipthe Company has transitioned to a singleaadlyiintegrated operations site locate
its Houba, Inc. subsidiary in Culver, Indiana. Te&mpany's strategy and key activities to be coratliat the Culver Facility are as follows:

o Development of the Company's ADF Technology &e in orally administered opioid finished dosagedpicts.

o Manufacture and quality assurance release dtalitrial supplies of certain finished dosage fgeroducts utilizing the ADF Technology.
o Evaluation of certain finished dosage produdtiiry the ADF Technology in clinical trials.

o Scale-up and manufacture of commercial quantitiertain products utilizing the ADF Technology Eale by the Company's licensees.
o Research, development and scale up of the Cortgoaoyel Opioid Synthesis Technologies.

o Prosecution of the Company's application to tB#\[o receive a registration to import Narcotic Rislaterials ("NRMs") for use in the
production of opioid API's utilizing the Compan@pioid Synthesis Technologies.

o Negotiating and executing license and developragreements with strategic pharmaceutical comparny@rs providing that such licens
will further develop certain finished dosage pragudilizing the ADF Technology, file for regulatoapproval with the FDA and oth



regulatory authorities and commercialize such pctslu

As of December 31, 2003, the Company has recorggakgate restructure expenses of approximate\893)R0 consisting of an impairment
charge of $1,673,000 against property, plant anipegent, an impairment charge of $1,354,000 agaivsntory (charged against cost of
sales), and 253,000 of other costs.

On February 6, 2004, the Company consummated atproffering of securities for an aggregate puretpage of approximately $12.3
million (the "2004 Debenture Offering"). The seti@s issued in the 2004 Debenture Offering condisfeconvertible senior secured
debentures (the "2004 Debentures"). The 2004 Debenivere issued by the Company pursuant to aic&&benture and Share Purchase
Agreement dated as of February 6, 2004 (the "2Q@0@dHRase Agreement") by and among the Company, Capéal Investments Il, LP, Ess
Woodlands Health Ventures V, L.P., Galen Partnigr& IP. and each of the Purchasers listed onigeasure page thereto (collectively, the
"2004 Debenture Investor Group™).

Of the approximate $12.7 million in 2004 Debentusssied in the 2004 Debenture Offering, approxitge2 million of 2004 Debentures
were issued in exchange for the surrender of likeunt of principal plus accrued interest outstagdinder Company's 5% convertible senior
secured debentures issued pursuant to workingat&pitige loan transactions with Care Capital, E&8f@odlands and Galen Partners 111,
L.P., Galen International Ill, L.P., and Galen Epoyge Fund I, L.P. during November and Decemb@932 The 2004 Purchase Agreement
further provides that the Company may issue aduiti@004 Debentures in the principal amount ofauagproximately $1.3 million on or

prior to June 5, 2004, provided that the aggrepgateipal amount of 2004 Debentures issued pursigatite 2004 Purchase Agreement shall
not exceed $14 million without the consent of tédbrs of 60% of the principal amount of the 2002bBntures then held by Care Capital,
Essex and Galen.

The 2004 Debentures, issued at par, bear interést aate of 1.62% per annum, the short-term Ayaplie Federal Rate on the date of
issuance. The 2004 Debentures are secured by ariah assets of the Company. In addition, eadHafba, Inc. and Axiom Pharmaceutical
Corporation, each a
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wholly-owned subsidiary of the Company, has exeatirdavor of the 2004 Debenture holders, an unttmmél agreement of guaranty of the
Company's obligations under the 2004 Purchase Aggat Each guaranty is secured by all assets f sufgsidiary. In addition, the
Company has pledged the stock of each such substdighe holders of the 2004 Debentures to furieaure its obligations under the 2004
Purchase Agreement.

In accordance with the terms of an Amended andad®astSubordination Agreement dated as of Februa29® between the Company, the
holders of the 2004 Debentures and the holdefseo€ompany's other outstanding debentures, the dierthe Company's and its subsidiary's
assets as well as the payment priority of the 2ZD8dentures are (i) subordinate to the Companyisaliel payment obligations in favor of
Watson Pharmaceuticals under the Watson Term Lgmaeient, and (ii) senior to the Company's lien@aydnent obligations in favor of
the holders of the Company's other outstandingntebes in the aggregate principal amount of appnaxely $87.7 million.

The 2004 Debentures (including the principal amaguns interest accrued at the date of conversidthfanvert automatically into the
Company's Series A convertible preferred stock (8aries A Preferred") immediately following ther@pany's receipt of shareholder
approval at its next shareholders' meeting to testee Company's Certificate of Incorporation (t6barter Amendment") to authorize the
Series A Preferred and the Junior Preferred St{asedescribed below) and the filing of the Chafterendment with the Office of the New
York Department of State (the date of such filithgg "Charter Amendment Filing Date"), as providedhe 2004 Purchase Agreement. The
2004 Debentures will convert into Series A Prefgaiea price per share (the "Series A ConversiaweBrof $0.6425, representing the
average of the closing bid and asked prices o€tmmpany's Common Stock for the twenty (20) tradlags ending February 4, 2004, as
reported by the Over-the-Counter ("OTC") Bulletindd. The Series A Conversion Price is subjectijostment, from time to time, to equal
the consideration per share received by the Comfrarigs Common Stock, or the conversion/exercisegpper share of the Company's
Common Stock issuable under rights or optionsHerpurchase of, or stock or other securities cditberinto, Common Stock ("Convertible
Securities"), if lower than the then applicablei€eA Conversion Price.

Based on the $0.6425 Series A Conversion PrickeBeries A Shares and estimating the interestalcander the 2004 Debentures prior to
the Charter Amendment Filing Date, the 2004 Debestwith an aggregate principal amount of $14 onilkvould be convertible into an
aggregate of approximately 22 million Series A BPrefd shares.

In general, the Series A Preferred shares havqualétion preference equal to five (5) times theah$0.6425 Series A Conversion Price (the
"Series A Liquidation Preference"). In additione tBeries A Preferred shares are convertible icCtmpany's Common Stock, with each
Series A Preferred share convertible into the nurobshares of Common Stock obtained by dividinghe Series A Liquidation Preference,
by (ii) the $0.6425 Series A Conversion Price,wshsconversion price may be
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adjusted, from time to time, pursuant to the dilntprotections of such shares. Without limiting 8exies A Liquidation Preference, the
holders of Series A Preferred shares also havagheto participate with the holders of the ComparCommon Stock upon the occurrenc

a liquidation event, including the Company's mergate of all or substantially all of its asset@aahange of control transaction, on an as-
converted basis (but for these purposes only, dssptine Series A Preferred shares to be conveiitilbbeonly thirty percent (30%) of the
shares of Common Stock into which they are otherthen convertible). The holders of Series A Preféshares also have the right to vote
as part of a single class with all holders of tlmenPany's voting securities on all matters to bedan by such security holders. Each holder
of Series A Preferred shares will have such nurobeotes as shall equal the number of votes he dvbaVe had if such holder converted all
Series A Preferred shares held by such holdersimioes of Common Stock immediately prior to therédate relating to such vote.

The 2004 Purchase Agreement provides that eaclamf Capital, Essex and Galen (collectively, theal 2004 Investors") has the right to
designate for nomination one member of the ComgaBgard of Directors, and that the Lead Investoiiectively may designate one
additional member of the Board (collectively, thesiynees”). The Purchase Agreement further providdghe Designees, if so requested by
such Designee in his sole discretion, shall be iappd to the Company's Executive Committee, Comgtigms Committee and any other
Committee of the Board of Directors. The Design#feSare Capital, Essex and Galen are Messrs. KiasbEhangjaraj and Wesson,
respectively, each of whom are current Board memligffective as of the closing of the 2004 Purchisgeeement, the Lead 2004 Investors
may collectively nominate one additional Desigreéhe Board. The Company has agreed to nominatagmaint to the Board of Directors,
subject to shareholder approval, one designeeatf @aCare Capital, Essex and Galen, and one tokedesignee of the Lead 2004
Investors, for so long as each holds a minimum08 ®f the Series A Preferred shares initially issteesuch party (or at least 50% of the
shares of Common Stock issuable upon conversitimeoeries A Preferred shares).

As of February 6, 2004, the date of the initialsohg of the 2004 Purchase Agreement, the Compathyskaed and outstanding and aggregate
of approximately $87.7 million in principal amowft5% convertible senior secured debentures magiviarch 31, 2006 issued pursuant to
three separate Debenture Purchase AgreementsMatel 10, 1998, as amended (the "1998 Debentundsty,26, 1999, as amended (the
"1999 Debentures") and December 20, 2002 (the "PBéIntures"”), respectively. The 1998 Debentur@d9 Debentures and 2002
Debentures are referred to collectively as the 812002 Debentures". After giving effect to the Camy's issuance of additional 5%
convertible senior secured debentures in satisfactf interest payments on the 1998-2002 Debentasesf February 10, 2004, the 1998-
2002 Debentures were convertible into an aggrezfaapproximately 190.4 million shares of the Compaiommon Stock.

Simultaneous with the execution of the 2004 Purelfsgreement, and as a condition to the initialiclp®f the 2004 Purchase Agreement,
Company, the 2004 Debenture Investor Group and each
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the holders of the 1998-2002 Debentures executedtain Debenture Conversion Agreement, dated &elofuary 6, 2004 (the "Conversion
Agreement"). In accordance with the terms of thev@ssion Agreement, each holder of the 2004 Delbestagreed to convert the 2004
Debentures held by such holder into the CompargrieSA Preferred shares and each holder of 1992-B@bentures agreed to convert the
1998-2002 Debentures held by such holder into thmiany's Series B convertible preferred stock '(Beries B Preferred") and/or Series C-
1, C-2 and/or C-3 convertible preferred stock @ilely, the "Series C Preferred"). The Series€d?red Shares together with the Series B
Preferred Shares are herein referred to as, thédlJBreferred Shares", and the Junior Preferreaeshtogether with the Series A Preferred,
are collectively referred to as the "Preferred Btothe Conversion Agreement provides, among atfiegs, for the automatic conversion of
the 2004 Debentures and the 1998-2002 Debentuwbedtively, the "Outstanding Debentures”) into #ppropriate class of Preferred Stock
immediately following the Company's receipt of shalder approval to the Charter Amendment authugihe creation of the Preferred
Stock and the filing of the Charter Amendment with Office of the New York Department of State.

Under the Conversion Agreement, the holders of@pprately $6.7 million in principal amount of 20@2bentures issued during 2003 will
convert such 2002 Debentures (plus accrued anddimyperest) into Series B Preferred Shares. Oféineaining approximate $81 million in
principal amount of the 1998-2002 Debentures, agprately $31.6 million is comprised of 1998 Debert) approximately $21.8 million is
comprised of 1999 Debentures and approximately@2ifllion is comprised of 2002 Debentures. The 1B@®entures will be converted into
Series C-1 Preferred shares. The 1999 Debentulidsenionverted into Series C-2 Preferred sharks.rémaining balance of the 2002
Debentures shall be converted into Series C-3 Regfshares.

The number of Junior Preferred Shares to be reddiyeeach holder of 1998-2002 Debentures is basddeorespective prices at which the
1998-2002 Debentures were convertible into Commooks The 2002 Debentures issued in 2003 have aecsion price of $0.3420 per
share. The 1998 Debentures, 1999 Debentures amdrtteening balance of the 2002 Debentures havearsion prices of $0.5776, $0.5993
and $0.3481 per share, respectively. Based oredpective conversion prices of the 12882 Debentures, and estimating the interest ak
on the 1998-2002 Debentures prior to the Charteeadment Filing Date, the 1998-2002 Debentures @ngartible into an aggregate of
approximately 20.0 million Series B Preferred shab®.5 million Series C-1 Preferred shares, 3iliomSeries C-2 Preferred shares and
80.9 million Series C-3 Preferred shares.

In general, the Junior Preferred Shares have alltjon preference equal to one (1) time the ppacamount plus accrued and unpaid inte
of the 1998-2002 Debentures converted into Juniefeed Shares The liquidation preference of tgeS B Preferred has priority over, and
will be satisfied prior to, the liquidation prefeiee of the Series C Preferred. The liquidationgregice for each class of the Junior Preferred
Shares is equal to the conversion prices of suateshThe Junior Preferred Shares are convertitdghie Company's Common Stock, with
each Junior Preferred Share convertible into one
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share of Common Stock. The holders of the Juniefered Shares have the right to vote as parteo§itingle class with all holders of the
Company's Common Stock and the holders of the Sériereferred on all matters to be voted on by stebkholders, with each holder of
Junior Preferred Shares having such number of \ageshall equal the number of votes he would hadefrsuch holder had converted all
Junior Preferred Shares held by such holder intmi@on Stock immediately prior to the record datatmed to such vote.

The Company was a party to a certain loan agreewigmWatson Pharmaceuticals ("Watson") pursuamthicch Watson made term loans to
the Company (the "Watson Term Loan Agreement"haaggregate principal amount of $21.4 millionadenced by two promissory notes
(the "Watson Notes"). It was a condition to the ptetion of the 2004 Debenture Offering that simudtaus with the closing of the 2004
Purchase Agreement, the Company shall have paiddifalhe sum of approximately $4.3 million (whichamt was funded from the
proceeds of the 2004 Debenture Offering) and coadéy Watson certain Company assets in consideriioNatson's forgiveness of
approximately $16.4 million of indebtedness undierVatson Notes. A part of such transaction, thésé@/aNotes were amended to extend
the maturity date of such notes from March 31, 2@08une 30, 2007, to provide for satisfactionutfife interest payments under the Watson
Notes in the form of the Company's Common Stockettuce the principal amount of the Watson Notemf$21.4 million to $5 million, an
to provide for the forbearance from the exercisdgifts and remedies upon the occurrence of ceetznts of default under the Watson N
(the Watson Notes as so amended, the "Amended astdted Watson Note"). Simultaneous with the isseiafthe Amended and Restated
Watson Note, each of the Lead 2004 Investors amdttier investors in the 2004 Debentures as ofuaeprl0, 2004 (collectively, the
"Watson Note Purchasers") purchased the AmendedRastated Note from Watson in consideration foayngent to Watson of $1,000,000.

In addition to Watson's forgiveness of approximal6.4 million under the Watson Notes, as add#iamonsideration for the Company's
payment to Watson of approximately $4.3 million &inel Company's conveyance of certain Company assketsirrent supply agreements
between the Company and Watson were cancelled atsiowwwaived the dilution protections containethemCommon Stock purchase
warrant dated December 20, 2002 exercisable faappately 10.7 million shares of the Company's @mn Stock previously issued by t
Company to Watson, to the extent such dilutionquiidns were triggered by the transactions providetle 2004 Debenture Offering.

The Amended and Restated Watson Note in the pahaipount of $5 million as purchased by the Watdote Purchasers is secured by a
first lien on all of the Company's and its subgi@dig assets, senior to the lien securing the @udétg Debentures and all other Company
indebtedness, carries a floating rate of intergstikto the prime rate plus 4.5% and matures oe 30n2007.

As part of the restructuring of the Company's op@na, in February, 2004, the Company sold centaimrevenue generating abbreviated r
drug applications ("ANDAs"). Additionally, on Marct®, 2004, the Company and its wholly-owned subsjgiAxiom Pharmaceutical
Corporation, entered into an Asset Purchase Agreewi¢h IVAX Pharmaceuticals New York LLC ("IVAX")Pursuant to the Purchase
Agreement, the Company and Axiom agreed to séWAX substantially all of the Company's assets ugethe operation of the Company's
former manufacturing and packaging locations ingaws, New York. Shareholder approval is necessacpinplete this transaction and will
be sought of the Company's next annual meetingareholders. After giving effect to the paymentsgfal and other professional fees rela
to these assets divestment transactions, the Congstimates that it will realize aggregate net peats of approximately $4.3 million from
such transactions.
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The development and commercialization of activerplageutical ingredients ("APIs") and finished dasagoducts incorporating the
Company's opiate synthesis and finished dosageufation technologies are subject to various factmany of which are outside the
Company's control. Specifically, only a limited pon of such technologies have been tested in &boy settings, none have been tested in
clinical settings, and all of such technologied wiled to be successfully scaled up to commercaleso be commercially viable, of which
assurance can be given. Additionally, the Compangtrsatisfy, and continue to maintain compliancwhe DEA's and FDA's requireme
for the maintenance of its controlled substancesufeeturing registrations (the "Manufacturing Régigon") and the issuance and
maintenance of the DEA raw material import registra(the "Import Registration"). The process ofldag the Import Registration and
contesting opposition proceedings, as well as tmircuing development of the Company's opiate s3githand finished dosage formulation
technologies, are intended to continue through 2084 Company is currently unable to provide argueence that such technologies can be
scaled up to commercial scale or that they wiltbenmercially viable. Moreover, no assurance cagiben that the Company will succeed in
obtaining the Import Registration. The Companyammitting substantially all of its resources, ardikable capital to the development of -
opiate synthesis and finished dosage formulatiohrtelogies and to the receipt of the Import Regigin. The failure of the Company to
successfully develop the finished dosage formutatizhnologies will have a material adverse eféecthe Company's operations and
financial condition. The Company's cash flow amdited sources of available financing make it uraiarthat the Company will have
sufficient capital to continue to fund operatiomdmotherwise complete the development of thetemgnthesis and finished dosage
formulation technologies, to obtain required DEAI#&DA approvals and to fund the capital improveraemgcessary for the manufacture of
APIs and finished dosage products incorporating sechnologies.

In view of the matters described above, recovetghuf a major portion of the recorded asset amesghbwn in the accompanying
consolidated balance sheets is dependent upomaedtbperations of the Company, which in turn ameddent upon the Company's ability
to meet its financing requirements on a contindiagis, to maintain present financing, and to sutaeés future operations. The financial
statements do not include any adjustments relatiniye recoverability and classification of recat@sset amounts or amounts and
classification of liabilities that might be neceagsshould the Company be unable to continue intexce.
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On March 29, 2000, the Company completed variaadegiic alliance transactions with Watson Pharmiézas, Inc. ("Watson"). The
transactions provided for Watson's purchase oftaicepending abbreviated new drug application (D¥N) from the Company, for Watsor
rights to negotiate for Halsey to manufacture ambsy certain identified future products to be deped by Halsey, for Watson's marketing
and sale of the Company's core products and fosd¥at extension of a $17,500,000 term loan to treny. (See Note I(a).)

1. Product Acquisition Agreement

The product acquisition portion of the transactiaith Watson provided for Halsey's sale of a pegdMNDA and related rights (the
"Product") to Watson for aggregate consideratiofik,500,000 (the "Product Acquisition Agreememy.part of the execution of the
Product Acquisition Agreement, the Company and \WWaexecuted ten-year supply agreements coveringdiive pharmaceutical ingredient
("API") and finished dosage form of the Productquamt to which Halsey, at Watson's discretion, méinufacture and supply Watson's
requirements for the Product API and, where th@®bAPI is sourced from the Company, finished desarms of the Product. The
purchase price for the Product was payable in tim&allments as certain milestones were achievid. first of such milestones was achie'
in April of 2000, whereby the Company received FBgproval and Watson paid the Company $5,000,008ptil 2001, Watson remitted
$5,000,000 to the Company representing the secdedtone achievement. The third and last of thestines was achieved in July 2001,
and Watson remitted $3,500,000 to the Company.

2. Right of First Negotiation Agreement

The Company and Watson also executed a rightsifriggotiation agreement providing Watson withrst fight to negotiate the terms under
which the Company would manufacture and supplyagespecified APIs and finished dosage productsetdeveloped by the Company. The
right of first negotiation agreement provides thpbn Watson's exercise of its right to negotiatetie supply of a particular product, the
parties will negotiate the specific terms of thenafacturing and supply arrangement, including preceslusivity, minimum purchase
requirements, if any, territory and term.
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In the event Watson does not exercise its rigliirsf negotiation upon receipt of written noticerfn the Company as to its receipt of
applicable governmental approval relating to a cedgoroduct, or in the event the parties are un@bteach agreement on the material terms
of a supply arrangement relating to such produthiwisixty days of Watson's exercise of its righthegotiate for such product, the Company
may negotiate with third parties for the supplyrketing and sale of the applicable product. Thatraf first negotiation agreement has a t

of ten years, subject to extension in the absehegitten notice from either party for two additiainperiods of five years each. The right of
first negotiation agreement applies only to API &ingshed dosage products identified in the agreagmad does not otherwise prohibit the
Company from developing other APIs or finished dsproducts for itself or third parties. (See NBje

3. Core Products Supply Agreement

The Company and Watson also completed a manufagtarid supply agreement providing for Watson's etarg and sale of the Company's
existing core products portfolio (the "Core Prodgustipply Agreement"). The Core Products Supply &grent obligated Watson to purchase
a minimum amount of approximately $3,060,000 peartgr (the "Minimum Purchase Amount") in core pradurom the Company, through
September 30, 2001 (the "Minimum Purchase Peridd")he expiration of the initial Minimum PurchaBeriod, if Watson did not continue
satisfy the Minimum Purchase Amount, the Companuldi¢then be able to market and sell the core prisdut its own or through a third
party. On August 8, 2001, the Company and Watsecwed an amendment to the Core Products Supplefrgnt providing (i) for a
reduction of the Minimum Purchase Amount from $8,000 to $1,500,000 per quarter,

(i) for an extension of the Minimum Purchase Pétfimm the quarter ended September 30, 2001 tqubheer ended September 30, 2002,
(iii) for Watson to recover previous advance paytmenade under the Core Products Supply Agreemeheiform of the Company's
provision of products having a purchase price ofau$750,000 per quarter (such credit amount tm lexcess of Watson's $1,500,000
minimum quarterly purchase obligation), and (iv) ttlee Company's repayment to Watson of any remgiadvance payments made by
Watson under the Core Products Supply Agreementydrich amount has not been recovered by proddistedies by the Company to
Watson as provided in Subsection (iii) above) io t®) equal monthly installments on October 1, 2808 November 1, 2002. On December
20, 2002, the Company's remaining advance paynfrems\Watson were $3,901,331. At such date, thisarhwas consolidated with the
Company's obligations under its term loan with Wat{See Notes C-4 and B) In March 2003, the Coypatified Watson that the
Company intended to commence selling the core mtsdndependent of, and in addition to, Watsorfaresf as provided for under the Core
Products Agreement. Those products were sold bZtmepany's subsidiary, Axiom Pharmaceutical Corpama
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4. Term Loan Agreement

The final component of the Company's strategiaadle with Watson provided for Watson's extensioa $17,500,000 term loan to the
Company ("Watson Term Loan"). The loan was fundeish$tallments upon the Company's request for athsaand the provision to Watson
of a supporting use of proceeds relating to each advance. The loan is secured by a first liealbaf the Company's assets, senior to the
lien securing all other Company indebtedness, enaifloating rate of interest equal to prime us percent and had an initial maturity date
of March 31, 2003. As part of the Company's 200Bddeure Offering (Note H), the Watson Term Loan aaxended to (1) extend the
maturity date to March 31, 2006, (2) increase therest rate to prime plus four and one half par@&B% at December 31, 2003, and (3)
increase the principal amount by $3,901,331 teectfihe inclusion of the Core Products Supply Agreet advance payments owed by the
Company to Watson. In consideration of the amendreetihe Watson Term Loan, the Company issued ttstvisa common stock purchase
warrant ("Watson Warrant") exercisable for 10,768,6hares of the Company's common stock at aniegegyrce of $.34 per share. The
warrant has a term expiring December 31, 2009.fa@inealue of the Watson Warrant on the date ohgras calculated using the Black-
Scholes option-pricing model, of $11,985,745 waarghd to earnings on the date of grant as a logiseoextinguishment of debt. As of
December 31, 2003, Watson had advanced $21,40ig3B& Company under the Watson Term Loan. (Seed\®tand H(a))
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Inventories consist of the following:

December 31,

2003 2002

(in thousands)
Finished goods $ 357 %
Work-in-process 953 831
Raw materials 356 1,454

1,666 2,285

Less impairment reserve  (1,354)

$ 312 $2,285

NOTE E - PROPERTY, PLANT AND EQUIPMENT
Property, plant and equipment are summarized &sifsi

December 31,

2003 2002

(in thousands)
Machinery and equipment $ 9,457 $ 9,120
Construction in progress 312 157
Leasehold improvements 1,454 1,454
Building and building improvements 2,816 2,813
Land 44 44

14,083 13,588

Less accumulated depreciation and amortization (inc luding
$11 in 2003 and $8 in 2002 of capitalized lease amortization)  (9,016) (8,221)
5,067 5,367
Less impairment reserve (Note B) (1,673)

$ 3,394 ¢ 5,367

Included in machinery and equipment is equipmecdnaed under capitalized leases at December 3B &00 2002, of approximately
$221,000 and $108,000, respectively. Depreciatimhanortization expense for the years ended Dece8ih003, 2002 and 2001 was
approximately $811,000, $835,000 and $861,000 ectisely.
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Accrued expenses are summarized as follows:

December 31,

2003 2002

(in thousands)
Interest $1,544 $ 988
Accrued payroll and payroll taxes 310 497
Professional fees 491 388
Other 1,307 1,242

NOTE G - CONVERTIBLE SUBORDINATED DEBENTURES AND ST OCK WARRANTS

At December 31, 2003 and 2002, convertible subatdihdebentures outstanding and related debt discelated to the following issuances
are as follows:

December 31,
2003 2002

Issuance of Debentures (in thousa nds)
1998 Debentures $ 31,212 $ 30,215
1999 Debentures 21,485 20,509
2002 Debentures 27,303 26,394

2003 Debentures 6,632 -
86,632 77,118
Less: Debt discount (56,893) (73,955)
$ 29,739 $ 3,163
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In March and June 1998, the Company consummateidate offering of securities for an aggregate pase price of approximately
$25,800,000 million (the "Galen Offering"). The gaties issued in the Galen Offering consisted%f Gonvertible Senior Secured
Debentures (the "1998 Debentures") and Common Racghase Warrants (the "1998 Warrants"). The I3&8entures had an initial
conversion price of $1.404 per share, for an agdesgf up to approximately 18,376,068 shares oCii@pany's Common Stock. The 1998
Warrants were initially exercisable for an aggregaitapproximately 5,500,084 shares of the Compa@gmmon Stock. Of such Warrants,
2,784,250 Warrants were exercisable at $1.404hmesand the remaining 2,715,834 Warrants werecisadale at $2.279 per share. In
connection with the Galen Offering, the Companyimed offering costs of $1,236,000 for legal angkstment banker fees. These related
offering costs were amortized over the life of tekated debentures. Pursuant to certain provisionsained in the Watson Term Loan (see
Note H(a)), certain interest payments on the 196Bdbtures to investors, as agreed, are to be madde form of additional debentures. As
December 31, 2003 and 2002, the Company has isslthtional debentures as payment of accrued interethe 1998 Debentures of
$4,427,000 and $3,166,000, respectively.

In May 1999, the Company consummated a privateiaffeof securities for an aggregate purchase pricpproximately $17,862,000(the
"Oracle Offering"). The securities issued in the€e Offering consisted of 5% Convertible SeniociBed Debentures (the "1999
Debentures") and Common Stock Purchase Warrams 1899 Warrants"). The 1999 Debentures had ailicibnversion price of $1.404
share, for an aggregate of up to approximately22222 shares of the Company's Common Stock. T8 Warrants were initially
exercisable for an aggregate of approximately 3@@Bshares of the Company's Common Stock. Of $entiants, 1,804,301 Warrants were
exercisable at $1.404 per share and the remain8 B01 Warrants were exercisable at $2.279 m@esApproximately $7,037,000 of the
1999 Debentures were issued in exchange for thiersier of a like amount of principal and accruddriest outstanding under the Company's
convertible promissory notes issued pursuant tmwuarbridge loans received in the aggregate amafu$it0,533,000 during the period from
August 1998 through and including May 1999 (the99 ®8ridge Loans"). In exchange for the creditonging extensions on maturity dates
of the Company's 1999 Bridge Loans, the Companyeisvarrants to purchase 1,025,049 shares of thgp@uwy's common stock at exercise
prices ranging from $1.18 to $2.32. Pursuant ttageprovisions contained in the Watson Term Laage(Note H(a)), certain interest
payments on the 1999 Debentures to investors,rag@dgare to be made in the form of additional dabes. As of December 31, 2003 and
2002, the Company has issued additional debenasreayment of accrued interest on the 1999 Delentfr$2,647,000 and $1,718,000,
respectively.
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Each of the 1998 Debentures, 1999 Debentures, Wgg8ints and 1999 Warrants contain customary i protection. Specifically, ea
of such convertible securities provides that ingkient the Company issues shares of its Commork $tasecurities convertible into Comm
Stock at a price less than the fair market valud@fCompany's Common Stock on the date of issudaicenarket value being equal to the
average of the closing bid and asked price foGbmpany's Common Stock as reported by the OveGtheiter Bulletin Board for the 20
trading days preceding the date of issuance),dhearsion and exercise prices of the 1998 Debesita®#99 Debentures, 1998 Warrants and
1999 Warrants are adjusted downward on a weightedage basis. In addition, once having determihechew conversion/exercise price of
such convertible securities, the holder of suchvedible securities is entitled to acquire uponwasion or exercise of such instrument, the
number of shares of Common Stock obtained by myiltip the conversion/exercise price in effect immagely prior to such adjustment by
the number of shares of Common Stock acquirableddiately prior to such adjustments, and dividing pnoduct thereof by the new
conversion/exercise price.

On December 20, 2002, the Company consummatedat@offering of securities (the "2002 Debenturée€iiig") for an aggregate purchase
price of $26,394,000. The securities issued caedist 5% convertible senior secured debentures'#d@2 Debentures"). Of the 2002
Debentures, approximately $15,894,000 of Debentwezs issued in exchange for the surrender ofdikeunt of principal and accrued
interest outstanding under various working cagitalge loan transactions during the period from éatdl5, 2001 through and including
December 20, 2002. (See Note H(b).) The 2002 Debesntvere issued at par, will become due and peayabto principal on March 31, 2006
and interest is accrued at the rate of 5% per aranaris payable on a quarterly basis. Interest paysnon certain of the 2002 Debentures are
to be made in the form of additional debentures.

2002 Debentures issued to certain investors imglyeegate face amount of $10,000,000 are convediédny time after issuance into shares
of the Company's Common Stock. The remainder o2€6@2 Debentures are convertible at any time #fieapproval of the Company's
shareholders and debentureholders to an amendotivd Company's Certificate of Incorporation tor@ase its authorized shares of Comi
Stock from 80,000,000 shares to such number oestas shall provide
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sufficient authorized shares to permit the coneersif the 2002 Debentures and the Company's otlistamding convertible securities.
Subject to the foregoing, the 2002 Debentures angeartible into shares of Common Stock at a prieeghare (the "Conversion Price") of
$.34. Until such time as the Company completests&yuent Material Offering (as defined below) tle@rsion Price is subject to
adjustment, from time to time, to equal the consitien per share received by the Company for itsh@on Stock, or the conversion/exercise
price per share of the Company's Common Stock lidswender rights or option for the purchase ofstock or other securities convertible
into, Common Stock ("Convertible Securities"),dfler than the then applicable Conversion Pricdolahg the Company's completion of a
Subsequent Material Offering, the Conversion Piscgubject to adjustment from time to time on aghéd-average dilution basis. A
"Subsequent Material Offering" is the grant or &ste of Common Stock or Convertible Securitieshey@ompany during any six (6) month
period for an aggregate gross consideration afat|$10,000,000. The 2002 Debentures are initaltywertible into an aggregate of
approximately 77,629,000 shares of Common StockeBires that are issued to pay interest on th2 P@bentures are convertible at
anytime after issuance into shares of Common Stbekprice per share equal to the average of tsing bid and asked prices of the
Common Stock for the twenty (20) trading days imiatady preceding the applicable interest paymet# dader the 2002 Debentures, as
reported by the Over-th€eunter ("OTC") Bulletin Board. As a condition bt 2002 Debenture Offering, the maturity of the8 8@benture
and 1999 Debentures was extended from March 15 #0Barch 31, 2006.

As part of the completion of the 2002 Debenturee@ifig, the Company also amended its term loan aggeewith Watson and issued to
Watson a common stock purchase warrant for 10,880s6ares (the "Watson Warrant"). (See Note H{d)e) exercise price of the Watson
Warrant is $.34 per share. The fair market valutnefCompany's Common Stock on December 20, 2882]ate of the closing of the 2002
Purchase Agreement (as calculated in accordanbethgtdefinition of fair market value containedfie 1998 Debentures, 1999 Debentures,
1998 Warrants and 1999 Warrants), was $.99 peeshAarthe conversion price of the 2002 Debentunelsexercise price of the Watson
Warrant were less than the fair market value ofGbenpany's Common Stock on the date of issuantteed002 Debentures, the dilution
adjustment provisions contained in each of the 1988entures, 1999 Debentures, 1998
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Warrants and 1999 Warrants were triggered. Astréie conversion price of the 1998 Debentures reduced from $1.34 per share to §
and the conversion price of the 1999 Debenturesredisced from $1.404 per share to $.61. Additign#fle exercise price of the 1998
Warrants was reduced from $1.34 per share to $58hmre and from $2.16 per share to $.95 per shheeconversion price of the 1999
Warrants was reduced from $1.404 per share to pe6share and from $2.285 per share to $1.00hzee sAfter giving effect to the Dilution
Adjustments, the number of shares issuable upowersion of the 1998 Debentures and 1999 Debenhagdeen increased by 41,184,184
shares of Common Stock, from 31,967,120 to 73,IBllsBares. In addition, the number of shares i¢swadon exercise of the remaining
1998 Warrants and 1999 Warrants, after taking éfilect the Warrant recapitalization, as discussddwv, has been increased by 8,023,928
shares, from 5,867,013 to 13,890,941 shares. Asdition of the 2002 Debenture Offering, the mayudiate of the 1998 Debentures and
1999 Debentures was extended from March 15, 200&arch 31, 2006. The Company recorded a chargarttregs, as loss on
extinguishments of debt, of $14,148,757 relateantdncrease in the fair value of the warrants,asutated using the Black-Scholes option-
pricing model, as a result of the modification efmhs of the 1998 Warrants and 1999 Warrants.

The conversion features contained in the Comp&®p2 Debentures are considered to be benefictakthiolder as they allow the holder to
convert the 2002 Debentures to the Company's constoahk at conversion prices that were below therfearket value of the Company's
common stock on the date of issuance. The convefsatures, as adjusted, contained in certaineCthmpany's 1998 Debentures and 1999
Debentures are also considered to beneficial thdhaer as they allow the holder to convert the8LB@bentures and 1999 Debentures to the
Company's common stock at conversion prices thed Wwelow the fair market value of the Company's mmm stock on the date of issuance.
The estimated value of the beneficial conversi@tuiees contained in each of the 1998 Debentur&§ D@bentures and 2002 Debentures of
$74,618,817 has been recorded as debt discounis hrthg amortized to expense over the life ofdéabt.

The 2002 Debentures are secured by a lien onsdtasf the Company, tangible and intangible. itaah, each of Houba, Inc. and Axion
Pharmaceuticals Corporation has executed in faltbreoholders of the 2002 Debentures an unconditiagreement of guarantee of the
Company's obligations under the Purchase Agreerieaweh guarantee is secured by all assets of sistidsary, and, in the case of Houba,
Inc., by a mortgage lien on its Culver, Indiand esstate. In addition, the Company has pledgedtihek of each such subsidiary to the hol
of the 2002 Debentures to further secure its otiiga under the Purchase Agreement.
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In accordance with the terms of a Subordinatione&grent dated December 20, 2002 between the Comip@nlyolders of the 2002
Debentures, the holders of the 1998 and 1999 Detenand Watson, the liens on the Company's asdlisidiaries’ assets as well as the
payment priority of the 2002 Debenture are (i) sdbwate to the Company's lien and payment obligatio favor of Watson under the
Watson Term Loan, and (ii) senior to the Compaligtsand payment obligations in favor of holdergha 1998 and 1999 Debentures.

Warrant Recapitalization

As part of the completion of the transactions comtiated in the 2002 Purchase Agreement, the Compamgummated the terms of a
Warrant Recapitalization Agreement dated DecemBgePQ02 (the "Recapitalization Agreement”) betwdenCompany and certain holders
of an aggregate of 8,145,736 Common Stock Purdh&aseants issued by the Company (i) pursuant td 888 Purchase Agreement (the
"1998 Warrants"), (ii) pursuant to the 1999 Purehagreement (the "1999 Warrants"), and (iii) purdua various bridge loan transactions
during the period from 1998 through 2002 (the "Bad.oan Warrants" and collectively with the 1998rvdats and 1999 Warrants, the
"Recapitalization Warrants"). As part of the clgsof the Recapitalization Agreement, the warratdiéis surrendered to the Company for
cancellation the Recapitalization Warrants in exgfeafor the issuance of an aggregate of 5,970,08%s of Common Stock. The Company
recorded a charge to earnings as loss on extingeists of debt, of $2,282,000, representing theviire of excess shares of Common Stock
granted, related to the warrant recapitalization.

Certain other outstanding warrant agreements weudifiad as a result of dilution adjustment provi@acontained therein. The Company
recorded a charge to earnings as other expen$868{000 related to an increase in the fair vafud®warrants, as calculated using the
Black-Scholes option-pricing model, as a resulhef modification of terms.

2003 Financing

At the Company's request, on May 5, 2003, the Caompeceived a letter executed by each of Care Gldpitestment Il, L.P., Galen Partners
and Essex Woodlands Health Ventures V, L.P. (thajtkity 2002 Debentureholders™) advising that thajdrlity 2002 Debentureholders
would provide funding to meet the Company's 20(Q@tebrequirements, up to an aggregate amountmext¢eed $8.6 million (the "Letter of
Support") and expiring January 1, 2004. The Leife8upport further provided that the terms of amyding provided by the Majority 2002
Debentureholders would be subject to negotiatiawéen the Company and the Majority 2002 Debentudehe at the time of any funding.
consideration for the issuance of the Letter offfup the Company authorized the issuance of wesitarthe Majority 2002
Debentureholders exercisable for an aggregate®060 shares of the Company's Common Stock atentieg price of $.34 per share
subject to downward adjustment to equal the consi® per share received by the Company for isi@on Stock, or the
conversion/exercise price per share of the Compagmmon Stock issuable under convertible secsritiea third part investment if lower
than the exercise price of the warrants. The Compalued the warrants at $581,000 using the Blaaefs option-pricing model.
Accordingly, the Company recorded a deferred chrgewas amortized as an expense to the Compapstations during 2003, which was
the commitment period of the Letter of Support.
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During the period from May 5, 2003 and December2BD3, Care Capital, Essex Woodlands and Galemétar{collectively, the "Majority
2002 Debentureholders") had collectively advanaedggregate of $8,600,000 to the Company pursoamtetter of Support issued by the
Majority 2002 Debentureholders dated May 5, 2008riter to fund the Company's operating losses apdat requirements (the "Letter of
Support Advances"). The Letter of Support Advangese made in accordance with the terms of 2002 Btebe Purchase Agreement
resulting in the Company's issuance of 2002 Debestin an aggregate principal amount of $6,60043@0$2,000,000 in Bridge Loans (" the
2003 Bridge Loans" having a maturity date of MaBdh 2006 The securities issued in the offeringiésisat par, have a conversion price of
$0.3420 per share, bear interest payable quasethe rate of 5% per annum. Interest on the 20812eDtures and the 2003 Bridge Loans will
be substantially paid by the Company's issuaneedefbenture instrument substantial by identic#h¢o2002 Debentures issued in the 2002
Debenture Offering, in the principal amount eqoahie accrued interest for each quarterly period.

Related-Party Transactions

Certain of the 1998 Debentures and 1999 Debenaueskeld by members of the Company's managemerBaand of Directors. The
aggregate principal amount of such debentures poaimately $175,000 and $364,000 at Decembe2@a3 and 2002, respectively.
Interest expense on these debentures was apprexr$at000, $17,000 and $17,000, for the yearseéibieember 31, 2003, 2002 and 2001,
respectively, of which approximately $5,000, $16,@dd $15,000 was paid through the issuance oflgkentures.
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At December 31, 2003 and 2002, notes payable dedsid the following:

December 31,

(in thousands)
Term note payable (a) $21,401 $21,401

Bridge loans (b) $ 2,000 $
Capital lease obligations 137 73
2,137 73

Less: Current maturities (45) (33)

$ 2092 $ 40

(a) In connection with various strategic allian@ntsactions, Watson advanced $17,500,000 to thep@ayrunder a term loan. The loan is
secured by a first lien on all of the Company'stssenior to the lien securing all other Compadgbtedness, and carries a floating rate of
interest equal to prime plus two percent and hadrayinal maturity date of March 31, 2003. As pafrthe Company's 2002 Debenture
Offering, the Watson Term Loan was amended toXferel the maturity date to March 31, 2006, (2) éase the interest rate to prime plus
four and one half percent and (3) increase thecjpah amount to $21,401,331 to reflect the inclngid the Core Products Supply Agreement
advance payments. The interest rate at Decemb@083,was 8.50%. In consideration for the extensiaihe maturity date of the Watson
Term Loan, the Company granted the Watson Warresitribed in Notes C and H. The fair value of therart on the date of grant, as
calculated using the Black-Scholes option-pricingdel, of $11,985,745 was charged to operationbeméate of grant as loss on the
extinguishment of debt.
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(b) During the period January 9, 2002 through Ddmemd, 2002, the Company secured various bridgsslaathe total principal amount of
$12,500,000 to fund the Company's working capéguirements. These loans bear interest at 10.0%npem and were convertible at prices
ranging from $2.16 to $1.28 into a total of 7,38®@%hares of the Company's common stock. The ceiovefeatures contained in certain of
these bridge loans were considered to be beneficthle holder as they allowed the holder to conther bridge loans to the Company's
common stock at conversion prices that were belmfair market value of the Company's common stockhe date of issuance. As
additional consideration for these bridge loans,@ompany issued warrants to purchase 4,255,148sshithe Company's common stock
with exercise prices ranging from $2.16 to $1.28 Telative estimated fair value of the warrant$mfL15,000 and the estimated value of the
conversion feature of $3,745,000 were recordediditianal debt discount and amortized over thedif¢he bridge loans.

At December 20, 2002, total bridge loans and actmierest outstanding equaled approximately $1B@00, of which approximately
$15,894,000 was surrendered in exchange for th2 P@dentures and approximately $128,000 was refpail total number of warrants
issued in connection with these bridge loans w&$24643. Under the terms of the warrant agreentbatsonversion price of each of these
warrants was adjusted to $.34 (Note G)

During the period from May 5, 2003 through Decentkier2003, certain holders of the Company's 2002ebtires advanced an aggregate of
$8.6 million consisting of $6.6 million debentuasd $2.0 million bridge loans to the Company uradketter of Support dated May 5, 2003.
The debentures and bridge loans were made in sstoedvith the terms of the 2002 Debenture Purchgseement and have a maturity date
of March 31, 2006. (See Note G).
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The following table summarizes information concagnoutstanding and exercisable stock purchase miarra

Warrants outstanding

Weighted-
Number average W eighted-
outstanding at remaining average
Ranges of December 31, contractual e xercise
exercise prices 2003 life (years) price
$0.34 - $0.93 34,315,714 4.60 $0.54

NOTE | - INCOME TAXES
Reconciliations between the Federal income taxaatethe Company's effective income tax rate werfelows:

Year ended December 31,

2003 2002 2001
AMOUNT % Amount % Amount %
(dollars in thousands)

Federal statutory rate $(15,966) (34 .0)% $(20,260) (34.0)% $(4,271) (34. 0%)
Loss for which no tax

benefit was provided 4,357 9 2 12,951 21.7 4,231 33. 7
Non-deductible financing costs 11,589 24 .6 7,278 12.2 - -
Federal tax carryback

refund

Department of Justice

settlement 11 1 16 1 21 . 2
Other 9 1 15 .0 19 . 1
Actual tax benefit $ - % $ - % $ - -%

The Company has net operating loss carryforwardseggiting approximately $128,789,000, expiring migithe years 2011 through 2023.
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The tax loss carryforwards of the Company andubsgliaries may be subject to limitation by Sec®®&2 of the Internal Revenue Code with
respect to the amount utilizable each year. Thigtdition reduces the Company's ability to utiliz¢ aperating loss carryforwards included
above each year. The amount of the limitation ldbaen quantified by the Company. During the addelyear, the company adjusted its net
operating loss carryforward. This adjustment hasffect on the current or prior year financial staénts.

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

December 31,

(in thousands)
Deferred tax assets

Net operating loss carryforwards $5 5,998 $52,687
Asset reserves 1,016 320
Research and development tax credit 29 29
Accrued expenses 205 294
Capital loss carryforwards 212 211
Depreciation and amortization 20 378
Accrued shutdown costs 703 -
Other 73 73

Gross deferred tax assets 5 8,256 53,992

Deferred tax liabilities
Depreciation - (93)

Net deferred tax assets before

valuation allowance 5 8,256 53,899
Valuation allowance 5 8,256) (53,899)
Net deferred tax assets $ - $

SFAS No. 109 requires a valuation allowance agalefdrred tax assets if, based on the weight afabta evidence, it is more likely than r
that some or all of the deferred tax assets map@aoealized. The valuation allowance at DecemlePB03 primarily pertains to
uncertainties with respect to future utilizationnett operating loss carryforwards.
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The Company's formal decision to discontinue itsdkfyn, New York plant operations was initiatedfe fourth quarter of 1999 with
notification to its union. The Brooklyn operatiotsased in March 2001. The total charge of appraein&3,220,000 resulting from
eliminating the Brooklyn operation taken in 1998ludes the lease termination payment of $1,150,8@bpvision of $200,000 for plant
repairs, the write-off of leasehold improvement$df778,000, severance and other costs for teredrexnployees of $730,000, less deferred
rent previously expensed of $638,000.

During the year ended December 31, 2000, the Coynanorded a charge of approximately $53,000 remtasy additional severance costs.
During the year ended December 31, 2001, the Coynnorded a charge of approximately $68,000 remtasy loss on disposal of idle
fixed assets. During the year ended December 312,28e Company recorded a benefit of approxima&&R6,000 representing a recovery
from the landlord related to the Company's provigib plant repair costs that were not utilized Iy tandlord.

NOTE K - INVESTMENT IN JOINT VENTURE AND IMPAIRMENT CHARGE

The Company entered into a 50% joint venture inraty 2000 for the purpose of engaging in the dgwaknt, manufacture and marketing
of various products. The joint venture was accodifiee under the equity method. During the fourtlader of 2001, the Company recorded an
impairment charge of $151,000, as it was determihatithe fair value of such investment was zeue, @ the uncertainty of the joint
venture's ability to raise additional capital oigEnerate income from operations. During 2003 ptireners in the joint venture dissolved the
entity.

NOTE L - PRODUCT AGREEMENTS
1. Acquisition of Barr Laboratories, Inc. ANDA

On April 16, 1999, the Company completed an actjoisagreement with Barr Laboratories, Inc. ("Baptoviding for the Company's
purchase of the rights to 50 pharmaceutical prad({ibe "Barr Products"). Under the terms of theu&ition agreement with Barr, the
Company acquired all of Barr's rights in the BanwdRicts, including all related governmental appteymcluding ANDAS) and related
technical data and information. In considerationtfie acquisition of the Barr Products, the Compiaayed to Barr a common stock purchase
warrant exercisable for 500,000 shares of the Cogip@ommon stock having an exercise price of #5q&r share (the fair value of the

F-41



Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE L (CONTINUED)

Common Stock on the date of issuance) and haviegraof five years. The Company valued the warrah®350,000 using the Black-
Scholes option-pricing model. Accordingly, the Camp recorded a deferred charge to be amortized ag@ense to the Company's
operations over a ten-year period, which is thienedged life of the related ANDAs. The acquisitiogreement with Barr also allows Barr to
purchase any of the Barr Products manufacturetidyompany for a period of five years.

2. Commercialization and License Agreement

Effective September 27, 2000, the Company enteredain exclusive license for certain patented teldygy owned by Bio-Fine
Pharmaceuticals, Inc. ("BiBine") for the synthesis of codeine from morphifiee agreement provided for a fixed amount of $3,00® to be
paid out as certain milestones are achieved wiithiaé of $500,000 paid during 2000. The agreemksat provided for the grant of 50,000
warrants and an employment agreement, both comtingen FDA approval and the first commercial saleich has not yet occurred.

In November 2001, the Company notified Bioie of its election to immediately terminate tloentnercialization and license agreement. L
termination of this agreement, the contingent waraamd employment agreement expired.

NOTE M - EMPLOYEE BENEFIT PLANS
1. Employees' Pension Plan

The Company contributed approximately $19,000 i812® a multiemployer pension plan for employeesced by collective bargaining
agreements. The Company has not made any condrilsutid this plan subsequent to April 1, 2001, stheeCompany ceased operations at its
Brooklyn, New York plant in March 2001, whose enyges were covered by this plan. (See Note K.) Témgany did not administer this
plan and contributions were determined in accordavith provisions of negotiated labor contract$ofmation with respect to the Compan
proportionate share of the excess, if any, of theaially computed value of vested benefits ohertbtal of the pension plan's net assets is
not available from the plan's administrator.
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The Multiemployer Pension Plan Amendments Act @@ &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." As of December 31, 2003, the Company Im@t been notified of any withdrawal liability.

2. 401(k) and Profit-sharing Plan

Effective October 1, 1998, the Company establishd@1(k) and profit-sharing plan for all employedéser than those covered under
collective bargaining agreements. Eligible emplayaay elect to make a basic contribution of up.884lof their annual earnings. The plan
provides that the Company can make discretionatghmray contributions equal to 25% of the first 6%employee contributions for an
aggregate employee contribution of 1.5%, along w&itliscretionary profit-sharing contribution. Ther@pany incurred no expense under the
plan in 2003, 2002 and 2001, respectively.

3. Stock Option Plans

In September 1995, the stockholders of the Compapyoved the adoption of a stock option and resttistock purchase plan (the "1995
Option Plan™). The 1995 Option Plan provides fa ¢gfanting of (i) nonqualified options to purchése Company's common stock at not less
than the fair market value on the date of the opgant, (ii) incentive stock options to purchase €ompany's common stock at not less than
the fair market value on the date of the optiomgeand (iii) rights to purchase the Company's comstock on a "Restricted Stock" basis, as
defined, at not less than the fair market valu¢hendate the right is granted. The total numbeshafres which may be sold pursuant to options
and rights granted under the 1995 Option PlanG8,000. No option can be granted under the 193®Oplan after May 2005 and no

option can be outstanding for more than ten yefes ibs grant. At December 31, 2003, approxima@&y000 shares are available for grant
under the 1995 Option Plan.

In June 1998, the stockholders of the Company ajgprthe adoption of a stock option and restrictedkspurchase plan (the "1998 Option
Plan™). The 1998 Option Plan provides for the granof (i) nonqualified options to purchase the Qamy's common stock at a price
determined by the Stock Option Committee, andr{@gntive stock options to purchase the Compamytsneon stock at not less than the fair
market value on the date of the option grant. Adirgs of stock options have been at the fair maréakete on the date of grant. In June 2001,
the shareholders of the Company approved a respltdiincrease the total number of shares which Ineagold pursuant to options and rights
granted under the 1998 Option Plan to 8,100,0000ptimn can be granted under the 1998 Option Fian April 2008 and no option can be
outstanding for more than ten years after its grdhDecember 31, 2003, approximately 5,349,00@wostare available for grant under the
1998 Option Plan.

As discussed in Note N, the Company's Board ofddars approved the granting of an aggregate oft5(BD options to purchase the
Company's stock at an exercise price of $0.34 @emton share which is subject to shareholder appofiemendments to the Company's
1998 Stock Option Plan. These options have not eamted nor issued for accounting purposes. Uparebolder approval, if the market
price of the common stock is greater than $0.34permon share, then compensation expense will teuated for as prescribed in APB
Opinion No. 25, and amortized over the vestingqukof the option.
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NOTE M (CONTINUED)

Halsey Drug Co., Inc. and Subsidiarie!

ED)

December 31, 2003, 2002 and 2001

Transactions involving stock options under all glane summarized as follows:

Stoc
opti
outsta

Balance at December 31, 2001 4,58
Granted 47
Forfeited 5
Balance at December 31, 2002 5,00
Granted 4
Exercised
Forfeited (1,52
Balance at December 31, 2003 3,52

Granted but subject to shareholder approval

5,50

Weighted-
k Average
ons exercise
nding Price
9,950 $1.85
0,000 1.29
1,000) 2.28
8,950 1.80
5,000 .96
9,280) 1.69
4,670 $5.46
0,000 $ .34

The following table summarizes information concegncurrently outstanding and exercisable stockoogti

Options outstanding

outstanding at

Weighted-
average W
remaining

Number

Ranges of  December 31, contractual e
exercise prices 2003 life (years)
$.85-$1.88 1,853,945 5.99
2.08 -2.50 1,658,325 3.53
3.19 -4.38 12,400 2.42

3,524,670 4.82
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Options exercisable

eighted- Number Weighted-

average exercisable at average

xercise  December 31, exercise
price 2003 price

$ 1.32 1,307,834 $ 1.35
2.38 1,550,825 2.37
4.15 12,400 4.15

$ 5.46 2,871,059 $ 191




Halsey Drug Co., Inc. and Subsidiarie!
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINU ED)
December 31, 2003, 2002 and 2001
NOTE N - COMMITMENTS AND CONTINGENCIES

The Company occupies plant and office facilitied@mnoncancellable operating leases, which expivargous dates through June 2004.
These operating leases provide for scheduled leaséncreases over the term of the lease. Thedgaseide for payment of real estate taxes
based upon a percentage of the annual increaaddition, the Company rents certain equipment ungderating leases, generally for term
two years or less. Total rent expense for the yeaded December 31, 2003, 2002 and 2001 was appatedy $868,000, $993,000 and
$986,000, respectively.

Lease of Congers, New York Facility (Brenner Drivdocation)

Effective March 22, 1999, the Company leased, ksteoant, a pharmaceutical manufacturing facitisated in Congers, New York (the
"Brenner Drive Facility") from Par Pharmaceuticais;. ("Par") pursuant to an Agreement to Lease (tlease”). The Brenner Drive Facility
contains office, warehouse and manufacturing spadds approximately 35,000 square feet. The Lpeséddes for a term of three years,

with a two-year renewal option, and provides fonaad fixed rent of $500,000 per year during thengriy term of the Lease and $600,000 per
year during the option period. The Lease also wertain manufacturing and related equipment ptesly used by Par in its operations

the Brenner Drive Facility (the "Leased Equipmeniti)connection with the execution of the Lease,@lmmpany and Par entered into a
certain Option Agreement pursuant to which the Camypgmay purchase the Brenner Drive Facility and_gssed Equipment at any time
during the lease term for $5,000,000. The Compaig $100,000 for the right to exercise the Optigreéement any time during the primary
term of three years. In March 2002, the Compang Pair $150,000 to secure the right to exercis©fteon Agreement through March 31,
2004. (See Note B)

As part of the execution of the Lease, the CompartyPar entered into a certain Manufacturing ampyuAgreement (the "M&S
Agreement") having a minimum term of twenty-sevesnths. The M&S Agreement provided for the Compaanglstract manufacture of
certain designated products manufactured by PaedBrenner Drive Facility prior to the effectivatd of the Lease. The M&S Agreement
also provided that Par will purchase a minimum BfLl$0,000 in product during the initial eighteenntins of the Agreement. The M&S
Agreement ended in July 2001 and was not renewegeter, the Company continued to provide contraatufiacturing services to Par. The
M&S Agreement further provided that the Companyl wdt manufacture, supply, develop or distribute designated products to be supplied
by the Company to Par under the M&S Agreement timioany other person for a period of three yeafiective April 2002, the restriction ¢
the designated products to be supplied by the CoynfmaPar was removed.
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December 31, 2003, 2002 and 2001
NOTE N (CONTINUED)
Lease of Congers, New York Facility (Wells Avenueotation)

Effective July 1, 2000, the Company leased, astenlant, a facility located at 125 Wells Avenuen@ers, New York (the "Wells Avenue
Facility"). The Wells Avenue Facility contains afi, warehouse and manufacturing space and is @pmtety 18,000 square feet. The lease
provides for a term of four years with an optiomreaew for an additional three years and providesihnual fixed rent of approximately
$127,000 per year during the first two years ofldzse and approximately $135,000 per year duhiadast two years. (See Note B)

As of December 31, 2003, the approximate minimumtalecommitments under these operating leasessdi@laws:

Twelve months ending December 31, (in thous ands)
2004 $ 225, 140
2005 2, 456
2004 950

Total minimum payments required  $ 228, 546

Employment Contracts

During March 1998, the Company entered into empkayneontracts with each of two new officers/empésyef the Company, which cove
five-year and a three-year period, respectivelye @bntracts provide for, among other things: (Dwal salaries of $175,000 and $140,000 to
be paid over the five-year and three-year periastgpectively, and

(i) an aggregate of 1,300,000 options to purcllhee€Company's stock at an exercise price of $2e8&@mmon share that vest evenly over a
three-to-five-year service period and expire inytears. In April 2000, these contracts were extdridéApril 30, 2005. In 2001, the annual
salaries under these contracts were increasedd@ @20 and $155,000, respectively.

During November 2002, the Company entered intonapl@yment contract with a new officer/femployeelaf Company which covers a two-
year period. The contract calls for, among othergr (1) annual salary of $180,000 to be paid ¢hertwc-year period, and (2) an aggregate
of 400,000 options to purchase the Company's stbak exercise price of $1.15 per common sharevtsitevenly over a four-year period.
The employment agreement automatically renewsuocessive one-year periods unless the Companyda®@0 days' notice of nonrenewal.

In May 2003, an employment agreement between tmep@ay and the Company's former Chief Executived®ffivas terminated. Pursuan
provisions of a negotiated separation agreemeptda¢ptember 18, 2003, the Company has accruadddal value of approximately
$500,000 to such employee including a $400,000 msony note plus the estimated the value of benpfibvided by the Company to such
former employee. The promissory note is payabbguarterly installments commencing October 16, 200& separation agreement also
granted a warrant to this individual for the pursdhaf up to 150,000 shares of the Company's constomk at an exercise price of .34 per
share. The fair value of the warrant of $112,080;alculated using the Black-
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Scholes option pricing model, has been chargegéoations during the three months ended Septenfh@0B3. The warrant has a seyaa
term and has a cashless exercise clause provitigipon the exercise of the warrant, such indalidan receive common shares for the
equivalent amount of appreciated value of the waraathe time of exercise.

On December 4, 2003, the Company and the formesf@xiecutive Officer amended the separation agraepreviding for (i) the
termination of the Company's promissory note inghiecipal amount of $400,000, and

(i) the Company's payment of $162,790 in full sction of the Company's severance and other patyoldigations under the separation
agreement.

During August 2003, the Company entered into anleympent agreement with a new officer/employee ef @ompany. The agreement
provides for, among other things: (i) an annuaktssdary of $300,000, and (ii) an aggregate of GEID options to purchase the Company's
stock at an exercise price of $0.34 per commoresthat vest 1,000,000 option shares on March 314 2@d the balance thereafter at a ra
500,000 per calendar quarter, beginning June 3B} 2thich an exercise term expiring in ten year® $tock option is subject to the
shareholders approval to modify the Company's 88k Option Plan to

(i) increase the number of shares reserved foargseiand (ii) authorize issuance of stock optiasrty an exercise price less than fair me
value of the common stock of the Company on the datssuance. The employment agreement term is fao year period which
automatically renews for successive one-year penimiess either the Company or the employee pred@edays' notice of non-renewal.
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NOTE N (CONTINUED)
U.S. Department of Justice Settlement

On June 21, 1993, the Company entered into a Rieaefnent with the U.S. Department of Justice ((®J") to resolve the DOJ's
investigation into the manufacturing and recordpkeg practices of the Company's Brooklyn, New Yplknt. The Plea Agreement required
the Company to pay a fine of $2,500,000 over figarg in quarterly installments of $125,000, comnrenon or about September 15, 1993.

As of February 28, 1998, the Company was in defafuthe payment terms of the Plea Agreement anchiede payments aggregating
$350,000. On May 8, 1998, the Company and the Dgh&d the Letter Agreement serving to amend tha Rigreement relating to the terms
of the Company's satisfaction of the fine assessee@r the Plea Agreement. Specifically, the Letigreement provided that the Company
will satisfy the remaining $2,150,000 of the fitedugh the monthly payments of $25,000 commenaimg 1, 1998, plus interest on such
outstanding balance (at the rate calculated putsodt8 U.S.C.

Section 1961 (5.319%). Such payment schedule @slllt in the full satisfaction of the DOJ fine myJ2005. The Letter Agreement also
provides certain restrictions on the payment adrsabr compensation to any individual in excessesfain amounts without the written
consent of the DOJ. In addition, the Letter Agreatmequires the repayment of the outstanding fintaé extent of 25% of the Company's
after-tax profit or 25% of the net proceeds receilpg the Company on any sale of a capital asset fmm in excess of $10,000, if not
invested in another capital asset. At DecembeRBQ3, the Company is current in its payment obilgest with a remaining obligation of
$433,000. In February 2004, the Company satisfeedbligation to the DOJ.

Other Legal Proceedings

Beginning in 1992, actions were commenced agaiesCompany and numerous other pharmaceutical matnodas, in connection with the
alleged exposure to diethylstilbestrol ("DES"). Tdefense of all of such matters was assumed bgdinepany's insurance carrier, and a
substantial number have been settled by the ca@ierently, several actions remain pending with@mpany as a defendant in the
Pennsylvania Court of Common Pleas, Philadelphiésiain, and the insurance carrier is defending eation. The Company and its legal
counsel do not believe any of such actions willthavmaterial impact on the Company's financial @¢@rd The ultimate outcome of these
lawsuits cannot be determined at this time, andraéegly, no adjustment has been made to the cmlaet financial statements.
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NOTE N (CONTINUED)

The Company is named as a defendant in an actiittedrAlfred Kohn

v. Halsey Drug Co. in the Supreme Court of New Y&konx County. The plaintiff seeks damages of $ilian for breach of an alleged oral
contract to pay a finder's fee for a business #etien involving the Company. Discovery in thisianthas been completed. The Company's
motion for summary judgment was due to be heartheyCourt on August 8, 2003. Plaintiff Kohn decelsiortly prior to such hearing date,
and the motion for summary judgment and any tridghis matter have been stayed pending the subetitof Mr. Kohn's estate as the
plaintiff. The Company does not believe this actigh have a material impact on the Company's feiahcondition. The ultimate outcome of
this lawsuit cannot be determined at this time, acxbrdingly, no adjustment has been made to theotidated financial statements.

On June 13, 2002, the Company was named an additiefendant in an Amended Complaint filed in thetter entitled Vintage
Pharmaceuticals, Inc., v. Watson Pharmaceutiaats, &nd Halsey Drug Company, Inc., pending inUhéed States District Court for the
Northern District of Alabama, Civil Action No. CV1-B-1847-NE. Vintage seeks unspecified damages fraCompany for allegedly
interfering with Vintage's contract to produce Mdo®&(R), the brand name of doxycycline monohydrfaie\Watson. The Company denies
allegations, and is vigorously defending the actaord on July 12, 2002, filed a motion to dismies Amended Complaint for lack of
jurisdiction and for failure to state a cause dfac Watson Pharmaceuticals has filed a motiorsémnmary judgment, which if granted wo
also terminate the suit as to Halsey. Accordintilg, Court stayed Halsey's motion to dismiss penttiegoutcome of Watson's motion for
summary judgment. That motion was fully briefed antimitted to the Court by December 6, 2002, aagtrties are awaiting a decision
from the Court. The Company does not believe ttima will have a material impact on the Compaifiyiancial condition. The ultimate
outcome of this lawsuit cannot be determined attiie, and accordingly, no adjustment has beerert@the consolidated financial
statements.

In addition, the Company is a party to legal mattmising in the general conduct of business. Ttmate outcome of such matters is not
expected to have a material adverse effect on tlmep@ny's results of operations or financial positio

Each of the purchase agreements for the Compa@9& Debentures, 1999 Debentures, 2002 Debenturé 003 Debentures and Bridge
Loans contains provisions by which the Companybigated to indemnify the purchasers of the debestior any losses, claims, damages,
liabilities, obligations, penalties, awards, judgnss expenses or disbursements arising out ofsoittneg from the breach of any
representation, warranty or agreement of the Compelated to the purchase of the debentures adddtoans. These indemnification
obligations do not include a limit on maximum pdtahfuture payments, nor are there any recourseigions or collateral that may offset the
cost.

As of December 31, 2003, the Company does notJeetieat any liability has been incurred as a resfulhese indemnification obligations.
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NOTE O - SIGNIFICANT CUSTOMERS AND SUPPLIERS

Through its strategic alliance with Watson, asuksed in Note C, the Company sells its portfolicare products under the Watson label for
distribution by Watson to drugstore chains and dvhiglesalers. The Company continues to performtdichcontract manufacturing of certain
non-core products for other customers. During 283 Company had net product revenues from onemastin excess of 10% of total
product revenues, accounting for 58% of total pobdevenues. No accounts receivable was due fractistomer at December 31, 2003.
During 2002, the Company had net product revermass fwo customers in excess of 10% of total prodexenues, accounting for 85% and
13%, respectively, of total product revenues, a2ih &nd 1%, respectively, of gross accounts receatDecember 31, 2002. During 2001
the Company had net product revenues to one cusiaregcess of 10% of total product revenues aggieg to 86% of total product
revenues. At December 31, 2001, accounts receiVaistethis customer aggregated 61% of gross aceaeativable.

During 2003, 2002 and 2001, the Company purchagprbaimately $552,000, $1,264,000 and $1,512,08épectively, of its raw materials,
representing approximately 26%, 25%, and 28% it gaar, of total raw material purchases from orppEer.
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NOTE P - QUARTERLY FINANCIAL DATA (UNAUDITED)

Quarterly Financial Data
(amounts in thousands 1st 2nd
except per share amounts) Quarter Quarter

2003

Net product revenue  $ 1,526 $ 1,206
Operating loss (3,387) (3,552)
Net loss (10,575) (11,027)

Loss per share -
basic and diluted $ (.50) $ (.52)

2002
Net product revenue  $ 1,881 $ 2,258
Operating loss (2,888) (3,379)
Net loss (5,479) (7,340)

Loss per share -
basic and diluted $ (.36) $ (.49)
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3rd 4th
Quarter  Quarter Year

$ 1,478 $ 1,540 $ 5750
(3,325) (6,980) (17,244)
(11,590) (15,263) (48,455)

$ (55) $ (71) $ (2.28)

$ 2013 $ 2053 $ 8205
(3.466) (3,204) (12,937)
(7,869) (38,901) (59,589)

$ (52) $ (2.46) $ (3.90)
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SCHEDULE II - VALUATION AND QUALIFYING ACCOUNTS

COL. A C

Bal
be
Description of

Year ended December 31, 2003
Allowances - accounts receivable $

Valuation allowance - deferred tax assets $

Year ended December 31, 2002
Allowances - accounts receivable $

Valuation allowance - deferred tax assets $

Year ended December 31, 2001
Allowances - accounts receivable $

Valuation allowance - deferred tax assets $

(1) Accounts written-off.

(in thousands)

OL.B CoL.C COL.D
Additions Q)
ance at chargedto Additions
ginning costs and charged to B
period expenses other accounts Deductions en

14 $ 428 $ - $ (19
53,899 $ 4,357 $ - $ -
347 $ 101 $ - $ (434)
40,948 $12951 $ - $ -
315 $ 402 $ - $ (370)
35151 $5797 $ - $ -
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EXHIBIT 14
HALSEY DRUG CO,, INC.
CODE OF ETHICS
[. INTRODUCTION

This Code of Ethics (the "Code") is establishedspant to Section 406 of the Sarbanes-Oxley AcD0R2which requires that the Company
establish a code of ethics to apply to the Compgmyncipal executive officer, principal financificer, principal accounting officer or
controller, or persons performing similar functidttee "Designated Officers"). The purpose of thel€s to deter wrongdoing and to
promote:

- Honest and ethical conduct, including the ethiizaidling of actual or apparent conflicts of ingtrieetween personal and professional
relationships;

- Full, fair, accurate, timely, and understandatigelosure in reports and documents that the Cognfiles with, or submits to, the Securities
and Exchange Commission and in other public comoatioins made by the Company;

- Compliance with applicable governmental lawsesudnd regulations;
- The prompt internal reporting of violations o&tEode to an appropriate person or persons ideshiifi the Code; and
- Accountability for adherence to the Code.

Designated Officers are expected to be familiahwht Code and from time to time may be askedftoratheir agreement to adhere to its
standards.

[I. CONFLICTS OF INTEREST

Designated Officers must avoid any activity or asstion that creates or appears to create a cobisveen the Designated Officer's perst
interest and the Company's interest. For exampesaible conflict of interest exists when a Deatgd Officer or a member of his or her
family has a financial or other interest in, orksepersonal loans or services from, a companydb@s business with the Company.
Designated Officers are expected to make prompfahdisclosure in writing to the Chairman of tAedit Committee of any potential
conflict of interest. Any transaction in which adignated Officer may have a conflict of interestsirioe approved by the Audit Committee.
Designated Officers should avoid the receipt afsgidratuities, favors or other benefits that migtfect or appear to affect the exercise of 1
judgment on the Company's behalf. Any substantfabgfavor offered by an actual or potential oliecontractor, or provider of goods
services, lender, security holder, or other atiliahether it be in tangible form or in the formao$ervice or individual benefit, should be
refused unless acceptance of such gift or favobkas approved by the Audit Committee. This prdiubiis not intended to apply to ordin:
courtesies of business life, such as token gifiasafbstantial value, modest entertainment incaldnta business relationship, or the giving
receipt of normal hospitality of a social nature.

[ll. ACCURATE AND TIMELY PERIODIC REPORTS

The Company is committed to full, fair, accurabmely and understandable disclosure in reportsdamdiments that it files with, or submits
to, the Securities and Exchange Commission anthier gublic communications made by the Company. Gbmpany expects Designated
Officers to establish and manage the Company'stiagsystems and procedures with due care angkditie to ensure that:

- Reports filed with or submitted to the Securitiesl Exchange Commission and other public commtiaitsacontain information that is full,
fair, accurate, timely and understandable and danigrepresent or omit material facts;



- Business transactions are properly authorizedcantpletely and accurately recorded on the Compdmoks and records in accordance
with generally accepted accounting principles drd@ompany's established financial policies; and

- Retention or disposal of Company records is toagance with established Company policies andiegige legal and regulatory
requirements.

IV. COMPLIANCE WITH LAWS, RULES & REGULATIONS

Designated Officers must comply fully with all ajgalble laws, rules, regulations and corporate geuece standards.
V. REPORTING VIOLATIONS

Designated Officers must promptly report any violas of the Code to the Chairman of the Audit Cotteni

VI. DISCIPLINARY MEASURES

Designated Officers who violate any applicable lamuges or regulations or the Code will face appiaip disciplinary action, as determined
by the Audit Committee, which may include discharfiee matter may also be referred to appropriategonental agencies.

VIl. AMENDMENT, MODIFICATION AND WAIVER

The Code may be amended or modified by the Audih@dtee. Any amendments or modifications will béliely disclosed in accordance
with the rules of the Securities and Exchange Cassion. The Audit Committee may waive violationgha Code, but any such waiver that
constitutes a material departure from a provisibthe Code will be publicly disclosed in accordamgth the rules of the Securities and
Exchange Commission.



EXHIBIT 23.1
CONSENT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

We have issued our report dated February 26, 20@#&pt for Note B, as to which the date is Marcl2@94, accompanying the consolidated
financial statements and schedules included itheual Report of Halsey Drug Co., Inc. and Subsidgon Form 10-K for the year ended
December 31, 2003. We hereby consent to the incatipa by reference of said report in the RegigiraStatements of Halsey Drug Co., Inc.
on Forms S-8 (Registration Nos. 333-63288 and 3588 pertaining to the 1998 Stock Option Plan #uied1995 Stock Option Plan.

GRANT THORNTON LLP
New York, New York

April 19, 2004



EXHIBIT 31.1

CERTIFICATION OF PERIODIC REPORT
PURSUANT TO RULES 13a-14 AND 15d-14 OF THE SECURITES EXCHANGE ACT OF 1934

I, Andrew D. Reddick, the President and Chief ExieeuOfficer of Halsey Drug Co., Inc., certify that
1. | have reviewed this annual report on Form 16fKlalsey Drug Co., Inc.;

2. Based on my knowledge, this annual report doésantain any untrue statement of a material dactmit to state a material fact necessary
to make the statements made, in light of the cistarmces under which such statements were madmisleding with respect to the period
covered by this annual report;

3. Based on my knowledge, the financial statememid,other financial information included in thisnaial report, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this annual report;

4. The registrant's other certifying officers araté responsible for establishing and maintainisgldsure controls and procedures (as def
in Exchange Act Rules 13a-15(e) and 15d-15(e)iferegistrant and have:

a) designed such disclosure controls and procedoresiused such disclosure controls and procedoifes designed under our supervisiol
ensure that material information relating to thgistrant, including its consolidated subsidiarissnade known to us by others within those
entities, particularly during the period in whidtig annual report is being prepared;

b) evaluated the effectiveness of the registraligdosure controls and procedures and presentiisiannual our conclusions about the
effectiveness of the disclosure controls and proms] as of the end of the period covered by timsial report based on such evaluation; and

¢) disclosed in this annual report any change érégistrant's internal control over financial rdjpg that occurred during the registrant's r
recent fiscal quarter that has materially affecteds reasonably likely to materially affect, tlegistrant's internal control over financial
reporting.

5. The registrant's other certifying officer anablve disclosed, based on our most recent evaluatiioiiernal control over financial reporting,
to the registrant's auditors and the audit commitiiethe registrant's board of directors (or pesguerforming the equivalent functions):

a) all significant deficiencies and material weads®s in the design or operation of internal cortvelr financial reporting which are
reasonably likely to adversely affect the registsaability to record, process, summarize and rtefpwaincial information; and

b) any fraud, whether or not material, that invelveanagement or other employees who have a sigmifiole in the registrant's internal
control over financial reporting.

Date: April 14, 2004 /'s/ Andrew D. Reddi ck
Andrew D. Reddi ck
Presi dent and
Chi ef Executive O ficer



EXHIBIT 31.2

CERTIFICATION OF PERIODIC REPORT
PURSUANT TO RULES 13a-14 AND 15d-14 OF THE SECURITES EXCHANGE ACT OF 1934

I, Peter A. Clemens, the Vice President and Chisdificial Officer of Halsey Drug Co., Inc., certifyat:
1. | have reviewed this annual report on Form 16fKalsey Drug Co., Inc.;

2. Based on my knowledge, this annual report doésantain any untrue statement of a material dactmit to state a material fact necessary
to make the statements made, in light of the cistarmces under which such statements were madmisleding with respect to the period
covered by this annual report;

3. Based on my knowledge, the financial statememid,other financial information included in thisnaial report, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this annual report;

4. The registrant's other certifying officers araté responsible for establishing and maintainisgldsure controls and procedures (as def
in Exchange Act Rules 13a-15(e) and 15d-15(e)iferegistrant and have:

(a) designed such disclosure controls and procedareaused such disclosure controls and procedaoiee designed under our supervision,
to ensure that material information relating to thgistrant, including its consolidated subsidigrie made known to us by others within those
entities, particularly during the period in whidtig annual is being prepared;

(b) evaluated the effectiveness of the registralisslosure controls and procedures and presentinisi annual our conclusions about the
effectiveness of the disclosure controls and proms] as of the end of the period covered by timsial report based on such evaluation; and

(c) disclosed in this annual report any changéénregistrant's internal control over financialagjmg that occurred during the registrant's
most recent fiscal quarter that has materiallycéfe, or is reasonably likely to materially affebie registrant's internal control over financial
reporting.

5. The registrant's other certifying officer anablve disclosed, based on our most recent evaluatiioiiernal control over financial reporting,
to the registrant's auditors and the audit commitiiethe registrant's board of directors (or pesgeerforming the equivalent functions):

(a) all significant deficiencies and material weesses in the design or operation of internal coptrer financial reporting which are
reasonably likely to adversely affect the registsaability to record, process, summarize and rtefrwaincial information; and

(b) any fraud, whether or not material, that inesmanagement or other employees who have a si@gmiifiole in the registrant's internal
control over financial reporting.

Date: April 14, 2004

/sl Peter A Clenens
Peter A. d enens

Vi ce President and

Chi ef Financial Oficer



EXHIBIT 32.1

CERTIFICATION OF PERIODIC REPORT
PURSUANT TO 18 U.S.C. SECTION 1350, AS ADOPTED
PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Halsey D@@g., Inc. (the "Company") on Form 10-K for theipdrending December 31, 2003 as
filed with the Securities and Exchange Commissiothe date hereof (the "Report"), I, Andrew D. Rekdthe Chief Executive Officer of tl
Company, certify, pursuant to 18 U.S.C. Section01 3% adopted pursuant to Section 906 of the Sask@nley Act of 2002, that:

(1) The Report fully complies with the requiremeatsSection 13(a) or 15(d) of the Securities ExajeAct of 1934; and

(2) The information contained in the Report faphlgsents, in all material respects, the finanaaldition and results of operations of the
Company.

Dated: April 14, 2004

/'s/ Andrew D. Reddick
Andrew D. Reddi ck

Presi dent and

Chi ef Executive O ficer



EXHIBIT 32.2

CERTIFICATION OF PERIODIC REPORT
PURSUANT TO 18 U.S.C. SECTION 1350, AS ADOPTED
PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Halsey D@@g., Inc. (the "Company") on Form 10-K for theipdrending December 31, 2003 as
filed with the Securities and Exchange Commissioithe date hereof (the "Report"), I, Peter A. Clasjéhe Vice President and Chief
Financial Officer of the Company, certify, pursutmil8 U.S.C. Section 1350, as adopted pursuadédstion 906 of the Sarbanes-Oxley Act
of 2002, that:

(3) The Report fully complies with the requiremeatsSection 13(a) or 15(d) of the Securities ExajeAct of 1934; and

(4) The information contained in the Report faplgsents, in all material respects, the finanaaldition and results of operations of the
Company.

Dated: April 14, 2004

/sl Peter A Cl enens
Peter A. O enens

Vi ce President and

Chi ef Financial Oficer



