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In 2002, revenues grew 29% and cash flow from operations grew 63%.
Also, selective acquisitions added promising products, new tech-
nologies, and enhanced pipeline opportunities to a well-diversified
product portfolio.

Why are we confident about the future? Because our capabilities
provide the necessary “active ingredients” that enable King to realize
potential and develop opportunity.

King Pharmaceuticals sells certain products through its subsidiaries Monarch Pharmaceuticals, Inc., Jones Pharma
Incorporated, and Parkedaie Pharmaceuticals, Inc.
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GROWING PRODUCTS

100 Caps"”

N

A diversified portfolio of high-margin, long
life-cycle branded prescription pharmaceuticals
delivers impressive, growing cash flow. Net sales
of Altace® (ramipril), our leading product, grew
58% to $450.0 million in 2002.
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ESTABLISHED CAPABILITIES

4 s

Our extensive operations position King to fully
leverage opportunities and compete effectively
in the branded prescription pharmaceutical
marketplace.
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EXPERIENCE

Jefferson J. Gregory
Chairman and Chief Executive Officer
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LETTER TO SHAREHOLDERS

TOTAL REVENUES
(in millions)

$1,1283 @

$872.3

$620.2

$512.5

$294 .4

98 99 00 01 02

LEADING PRODUCTS

Altace? our leading product, continued its stellar
performance as net sales grew to $450.0 million
during 2002, a 58% increase over the prior year.
Contributing to this growth, Altace® became the
most-prescribed branded angiotensin converting
enzyme ("ACE") inhibitor among cardiologists during
the year. After acquiring Altace® in 1998, King
received U.S. Food and Drug Administration (“FDA")
approval for expanded indications in October 2000
that positively differentiate Altace® from other ACE
inhibitors. Since then, King has nearly tripled net
sales of Altace® The product is advantageously
positioned for sustained growth based on several
factors: positive prescription growth trends; our
marketing strategies for Altace®; indications unique
among ACE inhibitors; and outstanding supporting
clinical data.

Qur second-largest product, Levoxyl®—a treatment for
hypothyroidism—achieved net sales of $169.5 mil-
lion during 2002, growing 61% over the prior year.
We have filed in excess of 40 patent applications
with the U.S. Patent and Trademark Office related
to this novel FDA-approved product. Our first U.S.
patent for Levoxyl® U.S. Patent No. 6,555,581 ("'581
Patent”), a utility patent with composition-of-
matter claims, was issued on April 29, 2003. The
timely issuance of this first patent proved significant
as two potential generic competitors have since
filed Paragraph 1V Certifications seeking approval to
market a generic form of Levoxyl® The combined
assertions in the two Paragraph IV Certifications
challenge the enforceability of the '581 Patent,
alleging non-infringement and invalidity of the
patent. We intend to vigorously enforce our Levoxyl®
patent and continue to work diligently to enhance
the long-term potential of this important product.

Thrombin-JMIS another leading product, rose 51%
during the year to achieve nef sales of $96.5 million.
During 2002, we increased production capacity
far Thrombin-IMI® by approximately 20%, which
contributed to the product’s strong performance.
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LETTER TO SHAREHOLDERS

LEVOXYL® NET SALES

(in

99

ons)

00

01

$169.5 @

02

Our acquisition of Elan's sales force represents a
transformational event for our Company. Coupled
with our internal expansion, King is building a com-
bined sales force of approximately 1,200 represen-
tatives in 2003. This increase significantly enhances
our sales and marketing capability and positions us
to compete even more effectively in the primary care
marketplace. Moreover, this addition provides criti-
cal mass, strategically positioning King to launch
new products as they emerge from our growing
product pipeline.

Having completed this strategic transaction, we are
now focusing more extensively on the strategic acqui-
sition and in-licensing of products in late-stage devel-
opment. This focus leverages our experienced and
expanding R&D and sales and marketing capabilities.

RESEARCH AND DEVELOPMENT

Our R&D team continues to develop new products,
inciuding new chemical entities. Most recently, we
received FDA approval in June 2003 of a supple-
mental New Drug Application covering pediatric and
adult formulations of the Company's nerve gas
antidote AtroPen® (atropine). This approval is partic-
ularly significant because it is the first time that
pediatric formulations of this important homeland
security product have been approved in the United
States. Key products currently in development,
including under licenses, include: Estrasorb™
(estradiol topical emulsion), a topical estrogen
replacement therapy in a unique lotion formulation;
Intal® HFA, a preventive treatment for asthma; a
diazepam-filled auto-injector for the treatment of
status epilepticus and severe recurrent convulsive
seizures associated with epilepsy; a modified-release
formulation of Sonata®; new formulation develop-
ment for Skelaxin®; binodenoson, a second-generation
stress-imaging agent; and a modified-release
formulation of Altace®

“WE REMAIN STEADFASTLY COMMITTED TO OUR SUCCESSFUL BUSINESS STRATEGIES.”
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OPERATIONS REVIEW

Existing products provide significant cash flow.
In 2002, King's experienced sales and marketing pro-
fessionals continued to expand our largest products.
Net sales of Altace grew to $450.0 million, a 58%
increase from $284.7 million during 2001. Likewise,
Levoxyl net sales grew 619% to $169.5 million and
net sales of Thrombin-JM! grew 51% to $96.5 million
during 2002.

King also made other significant advances during
the year. On September 9, 2002, Novavax resubmit-
ted to the FDA a New Drug Application ("NDA") for
Estrasor
mercialize, upon approval, Estrasorb™ a topical
estrogen replacement therapy in a unique lotion
formulation. Phase Il clinical trials relating to our
pipeline product, binodenoson, were successfully
completed. Binodenoson is our second-generation
pharmacologic stress-imaging agent. More recently,
our first U.S. patent on Levoxyl was issued on April 29,
2003 and extends through February 15, 2022.

King has a license fram Novavax to com-

Acquisitions expand markets and enhance pipeline
opportunities. King continued its proven acguisition
growth strategy in 2002 and the first half of 2003. In
June 2003, we completed our acquisition of Elan's
primary care business in the United States and
Puerto Rico. It includes two branded prescription
pharmaceutical products, rights to potential new
formulations of the products, and an experienced
primary care field sales force of more than 350 indi-
viduals. The products include Sonata, a nonbenzo-
diazepine treatment for insomnia, and Skelaxin,
a muscle relaxant. The addition of Elan's dedicated
primary care field sales force to our established sales
and marketing capabilities should position Sonata’
for long-term growth and significantly enhance our
ability to successfully promote and grow our other
branded prescription pharmaceutical products.
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PRODUCTS AND MARKETS During 2002, Altace® became the leading prescribed

branded ACE inhibitor among cardiologists. Pre-
scription market share for Altace® among cardiolo-
gists greatly exceeds the prescription market share
for all physician prescriber groups combined, which
we believe continues to provide a positive lead
indicator of the potential growth of Altace®
Supported by strong clinical data, Altace® is the only
ACE inhibitor approved by the FDA to reduce the
risk of stroke, myocardial infarction, and.death
from cardiovascular causes in patients 55 and older
either with a history of coronary artery disease,
stroke, or peripheral vascular disease, or with
diabetes and one other cardiovascular risk factor
(elevated cholesterol level, cigarette smoking, etc.).
Altace® was first approved in 1991 for use in the
treatment of hypertension and was subsequently
approved by the FDA for the treatment of con-
gestive heart failure after a patient suffers a heart
attack, indications which are typical of other ACE
inhibitors. Additionally, there is an ongoing pediatric
study involving Altace® Altace® has a composition-
of-matter patent through October 2008.

Sales of Levoxyl® King's novel formulation of

levothyroxine sodium for the treatment of hypothy-
roidism, continued to grow. Levothyroxine sodium is
one of the most prescribed drugs in the United
States. Levoxyl®is one of the two leading levothy-
roxine sodium products. Levoxyl® has a utility patent
with composition-of-matter claims through Febru-
ary 2022.

Thrombin-JMI? a purified form of bovine thrombin
used to control bleeding during surgery, continued
its strong growth in the domestic thrombin market.
We are working on long-term strategies, which we
anticipate completing in the next two to three years,
to significantly expand our manufacturing capacity
for Thrombin-JMI®

Sonata? acquired from Elan in June 2003, is a non-
benzodiazepine short-acting treatment for insomnia,
with most patients experiencing the onset of sleep
within 10 to 20 minutes of taking the drug. With a
short half-life of approximately one hour and a four-
to five-hour duration of action, the product can be
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PRODUCTS IN DEVELOPMENT

While aggressively executing our proven acquisi-
tion growth strategies with respect to currently
marketed products, King has also continued to suc-
cessfully expand and enhance pipeline opportunities.
Key products currently in development include:
Estrasorb™; Intal® HFA; a diazepam-filled auto-
injector; a modified-release formulation of Sonata®;
new formulation development for Skelaxin®;
binodenoson; and a modified-release formulation
of Altace®

In September 2002, Novavax submitted to the FDA an
NDA for Estrasorb” a topical estrogen replacement
therapy in a unique lotion formulation for sympto-
matic menopausal women. King has an exclusive
worldwide ficense to promote, market, distribute, and
sell Estrasorb™ following approval—except in the
United States and Puerto Rico, where King and
Novavax will comarket the product.
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Intal® HFA is an important product line extension for
our recently acquired nonsteroidal, anti-inflammatory
agent for the preventive management of asthma.
The new formulation utilizes hydrofluoroalkane,
an environmentally friendly propellant. The HFA
formulation has patent protection in the United
States through September 2017.

An Abbreviated New Drug Application for our
diazepam-filled auto-injector, currently sold pri-
marily to the U.S. Department of Defense, is under
review by the FDA. Once approved, King plans to
market this product commercially through King's
dedicated U.S. field sales force and telemarketing
group as the only adjunctive injectable therapy,
outside of a hospital setting, for the emergency
treatment of status epilepticus and severe recurrent
convulsive seizures associated with epilepsy.
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We have entered into agreements with Elan for the
development of a modified-release formulation of
Sonata® utilizing Elan’s proprietary technology with
patent protection through 2018 and new formula-
tion development for Skelaxin?®

King recently completed the Phase Il dose-ranging
study for binodenoson, our second-generation cardiac
pharmacologic stress-imaging agent. The results of
this Phase Il study are being used to plan protocols
for two pivotal Phase Il studies, the first of which is
expected to begin during the second half of 2003.

In May 2003, King entered into a licensing agreement
with SkyePharma plc for the purpose of developing
and commercializing a modified-release formulation
of Altace® utilizing SkyePharma's patented oral
drug delivery technology Geomatrix® SkyePharma
has various issued patents covering Geomatrix® drug
delivery technologies, with patent protection in the
United States extending through September 2017.
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James R. Lattanzi
Chief Financial Officer
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion should be read in conjunction with the other parts of this report, the audited consolidated financial statements and related notes. Historical results and percentage relationships
set forth in the statements of income, including trends that might appear, are not necessarily indicative of future operations. Please see the "Risk Factors” and "Forward-Looking Statements” sections for

a discussion of the uncertainties, risks and assumptions associated with these statements.

RECENT DEVELOPMENTS

The audited consolidated financial statements contained in this annual report reflect the effects of

© 3 $46.5 million adjustment to our accrual for estimated amounts due under Medicaid and other governmental pricing programs,

© an additional $39.8 million charge relating to Lorabid?® consisting of a $49.9 million accrual for Lorabid® purchase commitments in excess of expected demand and a $10.0 million reduction (from
$76.8 million to $66.8 million) in the previously announced Lorabid® intangible asset impairment charge, and

© adeferral of $4.7 million of revenue associated with a purchase of our products by the King Benevolent Fund, Inc.

Each of these adjustments arises from the internal review or is otherwise based on information that became available subsequent to the release of the unaudited consolidated financial statements for the year
ended December 31, 2002, contained in our Form 8-K dated April 15, 2003, and, under applicable accounting rules, is required to be reflected as of December 31, 2002.

The following table summarizes our 2002 net sales, operating income, net income and diluted income per common share, as previously reported in our Form 8-K dated April 15, 2003 and as reported in
this annual report after accounting for the three adjustments described above (in thousands, except per share data):

Net Sales

Operating Income

Net Income Income Per Common Share [Diluted)

As Previously
Reported' (Unaudited)

As Currently
Reported

As Previously
Year ended December 31, 2002

Reported' (Unaudited)

As Currently
Reported

As Previously
Reported' (Unaudited)

As Currently
Reported

As Previously
Reported' (Unaudited)

As Currently
Reported

$1,121,143 $1,069,960 $383,939

$294,200 $238,039 $182,520 $0.97 $0.74

! The data labeled "As Previously Reported” are presented for information purposes only in order to alert the reader that the 2002 results of operations previously reported in our Form 8-K dated April 15, 2003 differ from the audited 2002 results
of operations as a result of the three adjustments described above. These data are not presented in this annual report as a financial measure of our historical financial performance and should not be considered by investors and other readers of

this annual repart in their decision making.

SEC Investigation, Medicaid and Other Governmental Program Accrual Adjustment, and
Related Matters As previously reported, in March 2003, the SEC initiated a formal investigation of
King. In light of the SEC investigation, and as recommended by King's management, the Audit Com-
mittee of our Board of Directors initiated an assessment and internal review of the issues raised by
the SEC investigation and retained independent counsel, who retained an independent accounting
firm, to assist the Audit Committee.

In connection with the internal review, King determined that it had underaccrued for estimated
ameunts due under Medicaid and other governmental pricing programs, and recorded an adjust-
ment of $46.5 million to net sales and accrued expenses in the fourth quarter of 2002. This amount
represents our best estimate of the extent to which we underpaid amounts due under Medicaid
and other governmental pricing programs during the period from 1998 to 2002. In connection with
n of
royalties we previously paid for Aftace® We atso expect to recover on a pre-tax basis approximately

the accrual adjustment, we expect to recover on a pre-tax basis approximately $0.7 m

$9.5 million of the promotional fees we previously paid under our Co-Promotion Agreement with
Wyeth Pharmaceuticals, a unit of Wyeth, relating to Altace® (the "Co-Promotion Agreement”), but
we have not completed discussions with our partner and therefore have not recorded this amount
in our results for 2002.

We have contacted the Centers for Medicare and Medicaid Services, the Office of Inspector General
at the Department of Health and Human Services, and the Department of Justice in connection with
the underpayments and expect to engage in more detailed discussions with these and other appro-
priate agencies in order to determine the precise amount of the underpayments. We currently expect
to make the requisite payments in the third or fourth quarter of 2003. Pending determination of the
precise amount of such payments, we have placed $46.5 million in an interest-bearing escrow
account. The accrual adjustment relates solely to the estimated underpayments and excludes any
interest, fines, penalties or other amounts that might be owed in connection with the underpay-
ments, as we cannot predict or reasonably estimate their likelihood or magnitude at this time.



,’SSaUISNQ INO UO 109449
2SJOAPE [BLI3RUW B JARY PINOD UoNeDIl| SAI1LND3s pue 'suonebisaaul [2IUaLWUIA0D 3jgissod Jaylo
‘uonebisanur 335 ayg, Guipeay ayl 1Ipun UoNIIS 5101084 Ysty, Y 335 3sea|d ‘uonewiojul [euoy
-IPPE 104 "PIIIILLE A[ISISAPE AjRLISIBW 3Q PJN0D SMO) YSED PUE SUOITRIAO JO S1INSII 'UONIPUOD |E1D
-URUI 'SS3UISNQ ANO *3W1 SIY1 18 31ewlss Ajgeuoseal 10 121paid ued Im YIYm 0 23y3au ‘uonebiy|
SINLINI3S 3Y) Ul [1eAI4d 0} 10U 213M IM 1 4O 'pasodwui 31 suondues [eIUaWLIA06 AU J{ S10)3211p
puB SI331JJ0 IO J0 BWos Aq ‘sbuiyy 1110 Buowe ‘Ainp Aseidnply 4O YdIIQ B PUB SME| SANEINIIS
[£43P3} JO SuonejolA Buibajje APANIdSIs *PaJy UIIQ 2ABY S1UlR[dLIOd 3ABALIP JAP|oYLRYS patiod
-ind UAIS PUR 'S1D14J0 SAINIIXS J3WI0J PUE SIAINJJO DAINIAXD 'SI0JIIIP JAUHOS 'SI01I3IP INO 'SN
15ULEDE S3NUND3S INO JO SIAPJOY AQ PIfY UG drey Sulejdwod uonde ssepd payodind 7z ‘uowippe uj
"pRELIIP 0) JUIIUI 1133dS 4O DUISGR Y U1 U3A3 Aljiqel) asodwit ABw SME| 3SBYY JO AWOS (eI
pue preaipapy butpnpui) suieibord 31€3 Y3y [el3pa) WOLY UGISN|IX3 3jqissod pue sanjeuad 'sauy
BUIPNIIUL 'SUOHIUES [BUILULID JO/PUE [IALD 'ISIMISYIO 10 SME| SWIIE|D 3S|BJ PUE PNELJ JO UOLEIOIA € JO
Wwiep e uo paseq ‘asodiwt pinod Buty jo uoijebnsanur ue 3duaWIWo3 1ybiw o bunebnsaaul 3q ybiw
1e4) S3IDUABER [EIUBWILISA0G 13410 PUB DUSN[ 4O JudWIIEdI( Y3 '|243Ua0 10333dSu| JO 2140 Y}
'S9IAI3S PIEDIPIP PUL IILIIPI 104 SIAIUID Y3 *)IS AU} Swesboid bubud [e1uswuianob 1ayio pue
piedtpay J3pun anp syunowe Buipiebal 93115n( 40 JuaWIedd( 3YI PUB 'SIVIAINSG UBWNY pue yijesH
10 JuBWeda( Y3 1B (BIUIG J01I3dSU] JO 301JJ0 SY] 'SIDIAISS PIEDIPI PUE AIEDIPI J0) SIAUI)
3l) PAIILILOI IABY IM 'IA0GE PISSNISIP SE ‘UoIIPppeE U] Buinuinuod si bury 40 uoinebinsIaul 335 ay|

3uu0s1ad pue buiulesy 'sassad0ud 'SWSAS 03 Sjuawanciduil pasedoid Jo uoneuAW
-adwar 3y se jam se ‘sanuoyine Aloje|nbal aeudosdde yim suoissnasip buiobuo ino Ajjnyased 103
~UOW 0} SPUAJUI )i 1BY] P3IRIS 3311 WIWOD) 3Y] 'Suonended builid [e1uswuLA0b 19410 pue pieatpajy
2.mNny 01 193ds31 Y1im sanrgeded 1no dueyua 03 pue ‘ysed ayy Ul Ipew sbulpy sweiboid budnd
[EIU3WUISA0E 13U)0 pue PIEIIP3 1931100U1 3Y3 AQ Pastel SINSS! Ay} $$3.ppe 03 3ye) 0) ueld pue
BUINE) MOU 31€ ‘UINE] DABY IM SA)S IUY I23UWWOD Y} YIIM PIM3IA3I Sey Juawabeuey a1ning 3yl

Ui 4231 0] Aj3YI{UN 1€ SIOL13 YINS 1By} DUBINSSE J|GEUOSEIL aPIAcId 1Y) (3uu0s1ad pue $as53004d
'swa15AS 20ejd Ul 3ABY 0} PISU Y} PAIOU IRIUWOY Y] ‘Swelbosd bunid [eruswuianob Ao pue
$312024 PIRJIPIY 104 SIUAWRIINDAL butniodal ajqedndde jje Yiim 3oueijdwod 1NSud 0] SIDIN0SAI pue
UO{IUSYIE |BUORIPPE 31EJPIP 0} PI3U IM 1BYT SIANIG H 12YY PIIR)S 39HWWIO] AU} 'SIUILLIILISSIL
|ErdUBUY [BLIDleW AU Ul J NS JOU PIP SI0413 3Y] JBY} PIPN|OU0I 331ILIOT 3Ul 3|HM "SHNS3L 81D
-ueuy payodas bunejndiuew AQ SI03SaAUL pea|siu 03 Juawabeuew soud Jo Ju31ind N 4o 1ed ) uo
110JJ3 UE W01 35U 10U PIp Judwsnipe (endde sy buiinbas siuawAediapun ay3 18y} ‘MatAJ [BUU
Y1 JO 351Nn03 3y} Ut padojAIP UOITBLLIOSUI 3Y) jie Bulybram J31Je 'papn|auod 3a1WW0Y) PNy Y|

‘wesboud 218G31 PIEAIPI A3 03 3jqedtdde asoyl 0) JejiWis 34e 1Byl SeinULI0) JUsWARd IZI[N YaIYM
'32IA13S Y1BSH INQN Y} PUB SAEYY SUBIIIA JO Juawedaq 3y} Se yans ‘sapuabe (eluawule
-A06 15430 01 BUIMO SJUNOWE pue SjuawAedapun pIEdIPaY Y10q 51031424 Jusunsnipe jenidde ayy

o1d 1539
pue dud Jaunidejnuew 302I3AL JO UOIRIND(RD 3Y) Ul SIOLII [BLIIIBWIWI U[BLAD JO UOITIL0I3Y) o

pue ‘3dud 121n19e4nuet sbe1aae JO SUONE|NI|ED ISBd N0 S1I3J4E 1BY) SI9WO)
-SND 123JIpUI PUE 19311P 4NO JO 3PEJ] JO S5ED 3Y3 03 103053 Y1Im LOHBWIOJUI PAIAWOd AU

'SME| 91Eq31 PIEJIPIIA JO SeIse snonbiquue 's393dSa UIe3D ui ‘pue x3|dwiod JO suolel
-di
13pUN 3NP SJUNCWE DUIUILIIIAP Ul PISN PUE JUWUISA0E 343 01 panIodal 31e YdIyM JO Y1og)
231id 1539 pue 3311d 131njaegnuew abesaae bunendied 10) $31HOJOPOYISW INO 0] SUOHEILIPOW o

63} ul sabueyd 03 asuodsas ut (swesboud Buidud |eIUIWUIAA0D 13YI0 pue PIEdIPIN

0] $3)e(21 JUaWIsNipe [enidde s bury sainyels djqedldde y) 1apun Abojopoyisw paqrasaid
3Y1 10 5103dse fjg pamo|jo4 Jou aney swielbod buidud [eJuauIaA0b J3Y10 pue pIedIPIN 03 pPaiejal
SUOITRIND[ED INO 1BY} PIUILLIRIIP INIWWIOY UPNY 3YT MIIAIL [BUISIUE YT YIIM UCIIIIUUOD U]

'SJUIWDIB]S [BIDUBLES PAIEPIOSUGD PIYIPNE INO 0) £7 310N
335 ‘siseq Aialienb e uo ZOOgZ pue LOOZ Ut S10443 [BLAIBWWII 3Y1 JO 10edil 3Y) UO UOITEWIOLUL JO4

00 £6°0 LSy 9¢6°£1T 6Lz 997'99¢ 86, 88v'S8 00z
200 670 bhs'e 605%9 vbL'G 87L 8L £/8's 694845 0007
00 Y0 676'C ££6'66 89¢'9 $68'607 8+'9 <1808y 6661
10°0% 6£°0% 8LS L /8v'6L $ 09t'% LLL'SOLS 09+'7% ¥65°192¢ 8661
SI0MT jeudeww}  (p3IN|IQ) 218ys $10143 jerssieww| EITHNREIN] S10417 [BRleWw]  wodu bunessdg S1044T [RLIJEW W s3es 13N

10 12edwy UOWUWOY) 494 dWOIU| 40 10edw) 40 12edw)

Jo 1deduwy

(exep 24eys J3d 100X 'SPUBSNOY] UI) MO[IG YLIO) 335 SI SIEDA 350U} JO§ 24RYS UOWIWIOD 13d JWI0dU! PI]N|IP PUB SWOUI Jau ‘WodUl Bunesado 's3)es 19U U0 |OOZ O 8661 W04y SIedA

Y} JO YDB3 Ul 10413 [EURIEWWI 353Y] J0 10edwl 3y “100Z Ut SiudwAediapun 0} sajeja u

1w €4 pue o0z Ut Siuawhediapun 0) SNEJRL UCHIW 6'G$ 6661 Ul StudwAediapun 0} sajejas uol|iw 5°9% ‘8661

ut StuawAedapun 03 SA1e}R1 UolIW §7$ AjRlewixoidde ‘Ul 1'ZZ$ JO {B101 SIY1 JO "LOOT O3 8661 BULIND P3.NDI0 Jey) $I01i3 [BUIIWILII JO SUONIILIO SI3Ja1 UOI|IW LCZ$ Buiurewas 3y "7Z00z 40 331
-enb (100} 34] Ul PAPI0IAI PUB ZOOZ OF PIIE[RI SIOALS [BLSIBLUW JO SUONIILIOD S1II|Ja4 UOI||IW +Z L Ajdrewixosdde pue ‘200z Ul 3pew saidipund Bununodde pardadae Ajjesauab Japun sajewnsa buijunodde
ut sabueyd 51031491 voiw 0'zL$ ARtewixoidde ‘swiesbosd Budld |eIUIWLIAA0E 1340 puE PIEJIPIIN JIPUN INP STUNOWE JO syuawAediapun payewIsa 1oy [BNIIIE Y3 03 Judwisnipe ajebaibbe auy Jo

(panunuod) sisAjeuy pue uoissndsig s, uswabeuepy




22

Management's Discussion and Analysis {continued)

We have undertaken a substantial process to enhance our compliance with Medicaid and other gov-
ernmental pricing program requirements. In November 2000, we began the process of implement-
ing a new information technology system which has recently started to become operational. As part
of this effort, we have engaged outside consultants to ensure that the new information technol-
ogy system collects and processes the data that we previously lacked for calculating average
manufacturer price. Although the new information technology system is intended to significantly
enhance the accuracy of our calculations for estimating amounts due under Medicaid and other
governmental pricing programs, our processes for these calculations will continue to involve con-
siderable manual input, and, as a result, these calculations will remain subject to the risk of errors
arising from manual processes. We expect to further automate our processes for these calculations
and expect to achieve a high level of automation in such processes by mid-2004. In addition, we
have hired a senior director knowledgeable with respect to Medicaid and other governmental pric-
ing programs, and are continuing to search for and hire qualified personnel. We have engaged out-
side consultants to assist us in our compliance efforts while we are in the process of further
expanding our internal compliance staff. We are committed to further enhancements and continue
to identify and implement actions that improve our compliance with Medicaid and other govern-
mental pricing programs.

Additional Charge Relating to Lorabid® As previously disclosed, during the fourth quarter of 2002,
we decided fo divest our rights to Lorabid® As a result of a continuing decline of Lorabid® prescrip-
tions and our ina

ity, to date, to divest our rights to Lorabid® subsequent to the release of the
unaudited consolidated financial statements for the year ended December 31, 2002, we determined
that we will not be able to sell all the Lorabid® we are required to purchase under our supply agree-
ment with Eli Lilly. Accordingly, because of these further declines in Lorabid® prescription trends,
and because we had not finalized our consolidated financial statements for the year ended Decem-
ber 31, 2002, we have revised our unaudited consolidated financial statements for the year ended
December 31, 2002 to record in the fourth quarter of 2002 a $49.9 million charge refated to the lia-
bility associated with the amount of the purchase commitments in excess of expected demand.

Due to the further decline in our revenue projections for Lorabid® as of July 2003, we were also
required to reassess the fair value of the Lorabid® intangible assets. Previously, in the unaudited
consolidated financial statements for the year ended December 31, 2002, we reported that during
the fourth quarter of 2002 we had recorded an intangible asset impairment charge of $51.2 mil-
lion and an additional intangible asset impairment charge of $25.7 million. Based on our recent
reassessment, and as a result of recording the $49.9 miltion charge for Lorabid® purchase commit-
ments in excess of expected demand, we determined that the intangible asset impairment charge

should be decreased from the aggregate of $76.8 million, previously presented in the unaudited
consolidated financial statements for the year ended December 31, 2002, to $66.8 million. We
determined the fair value of the Lorabid® intangible asset based on the net present value of future
estimated Lorabid® cash flows.

The overall adjustment to the Lorabid® charge presented in the unaudited consolidated financial
statements for the year ended December 31, 2002 is a net additional charge of $39.8 million.

King Benevolent Fund Transaction On December 26, 2002, we sold $4,587,571 (net of a 2%
prompt pay discount) of Cortisporin® Silvadene® and Tigan® to a third-party wholesaler, which in turn
resold those products to the King Benevolent Fund in January 2003 for $4,634,405. As of July 15,
2003, the Benevolent Fund had yet to distribute 77% of the Cortisporin® 53% of the Silvadene® and
11% of the Tigan® purchased in January 2003. The expiration dates for the products still
in inventory are July 31, 2004 (or later) for the Cortisporin® November 30, 2004 (or later) for the
Silvadene® and May 31, 2004 for the Tigan® In light of the facts that a significant percentage of the
products had not yet been distributed by the Benevolent Fund after more than six months and that
the Benevolent Fund might be deemed to have been a "related party” for accounting purposes at
the time of our sale, we have revised our previously released unaudited consolidated financial state-
ments for the year ended December 31, 2002 to defer recognition of the revenue from this sale to
the third-party wholesaler and to treat this sale in a manner analogous to the consignment method.
As of the date of shipment of the purchased products to the third-party wholesaler, we have
recorded deferred revenue in the amount of $4,701,195 and classified the purchased products as if
they were consignment inventory at our cost of such inventory. We will recognize the deferred rev-
enue as the purchased products are distributed by the Benevolent Fund, which has agreed to pro-
vide us with the requisite information relating to the timing and amount of such distributions. The
deferral of recognition of $4,701,195 of revenue reduced by $4,131,092, $2,548,884 and $0.01 our
previously reported unaudited 2002 operating income, net income and diluted income per common
share, respectively. Based on the information provided to us by the Benevolent Fund with respect
to its charitable distributions, we expect to recognize in the first and second quarters of 2003
$324,639 and $923,914, respectively, of the deferred revenue.

After weighing all the information developed in the course of the internal review, our Audit Com-
mittee concluded that this transaction did not arise from an effort to mislead investors by manip-
ulating reported financial results, and that consummation of the sale had been in the best interests
of King. In connection with this conclusion, the Audit Committee also determined that it would
be desirable for King to provide detailed disclosure of the nature and extent of our relationship
with the Benevolent Fund and this transaction beyond that required by applicable rules. Please see
Note 2(b), "King Benevolent Fund Transaction,” and Note 18, "Related Party Transactions,” in our

o

“Notes to Consolidated Financial Statements” included in this report.
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Management's Discussion and Analysis (continued)

Prior to the closing of this transaction, we had received a letter on March 13, 2003 from the FTC
stating that it was conducting an investigation to determine whether any person has engaged in
unfair methods of competition with respect to Elan’s product Skelaxin® The focus of this investiga-
tion was Elan's listing in the FDA's Orange Book of at least one patent claiming a method of using
metaxalone, and other actions with regard to FDA regulatory processes. As a result of this new
information, we commenced an investigation and asked Elan to provide additional information. On
March 17, 2003, Elan filed a lawsuit in the Supreme Court of the State of New York seeking to com-
pel us to close the transaction. On May 8, 2003, the FTC advised Elan that it was discontinuing a
portion of its investigation with respect to this method of use patent. On May 20, 2003, we reached
an agreement with Elan that restructured the terms of the transaction as described above, and, as
a result, the litigation has since been dismissed.

Eon Labs and CorePharma have each filed an ANDA with the FDA pertaining to metaxalone, the
active ingredient in Skelaxin® to which we acquired certain rights from Elan on June 12, 2003. The
allegations in Eon Labs' and CorePharma's notice relate to a patent covering a method of using
metaxalone, which does not expire until December 2021. We intend to vigorousty enforce our rights
under this patent.

Meridian Medical Technologies, Inc. On January 8, 2003, we completed our acquisition of Meridian,
for a cash price totaling $246.8 million. Meridian pioneered the development, and is a leading man-
ufacturer, of auto-injectors for the self-administration of injectable drugs. An auto-injector is a pre-

ed, pen-like device that allows a patient or caregiver to automatically inject a precise drug dosage
quickly, easily, safely, and reliably. This acquisition provides us with additional lines of growing
exclusive pharmaceutical products, auto-injector technology, and enhanced pipeline opportunities.
Meridian had net sales of $82.4 million for its fiscal year ended July 31, 2002.

Meridian's growing commercial pharmaceutical business primarily consists of EpiPen? an auto-
injector filled with epinephrine for the emergency treatment of anaphylaxis resulting from severe
or allergic reactions to insect stings or bites, foods, drugs, and other allergens, as well as idiopathic
or exercise induced anaphylaxis. Dey, LP. markets EpiPen® pursuant to a supply agreement that
expires December 31, 2010. Under the terms of the supply agreement, we grant Dey the exclusive
right and license to market, distribute, and sell EpiPen® worldwide.

Meridian also has growing fines of pharmaceutical products that are presently sold primarily to the
U.S. Department of Defense under an Industrial Base Maintenance Contract. These products include
AtroPen? an atropine filled auto-injector, and ComboPen® a pratidoxime filled auto-injector, both
used as nerve gas antidotes, a diazepam-filled auto-injector for treatment of seizures; and a mor-
phine filled auto-injector for pain management. Additionally, Meridian is completing the develop-
ment of a dual-chambered auto-injector and injection process, with patent protection to 2010,
which should provide an improved, more efficient means of delivering nerve gas antidotes.

Intal? Tilade® and Synercid® On December 30, 2002, we acquired the rights to three branded pre-
scription pharmaceutical products from Aventis. The products include the rights in the United States,
Puerto Rico and Canada to Intal® and Tilade® and worldwide rights, excluding Japan, to Synercid®
Total upfront cash consideration paid by King for the three branded pharmaceutical products totaled
$197.5 million.

Intal® and Tilade® are non-steroidal anti-inflammatory agents for the treatment of asthma. The differ-
entiating attributes of Intal® and Tilade® include their unique mechanism of action and excellent
safety profiles, the latter of which is extremely important for pediatric patients and in other patient
subpopulations for whom safety is a particular concern. A new Intal® inhaler formulation utilizing
HFA, an environmentally friendly propellant, is currently under review by the FDA. The HFA formu-
lation of Intal®is patented in the United States until September 2017. Tilade® has a composition-
of-matter patent in the United States until October 2006. We believe our acquisition of Intal® and
Tilade® provides us with access to the respiratory pharmaceutical market, which is currently expe-

riencing significant growth and is the fourth largest therapeutic market in the world.

Synercid® is an injectable antibiotic indicated for treatment of vancomycin-resistant enterococcus
faecium and treatment of some complicated skin and skin structure infections. Synercid® which
is primarily administered in hospitals, has a formulation patent in the United States until Novem-
ber 2017. As additional consideration to Aventis for Synercid® King has agreed to potential mile-
stone payments totaling $75.1 million. King will potentially pay Aventis milestone payments
totating $50.1 million over the next three years, payable in annual instaliments of $10.3 million,
$21.2 million, and $18.6 million beginning on December 31, 2003, which relate to the continued
recognition of Synercid® as an effective treatment for vancomycin-resistant enterococcus faecium.
The remaining $25.0 million milestone is payable to Aventis if Synercid® should receive FDA
approval to treat methiciltin resistant staphylococcus aureus, or King will pay Aventis a one-time
payment of $5.0 million the first time during any twelve-month period net sales of Synercid® exceed
$60.0 million, and a one-time payment of $20.0 million the first time during any twelve-month
period net sales of Synercid® exceed $75.0 million.

AtroPen® On June 19, 2003, we received FDA approval of our SNDA covering pediatric and adult
formulations of our nerve gas antidote AtroPen® Our receipt of this approval is significant in that
this is the first time that pediatric formulations of this important homeland security product have
been approved for use in the United States. AtroPen® utilizes the auto-injector technology we
acquired in our January 2003 acquisition of Meridian. We do not anticipate being able to distribute
pediatric formulations of this product before the first quarter of 2004.
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Management's Discussion and Analysis (continued)

Altace® Patent Challenge Cobalt Pharmaceuticals, a generic drug manufacturer located in Missis-
sauga, Ontario, Canada, has filed an ANDA with the FDA seeking permission to market a generic ver-
sion of Altace® prior to the expiration of U.S. Patent No. 5,061,722, the '722 patent, a "composition
of matter patent” relating to Altace® which is listed in the FDA's Orange Book. We also recently listed
U.S. Patent No. 5,403,856, the ‘856 patent, a “method of use patent” relating to Altace® in the FDA's
Orange Book. The '722 patent does not expire until October 2008 and the '856 patent does not
expire until 2012. Under the federal Hatch-Waxman Act of 1984, Cobalt has filed an ANDA alleg-
ing that the '722 patent is invalid. This allegation is commonly known as a "Paragraph IV certifica-
tion.” Under the terms of the Hatch-Waxman legislation, any generic manufacturer may file an
ANDA with a Paragraph IV certification after the pioneer company, or its successor in interest, has
marketed the product for four years. Regulations do not require Cobalt to certify against the ‘856
patent. We are privy to the conclusions of well-qualified patent counsel who have concluded that
the '722 patent should prove clearly enforceable. Based on this opinion and other opinions, we have
a high degree of confidence that the composition of matter patent should be enforceable, and we
intend to vigorously enforce the patent against this challenge. We have filed suit to enforce our
rights to the patent. Moreover, we have recently amended our complaint, without opposition, to
include an allegation of infringement of the '856 patent by Cobalt. If these patents are successfully
challenged, Cobalt may market a generic equivalent of Altace® prior to October 2008 but not before
January 2005, the expiration date of U.S. Patent No. 4,587,258, the '258 patent, which is another
composition of matter patent that relates to and is listed in the FDA's Orange Book for Altace® and
which has not been challenged by Cobalt. The filing of our suit provides us an automatic stay of
FDA approval of the ANDA for 30 months. However, should the court grant Cobalt summary judg-
ment on the '722 patent, we would not receive the benefit of the automatic stay.

Levoxyl® Patent Challenge Mylan Pharmaceuticals, a generic drug manufacturer, filed an ANDA
with the FDA seeking permission to market a generic version of Levoxyl® prior to the expiration of
our '581 patent which was issued to us on April 29, 2003. We received notice of the Paragraph IV
certification on April 30, 2003 and have subsequently filed suit to enforce our rights under the '581
patent being challenged. Additionally, on June 24, 2003, we received a notice of Paragraph IV cer-
tification related to the '681 patent from KV Pharmaceuticals. We intend to enforce our rights under
the ‘581 patent to the fullest extent of the law.

Prefest® On May 29, 2002, we acquired from Ortho-McNeil Pharmaceutical, Inc., a Johnson & Johnson
subsidiary, all the rights to Prefest® tablets in the United States, its territories and possessions, and
the Commonwealth of Puerto Rico, including the related NDA, Investigational NDA , copyrights and
patents or licenses to these patents for which we paid $108.0 million at closing. During February
2003, we paid Ortho-McNeil an additional $7.0 million upon receipt of the FDA's approval to
rename the product "Prefest’ which was formerly named "Ortho-Prefest” This product, a single
tablet combination hormone replacement therapy with an intermittent progestin administration,
together with a continuous administration of estrogen, has a preparation patent listed in the FDA's
Orange Book that expires in January 2012, as well as a second Orange Book listed patent that
expires in April 2009. The progestin in Prefest® tablets represents the lowest dose of progestin in
any of these products. This characteristic, combined with the product's lipid and triglyceride level
profile, differentiates Prefest® tablets from competing therapies.

Women's Health Initiative Clinical Trial An ongoing clinical trial, the Women'’s Health Initiative,
is being conducted by the National Institutes of Health. Data from that trial released in July 2002
indicated that an increase in certain health risks may resuit from the long-term use of a competi-
tor's combination hormone replacement therapy for women. News of this data and the perception
it has created have negatively affected the entire combination hormone replacement therapy
and the oral estrogen replacement therapy, which include our products Prefest® Delestrogen® and
Menest® and may affect our future marketing efforts for Estrasorb™

The following summarizes net revenues by operating segment (in thousands):

For the years ended December 31, 2000 2001 2002
Branded pharmaceuticals’ $529,053 $793,543  $1,032,831
Rovyalties 41,473 46,774 58,375
Contract manufacturing 42,755 29,680 35,936
Other 6,962 2,265 1,193

Total $620,243 $872,262  $1,128,335

' Branded pharmaceuticals segment net revenues for 2002 reflect (a) a $22,113 charge for corrections of immaterial
errors related to underpayments of amounts due under Medicaid and other governmental pricing programs for the
years 1998 to 2001, {b) a $12,399 charge for corrections of immaterial errors related to underpayments of amounts
due under Medicaid and other governmental pricing programs related to 2002 and recorded in the fourth quarter of
2002, and (c) an $11,970 charge arising from changes in accounting estimates related to Medicaid and other govern-
mental pricing programs. For additional information, see the "Management's Discussion and Analysis of Financial Con-
dition and Results of Operations” section under the heading “Recent Developments” and Note 2 to our audited
consolidated financial statements.
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Management's Discussion and Analysis (continued)

Cost of revenues from branded pharmaceutical products increased $100.3 million, or 72.1%, to
$239.5 million in 2002 from $139.2 million in 2001. This increase was primarily due to an increase
in special items affecting cost of revenues in 2002 as described above, as well as increases in cost of
revenues due to increased unit sales of our branded pharmaceutical products, especially the Altace®
Levoxyl® and Thrombin-JMI® product lines. We expect an increase in cost of revenues related to
branded pharmaceutical products due to our anticipated growth in sales from branded pharmaceu-
tical products; the Intal? Tilade? and Synercid® product acquisition on December 30, 2002; the acqui-
sition of Meridian on January 8, 2003; and the acquisition of Sonata® and Skelaxin® on June 12, 2003.

Cost of revenues from royalties increased $2.2 million, or 26.5%, to $10.5 million in 2002 from
$8.3 million in 2001. The increase is primarily due to our increased royalty expense that is directly
related to the increase in royalty revenue attributable to Adenocard® and Adenoscan®

Cost of revenues associated with contract manufacturing increased $6.8 million, or18.4%, to
$43.7 mitlion in 2002 from $36.9 million in 2001 due primarily to an increase in contract manu-
facturing unit sales.

Cost of revenues from generic and other products decreased $0.8 million, or 38.1%, to $1.3 million
in 2002 from $2.1 million in 2001 primarily due to decreased sales of a private-label generic prod-
uct line to another pharmaceutical company.

As a percentage of revenues, cost of revenues increased to 26.1% in 2002 from 21.4% in 2001 due
to the increase in special items as described above, partially offset by an increase in sales of higher
margin products. We anticipate cost of revenues as a percentage of revenues may increase slightly
during 2003 due primarily to our acquisition of Meridian in January 2003.

Total selling, general and administrative expenses increased $126.0 million, or 52.3%, to $366.9 mil-
tion in 2002 from $240.9 million in 2001. As a percentage of total revenues, selling, general and
administrative expenses increased to 32.5% in 2002 from 27.6% in 2001. These increases were
primarily attributable to fees and expenses associated with the promotion of Altace® under the
Co-Promotion Agreement with Wyeth. We believe that selling, general, and administrative expenses
will continue to grow due to increased fees and expenses associated with the promotion of Altace®
under the Co-Promotion Agreement with Wyeth based on the anticipated continued growth in net
sales of Altace®; increased expenses associated with the expansion of our sales force to approxi-
mately 1,200 individuals in 2003 from 715 individuals in 2002; our acquisition of Meridian on
January 8, 2003; and increased marketing expenses due to our acquisition of Meridian's products;
n of Intal? Tilade® and Synercid® on December 30, 2002; and our acquisition of Sonata®
and Skelaxin® on June 12, 2003.

our acql

Depreciation and amortization expense increased $11.3 million, or 23.5%, to $59.3 million in 2002
from $48.0 million in 2001. This increase was primarily attributable to capital expenditures in 2001
ons of Corzide®
Delestrogen® and Florinef® and a license to Corgard® from Bristol-Myers Squibb in August 2001, and

and 2002, a full year of amortization of the intangible assets related to the acqui

the acquisition of Prefest® from Ortho-McNeil on May 29, 2002. As a percentage of total revenues,
depreciation and amortization expenses decreased modestly to 5.3% in 2002 compared to 5.5%
in 2001.

Research and development expenses increased $13.7 million to $40.2 million in 2002 from
$26.5 million in 2001. The increase is primarily due to a special item resulting in a charge of
$12.0 million for in-process research and development related to the acquisition of Intal® on
December 30, 2002. We continue to increase our commitment to research and development. There-
fore, we anticipate that research and development expense will increase to a range of $45 million
to $55 mitlion during 2003, excluding special items such as the write-off of the value of in-process
research and development associated with our acquisitions. We expect to incur a charge for in-
process research and development during the second quarter of 2003 in connection with the acqui-
sition of the Elan primary care business unit.

In addition to the special items related to inventory and research and development described above,
King incurred other special items affecting operating costs and expenses resulting in a net charge
totaling $72.7 million during 2002 compared to a net charge totaling $4.1 million during the same
period of the prior year. These other special items included the following:

© During the year ended December 31, 2002, we incurred an intangible asset impairment charge
of $66.8 million related to our decision to divest Lorabid® reflecting management's cash flow
expectations as of July 2003.

® During the year ended December 31, 2002, we incurred merger, restructuring and executive
retirement charges of $5.9 million primarily resulting from the consolidation of our interna-
tional division into our operations in Bristol, Tennessee, and the retirement of two executives.

©  During the year ended December 31, 2001, we incurred merger, restructuring and other charges
of $4.1 million resulting from the further integration of Jones Pharma Incorporated.

Operating Income Operating income decreased $72.1 million, or 19.7%, to $294.2 million in 2002
from $366.3 million in 2001. As a percentage of net revenues, operating income decreased to 26.1%
in 2002 from 42.0% in 2001 due primarily to an increase in the net charge related to special items
during 2002 and the reduction in total revenue during 2002 due to (a} a $22.1 million charge for
corrections of immaterial errors related to underpayments of amounts due under Medicaid and
other governmentat pricing programs for the years 1998 to 2001, (b) a $12.4 million charge for cor-
rections of immaterial errors related to underpayments of amounts due under Medicaid and other
governmental pricing programs related to 2002 and recorded in the fourth quarter of 2002, and () a
$12.0 million charge arising from changes made in 2002 in accounting estimates for the years 1998
to 2002 related to Medicaid and other governmental pricing programs. Operating income for 2001
has not been reduced to reflect the estimated underpayments of amounts due under Medicaid and
other governmental pricing programs for that year as the underpayments were immaterial. While
we believe operating income in 2003 will grow due to increased net sales from our branded phar-
maceutical segment, we refer you to the “Risk Factors” section in this report where we describe
events that could cause results to materially differ.
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Management's Discussion and Analysis (continued)

o During the third quarter of 2001, we incurred a charge in the amount of $2.1 million related to
the write-off of obsolete Levoxyl® inventory. The FDA approved the NDA for a new formulation
of Levoxyl® on May 25, 2001. Pursuant to FDA guidance, we have distributed only the FDA
approved new formulation of Levoxy!® after August 14, 2001.

@ During the third quarter of 2000, we incurred a charge in the amount of $28.7 million related
to the write-off of inventory in association with our decision to discontinue Fluogen® an
influenza virus vaccine.

Cost of revenues from branded pharmaceutical products increased $15.5 million, or 12.5%, to
$139.2 million in 2001 from $123.7 million in 2000. This increase was primarily due to increases in
cost of revenues from Altace® Levoxyl® and Thrombin-IJMI® product lines partially offset by a
decrease in special inventory items from 2000 to 2001 described above.

Cost of revenues from royatties increased $1.3 mitfion, or 18.6%, to $8.3 milfion in 2001 from $7.0 mil-
lion in 2000. The increase in cost of revenues from royalties is due to the increase in royalty revenue.

Cost of revenues associated with contract manufacturing remained generally consistent at $36.9 mil-
lion in 2001 compared to $36.4 million in 2000.

Cost of revenues from generic and other products decreased $2.1 million, or 50.0%, to $2.1 million
in 2001 from $4.2 million in 2000 primarily due to decreased sales of a private-label generic prod-
uct line to another pharmaceutical company.

As a percentage of revenues, cost of revenues decreased to 21.4% in 2001 from 27.6% in 2000 due
to an increase in sales of higher margin products and lower net charges due primarily to the write-
off of product inventory in 2001 compared to 2000.

Selling, general and administrative expenses increased $108.0 million, or 81.3%, to $240.9 million in
2001 from $132.9 million in 2000. As a percentage of total revenues, selling, general and adminis-
trative expenses increased to 27.8% in 2001 from 21.49% in 2000. This increase was primarily attrib-
utable to fees and expenses associated with the promotion of Altace® under the Co-Promotion
Agreement with Wyeth and the growth of our dedicated national field sales force from approxi-
mately 520 to 715 representatives during 2001.

Depreciation and amortization expense increased $6.1 million, or 14.6%, to $48.0 million in 2001
from $41.9 million in 2000. This increase was primarily attributable to the amortization of the intan-
gible assets related to the acquisitions of Nordette® and Bicillin® from Wyeth in July 2000, and the
acquisition of Corzide? Delestrogen® and Florinef® and a license to Corgard® from Bristol-Myers
Squibb in August 2001.

Research and development expenses increased $1.7 million to $26.5 million in 2001 from $24.8 mil-
tion in 2000. Research and development includes special items of $3.0 milfion in 2001 and $6.6 mil-
fion in 2000. During 2001, we paid $3.0 million to Novavax for the license rights to promote, market
and distribute Estrasorb™ and Androsorb™ in several countries. During 2000, we incurred costs of
$6.1 million relating to the discontinuance of the development of Pallacor™

In addition to the special items related to the write-off of inventory described above, King incurred
the following additional special items:

® During the year ended December 31, 2001, we incurred merger and restructuring charges of
$4.1 million resulting from the further integration of Jones.

e During the year ended December 31, 2000, we incurred merger, restructuring, and other non-
recurring charges of $56.1 million relating to the tax-free pooling of interests transactions with
King Pharmaceuticals Research and Development in February 2000 and Janes in August 2000.
In addition, we incurred nonrecurring charges of $8.6 million relating to our decision to
discontinue Fluogen®and $6.1 million relating to our decision to discontinue the development
of Pallacor™

Operating Income Operating income increased $181.6 million, or 98.3%, to $366.3 million in 2001
from $184.7 million in 2000. This increase was primarily due to decreases in net charges resulting
from the special items described above and increased revenues from Altace® and Levoxyl® plus the
acquisition of Nordette® and Bicillin® from Wyeth in july 2000, and the acquisition of Corzide®
Delestrogen® and Florinef® and a license to Corgard® from Bristol-Myers Squibb in August 2001. As
a percentage of net revenues, operating income increased to 42.0% in 2001 from 29.8% in 2000
due to a reduction in the amount of special charges.

Other Income (Expense) Interest income decreased $0.9 mitlion, or 7.6%, to $11.0 million in 2001
from $11.9 million in 2000. This decrease was primarily due to lower average investments and
reduced rates of return on investments in 2001.

Interest expense decreased $24.3 million, or 65.7%, to $12.7 million in 2001 from $37.0 million in
2000, due to a significant reduction in average borrowings outstanding.

Other income increased $3.0 million, or 90.9%, to $6.3 million in 2001 from $3.3 million in 2000.
During 2001, other income related primarily to unrealized gains on our Novavax convertible notes.
During 2000, other income was due primarily to the gain realized on an interest rate swap.

Income Tax Expense The effective tax rate in 2001 of 37.29% and 2000 of 46.8% was higher than
the federal statutory rate of 35.0% primarily due to permanent differences related to certain
nondeductible merger related costs in 2000 as well as state income taxes in both 2001 and 2000.

Income before Extraordinary Items and Cumulative Effect of Change in Accounting Principle
Due to the factors set forth above, income before extraordinary items and the cumulative effect of
change in accounting principle increased $146.3 million, or 168.9%, to $232.9 million in 2001 from
$86.6 million in 2000.
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Management's Discussion and Analysis (continued)

will pay Aventis a one-time payment of $5.0 million the first time during any twelve-month period
net sales of Synercid® exceed $60.0 million, and a one-time payment of $20.0 million the first time
during any twelve-month period net sales of Synercid® exceed $75.0 million. During 2002, we wrote
off $12.0 million of in-process research and development related to our acquisition of intal®

On January 8, 2003, we completed our acquisition of Meridian. We paid $44.50 per common share
to Meridian shareholders, totaling approximately $246.8 million. We financed the acquisition using
our available cash.

On June 12, 2003, we acquired the primary care business of £lan and of some of its subsidiaries in
the United States and Puerto Rico, which includes the rights to two branded prescription pharma-
ceutical products, including the rights to potential new formulations, of Sonata® and Skelaxin®
together with Elan's United States primary care field sales force. Product rights subject to the agree-
ment include those related to Sonata® a nonbenzodiazepine treatment for insomnia, and Skelaxin?
a muscle relaxant, in the United States, its territories and possessions, and Puerto Rico. Under the
terms of the agreement, Elan’s sale of Skelaxin® included related NDAs, copyrights, patents and U.S.
rights to potential new formulations of Skelaxin® Elan's sale of Sonata® included its rights to the
product, as well as certain related copyrights. We also acquired certain intellectual property, requ-
latory, and other assets relating to Sonata® directly from Wyeth. Under the terms of the agreement,
we secured an exclusive license to the intellectual property rights, in this territory, of both Wyeth
and Elan to the extent they relate to new formulations of Sonata® other than for use in animals. We
paid approximately $750.0 million at closing. The $750.0 million purchase price included the trans-
fer of inventory with a value of approximately $40.0 million. We also

o will pay royalties on the current formulation of Skelaxin® from the date of closing and up to
$71.0 million if Elan achieves specific milestones in connection with the development of new
formulations of Sonata®;

o have a potential milestone payment of $15.0 million if annual net sales of a reformulation of
Sonata® exceed $100.0 million;

e potentially will pay an additional $25.0 million milestone payment to Etan relating to the ongo-
ing exclusivity of Skelaxin® on January 2, 2004.

Prior to the closing of this transaction, we had received a letter on March 13, 2003 from the FIC
stating that it was conducting an investigation to determine whether any person has engaged in
unfair methods of competition with respect to Elan's product Skelaxin® The focus of this investiga-
tion was Elan’s listing in the FDA's Orange Book of at least one patent purportedly claiming a
method of using metaxalone, and other actions with regard to FDA regulatory processes. As a result
of this new information, we commenced an investigation and asked Elan to provide additional
information. On March 17, 2003, Elan filed a lawsuit in the Supreme Court of the State of New York
seeking to compel us to close the transaction. On May 8, 2003, the FIC advised Elan that it was

discontinuing a portion of its investigation with respect to this method of use patent. On May 20,
2003, we reached an agreement with Elan that restructured the terms of the transaction as
described above, and, as a result, the litigation has since been dismissed.

On March 10, 2003, we received a subpoena duces tecum from the SEC with respect to an SEC
investigation of King. The subpoena requested the production of documents focusing on the years
1999 and 2000 and included all documents related to sales of our products to VitaRx and Prison
Health Services during 1999 and 2000, our "best price” lists, all documents related to the pricing of
our pharmaceutical products provided to any governmental Medicaid agency during 1999, the
accrual and payment of rebates on Altace® from 2000 to the present, and other general requests.
On May 14, 2003, the SEC issued another subpoena duces tecum, requesting additional documents
pertaining to the products Fluogen® and Lorabid® the King Benevolent Fund, Inc,, our calculations
related to Medicaid rebates, and our Audit Committee's internal review of issues raised by the
SEC investigation. We have cooperated, and will continue to cooperate, in providing information
to the SEC.

In connection with our determination that we have underpaid amounts due under Medicaid and
other governmental pricing programs during the period from 1998 to 2002, we have contacted
the Centers for Medicare and Medicaid Services, the Office of Inspector General at the Department
of Health and Human Services, and the Department of Justice. We expect to engage in more
detatled discussions with these and other appropriate agencies in order to determine the precise
amount of the underpayments. We currently expect to make the requisite payments in the third
or fourth quarter of 2003. The SEC, the Centers for Medicare and Medicaid Services, the Office of
Inspector General, the Department of Justice and other governmental agencies that might be
investigating or might commence an investigation of the Company could impose, based on a claim
of a violation of fraud and false claims laws or otherwise, civil and/or criminal sanctions, includ-
ing fines, penalties and possible exclusion from federal health care programs (including Medicaid
and Medicare). Some of these taws may impose liability even in the absence of specific intent to
defraud. We cannot predict or reasonably estimate the likelihood or magnitude of any such sanc-
tions at this time. For additional information, please see the "Risk Factors” section under the head-
ing "If we fail to comply with our reporting and payment obligations under the Medicaid rebate
program or other governmental pricing programs, we could be subject to additional reimburse-
ments, penalties, sanctions and fines which could have a material adverse effect on our business”
and this "Management's Discussion and Analysis of Financial Condition and Results of Operations”
section under the heading "Recent Developments—SEC Investigation, Medicaid and Other Gov-
ernmental Program Accrual Adjustment, and Related Matters."

Subsequent to the announcement of the SEC investigation described above, beginning in March
2003, 22 purported class action complaints have been filed by holders of our securities against us,
our directors, former directors, executive officers and former executive officers in the United States
District Court for the Eastern District of Tennessee, alleging violations of the Securities Act of 1933
and/or the Securities Exchange Act of 1934. Plaintiffs allege that we, through some of our executive
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Management's Discussion and Analysis {continued)

Cash flows used in investing activities was $153.8 million primarily due to the purchase of intan-
gible assets, a Novavax convertible senior note, and loans made to a supplier of $207.0 million,
$20.0 million, and $15.4 million, respectively, $25.1 mitlion of capital expenditures, and $142.9 mil-
lion of investment security purchases offset by proceeds from the maturity and sale of investment
securities of $256.1 million.

Financing activities used $82.9 million of cash flow comprised principally of $159.0 million in pro-
ceeds from the revolving credit facility and $387.8 million in proceeds from the issuance of com-
mon shares and the exercise of stock options, offset by repayments of $204.0 million on the
revolving credit facility, $53.6 million on the senior subordinated notes, and $368.7 million on other
long-term debt.

Certain Indebtedness and Other Matters As of December 31, 2002, we had $346.4 million of long-
term debt {including current portion), up to $400.0 million available under our revolving credit facil-
ity, and $616.0 million available under our universal shelf registration.

On September 20, 2001, we registered a $1.3 billion universal shelf registration statement on Form
S-3 with the SEC. This universal shelf registration statement allows us to sell any combination of debt
and/or equity securities in one or more offerings up to a total of $1.3 billion. During November 2001,
we completed the sale of 17,992,000 newly issued shares of common stock for $38.00 per share
($36.67 per share net of commissions and expenses) resulting in net proceeds of $659.8 million.
At December 31, 2002, approximately $616.0 million remains available to us under the $1.3 billion
universal shelf registration statement. Additionally, during November 2001, we issued $345.0 mil-
lion of 2%% Convertible Debentures due November 15, 2021 in a private placement.

On April 23, 2002, we established a $400.0 million five-year senior secured revolving credit facility.
The fa
and all of our personal property and that of our significant subsidiaries. Our obligations under the

y has been collateralized in general by all real estate with a value of $5.0 million or more

senior secured revolving credit facility are unconditionally guaranteed on a senior basis by certain
of our subsidiaries. The senior secured revolving credit facility accrues interest at our option, at either
(a) the base rate (which is based on the prime rate or the federal funds rate plus one-half of 1%) plus
an applicable spread ranging from 0.0% to 0.75% (based on a leverage ratio) or (b) the applicable
LIBOR rate plus an applicable spread ranging from 1.0% to 1.75% (based on a leverage ratio). In addi-
tion, the lenders under the senior secured revolving credit facility are entitled to customary facility
fees based on (a) unused commitments under the facility and (b) letters of credit outstanding. We
incurred $4.9 million of deferred financing costs which are being amortized over five years, the life
of the revolving credit facility. This facility requires us to maintain a minimum net worth of no less

than $1.2 billion plus 50% of our consolidated net income for each fiscal quarter after April 23,
2002, excluding any fiscal quarter for which consolidated income is negative; an EBITDA to interest
expense ratio of no less than 3.00 to 1.00; and maintain a funded debt to EBITDA ratio of no greater
than 3.50 to 1.00 prior to April 24, 2004 and of no greater than 3.00 to 1.00 on or after April 24,
2004. As of December 31, 2002 and currently, we have complied with these covenants. Currently
$125.0 million is outstanding under the $400.0 million senior secured revolving credit facility, the
proceeds of which were used to fund a portion of the acquisition of Elan's primary care business
on June 12, 2003.

We have placed $46.5 million of our cash on hand in an interest-bearing escrow account. This amount,
which we accrued during the fourth quarter of 2002, represents our best estimate of the extent to
which we underpaid amounts due under Medicaid and other governmental pricing programs during
the period from 1998 to 2002. The accrual adjustment relates solely to the estimated underpayments
and excludes any interest, fines, penalties or other amounts that might be owed in connection with
the underpayments, as we cannot predict or reasonably estimate their likelihood or magnitude at this
time. We have contacted the Centers for Medicare and Medicaid Services, the Office of Inspector Gen-
eral at the Department of Health and Human Services, and the Department of Justice in connection
with the underpayments and expect to engage in more detailed discussions with these and other
appropriate agencies in order to determine the precise amount of the underpayments. We expect to
make the requisite payments in the third or fourth quarter of 2003.

Capital Expenditures Capital expenditures, including capital lease obligations, were $73.6 million
for the year ended December 31, 2002 and $40.2 million for the year ended December 31, 2001.
The principal capital expenditures included property and equipment purchases, new information
technolagy system implementation costs, and building improvements for facility upgrades and
increased capacity.

We anticipate capital expenditures, including capital lease obligations, for the year ending Decem-
ber 31, 2003 of approximately $60 million. The principal capital expenditures are anticipated to
incluge property and equipment purchases, new information technology system implementation
costs, building improvements for facility upgrades, cost associated with improving our production
capabilities, and costs associated with moving production of some of our pharmaceutical products
to our facilities in St. Louis, Missouri, and Rochester, Michigan.

Impact of Inflation We have experienced only moderate raw material and labor price increases in
recent years. While we have passed some price increases along to our customers, we have primarily
benefited from sales growth negating most inflationary pressures.
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Management's Discussion and Analysis (continued)

o

Intangible assets. When we purchase products we classify the purchase price, including
expenses and assumed liabilities, as intangible assets. The purchase price is allocated to prod-
uct rights, trademarks, patents and other intangibles using the assistance of valuation experts.
We estimate the useful lives of the assets by factoring in the characteristics of the products
such as: patent protection, competition by products prescribed for similar indications, estimated
future introductions of competing products, and other issues. The factors that drive the esti-
mate of the life of the asset are inherently uncertain.

Long-lived assets. We review our property and intangible assets for possible impairment when-
ever events or circumstances indicate that the carrying amount of an asset may not be recov-
erable. Assumptions and estimates used in the evaluation of impairment may affect the carrying
value of long-lived assets, which could result in impairment charges in future periods. Such
assumptions include projections of future cash flows and, in some cases, the current fair value
of the asset. In addition, our depreciation and amortization policies reflect judgments on the
estimated useful lives of assets.

Accruals for rebates, returns, and chargebacks. We establish accruals for rebates, returns, and
chargebacks in the same period we recognize the related sales. The accruals reduce revenues and
are included in accrued expenses. Accrued rebates include amounts due under Medicaid, man-
aged care rebates and other commercial contractual rebates. We estimate accrued rebates based
on a percentage of selling price determined from historical experience. With respect to accruals
for estimated Medicaid rebates, we evaluate our historical rebate payments by product as a per-
centage of historical sales, product pricing and current contracts. At the time of rebate payment,
which generally occurs with a delay after the related sale, we record a reduction to accrued
expenses and, at the end of each quarter, adjust accrued expenses for any differences between
estimated and actual payments. Due to estimates and assumptions inherent in determining the
amount of the rebates, rebate payments remain subject to retroactive adjustment. Returns are
accrued based on historical experience. Chargebacks are based on the estimated days of
unprocessed claims using historical experience. In all cases, judgment is required in estimating
these reserves, and actual claims for rebates, returns and chargebacks could be different from
the estimates. Medicaid and certain other governmental pricing programs involve particularly
difficult interpretations of relevant statutes and regulatory guidance, which are complex and, in
certain respects, ambiguous. Moreover, prevailing interpretations of these statutes and guidance
can change over time.

o Revenue recognition. Revenue is recognized when title and risk of loss are transferred to cus-

tomers, collection of sales is reasonably assured and we have no further performance obliga-
tions. This is generally at the time products are received by the customer. Accruals for estimated
returns, rebates and chargebacks, determined based on historical experience, reduce revenues
at the time of sale and are included in accrued expenses. Medicaid and certain other govern-
mental pricing programs involve particularly difficult interpretations of relevant statutes and
requlatory guidance, which are complex and, in certain respects, ambiguous. Moreover, prevail-
ing interpretations of these statutes and guidance can change over time. Royalty revenue is rec-
ognized based on a percentage of sales (namely, contractually agreed-upon royalty rates)
reported by third parties. For the year ended December 31, 2002, we deferred recognition of rev-
enue associated with a purchase of our products by the King Benevolent Fund. We will recog-
nize the deferred revenue as the purchased products are distributed by the Benevolent Fund.
See Note 2 to our audited consolidated financial statements.

Novavax convertible senior notes. Qur Novavax 4% convertible senior notes are carried at
cost, with a valuation allowance which reduces the convertible senior notes to estimated fair
value. The estimated fair value was determined by the quoted market price of the underlying
securities at the end of the period. The amount of the valuation allowance will be adjusted in
future periods based on the value of the underlying collateral (Novavax common stock] as of
the last business day of each respective calendar quarter or until such time as the loan is no
longer considered to be impaired.

Co-Promotion Agreement with Wyeth. We have a Co-Promotion Agreement with Wyeth to
promote Altace® A $75.0 million upfront fee was paid to us by Wyeth and this fee is being amor-
tized on a straight line basis over the life of the agreement as a reduction of co-promotion mar-
keting expenses. Co-promation fees are paid to Wyeth based on a percentage of net sales of
Altace® We accrue co-promotion fees paid by us at the rate expected for the entire year. The rate
is adjusted during the year, if necessary, as it becomes clearer what the actual rate will be. Co-
promotion marketing expenses are marketing costs incurred by either us or Wyeth in accordance
with the Co-Promotion Agreement. Co-promotion marketing expenses are expensed ratably
throughout the year based on our expected portion of the total co-marketing expenses incurred
by both parties.
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CONSOLIDATED BALANCE SHEETS

As of December 31, 2001 2002

In thousands, except share data

ASSETS
Current assets:
Cash and cash equivalents $ 874,602 $ 588,225
Marketable securities 49,880 227,263
Accounts receivable, net of allowance for doubtful accounts of $6,047 and $7,513 161,864 159,987
Inventories 111,578 167,153
Deferred income taxes 31,556 106,168
Prepaid expenses and other current assets 8,079 12,906
Total current assets 1,237,559 1,261,702
Property, plant and equipment, net 164,116 217,114
Intangible assets, net 1,037,795 1,232,313
Other assets 67,141 39,531
Total assets $2,506,611 $2,750,660

LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:

Current portion of long term debt $ 1357 $ 1,300
Accounts payabte 22,870 49,889
Accrued expenses 119,498 297,528
Income taxes payable 7,718 21,247
Total current liab 151,443 369,964
Long-term debt 346,397 345,093
Deferred income taxes 37,021 33,5%
Other liabilities 63,466 70,824
Total liabilities 598,327 819,477
Commitments and contingencies (Note 16)
Shareholders' equity:
Preferred stock, 15,000,000 shares authorized, no shares issued or outstanding — —
Common stock, no par value, 300,000,000 shares authorized, 247,692,984 and 240,624,751 shares issued and outstanding 1,361,563 1,201,897
Retained earnings 546,721 729,241
38 Accumulated other comprehensive income — 45
Total shareholders' equity 1,908,284 1,931,183
Total liabilities and shareholders' equity $2,506,611 $2,750,660

The accompanying notes are an integral part of the consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS® EQUITY AND OTHER COMPREHENSIVE INCOME

Common Stock Retained Accumulated Other
For the years ended December 31, 2000, 2001 and 2002 Shares Amount Earnings  Comprehensive Income Total
In thousands, except share data
Balance, December 31, 1999 132,444,175 $ 228,211 $266,895 $(94) $ 495,012
Comprehensive income:
Net income . - - 64,509 - 64,509
Net unrealized gain on marketable securities, net of tax - — - 94 94
Total other comprehensive income 64,603
Three for two common stock split 23,992,412 - — — —
Stock option activity 3,846,764 81,128 — — 81,128
Cash dividend declared—Jones — — (2,619) — (2,619)
Issuance of common shares 10,557,827 349,609 — — 349,609
Balance, December 31, 2000 170,841,178 658,948 328,785 — 987,733
Comprehensive income:
Net income — — 217,936 — 217,936
Total other comprehensive income 217,936
Four for three common stock split 56,941,365 (418) — — (418)
Stock option activity 1,918,441 43,287 e — 43 287
Issuance of common shares 17,992,000 659,746 — — 659,746
Balance, December 31, 2001 247 692 984 1,361,563 546,721 — 1,908,284
Comprehensive income:
Net income — — 182,520 — 182,520
Net unrealized gain on marketable securities, net of tax — — — 45 45
Total other comprehensive income 182,565
Stock option activity 431,767 6,608 — — 6,608
Stock repurchases (7,500,000) (166,274) - e (166,274)
Balance, December 31, 2002 240,624,751 $1,201,897 $729,241 $ 45 $1,931,183

The accompanying notes are an integrat part of the consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

In thousands, except share data

NOTE 1. THE COMPANY

King Pharmaceuticals, Inc. ("King" or the "Company") is a vertically integrated pharmaceutical com-
pany that develops, manufactures, markets and sells branded prescription pharmaceutical products.
Through a national sales force and co-promotion arrangements, King markets its branded phar-
maceutical products to general/family practitioners, internal medicine physicians, cardiologists,
endocrinologists, obstetrician/gynecologists, and hospitals across the United States and in Puerto
Rico. The Company also provides contract manufacturing for a number of the world's leading phar-
maceutical and biotechnology companies. In addition, the Company receives royalties from the
rights of certain products (Adenocard® and Adenoscan®) previously sold.

These consolidated financial statements include the accounts of King and its wholly owned sub-
sidiaries Monarch Pharmaceuticals, Inc., Parkedale Pharmaceuticals, Inc., King Pharmaceuticals
Research and Development, Inc., Jones Pharma Incorporated, King Pharmaceuticals of Nevada, Inc,
and Monarch Pharmaceuticals lreland Limited. All intercompany transactions and balances have
been eliminated in consolidation.

NOTE 2. INTERNAL REVIEW AND FORM 8-K FILING

As discussed more fully below, the Audit Committee of the Company's Board of Directors {the "Audit
Committee"} conducted an assessment and internal review of the issues raised by the Securities and
Exchange Commission (the "SEC") investigation commenced in March 2003. On April 15, 2003, while
the internal review was in progress, the Company released unaudited consolidated financial state-
ments for the year ended December 31, 2002, contained in a Form 8-K filed with the SEC. The Audit
Committee completed the internal review on July 28, 2003. These consolidated financial statements
reflect the effects of adjustments arising from the findings of the internal review, as well as the
effects of subsequent events related to Lorabid® (see Note 8). Specifically, these consolidated finan-
cial statements reflect the effects of (1) a $46.5 million adjustment to the Company's accruat for
estimated amounts due under Medicaid and other governmental pricing programs, (2} an additional
$39.8 million charge related to Lorabid? and (3) a deferral of $4.7 million of revenue associated with
a purchase of the Company's products by the King Benevolent Fund, Inc. (the “Benevolent Fund”).

(a) SEC Investigation, Medicaid and Other Governmental Program Accrual Adjustment, and
Related Matters On March 10, 2003, the Company received a subpoena duces tecum from the SEC
with respect to an SEC investigation of King. The subpoena requested the production of documents
focusing on the years 1999 and 2000 and included all documents related to sales of King's prod-
ucts to VitaRx and Prison Health Services during 1999 and 2000, the Company's "best price” lists,
all documents related to the pricing of the Company's pharmaceutical products provided to any
governmental Medicaid agency during 1999, the accrual and payment of rebates on Altace® from
2000 to the present, and other general requests. On May 14, 2003, the SEC issued another subpoena

duces tecum, requesting additional documents pertaining to the products Fluogen® and Lorabid?
the Benevolent Fund, the Company's calculations related to Medicaid rebates, and the Audit Com-
mittee's internal review of issues raised by the SEC investigation. The Company has cooperated, and
will continue to cooperate, in providing information to the SEC.

In light of the SEC investigation, and as recommended by King's management, the Audit Committee
initiated an assessment and internal review of the issues raised by the SEC investigation and retained
independent counsel, who retained an independent accounting firm, to assist the Audit Committee.

In connection with the internal review, the Company determined that it had underaccrued for esti-
mated amounts due under Medicaid and other governmental pricing programs, and recorded an
adjustment of $46.5 million to net sales and accrued expenses in the fourth quarter of 2002. This
amount represents the Company's best estimate of the amount of the Company's underpayments
under Medicaid and other governmental pricing programs during the period from 1998 to 2002. In
connection with the accrual adjustment, the Company expects to recover on a pre-tax basis approx-
imately $0.7 million of royalties it previously paid for Altace® The Company also expects to recover
on a pre-tax basis approximately $9.5 million of the promotional fees it previously paid under its
Co-Promotion Agreement for Altace® but the Company has not completed discussions with its part-
ner and therefore has not recorded this amount in our results for 2002.

The Company has contacted the Centers for Medicare and Medicaid Services, the Office of Inspector
General at the Department of Health and Human Services, and the Department of Justice in con-
nection with the underpayments and expects to engage in more detailed discussions with these and
other appropriate agencies in order to determine the precise amount of the underpayments. The
Company currently expects to make the requisite payments in the third or fourth quarter of 2003.
Pending determination of the precise amount of such payments, the Company has placed $46.5 mil-
lion in an interest-bearing escrow account. The accrual adjustment refates solely to the estimated
underpayments and excludes any interest, fines, penalties or other amounts that might be owed in
connection with the underpayments, as the Company cannot predict or reasonably estimate their
likelinood, magnitude, or range of possible loss at this time. Due to the nature of the underpayments
and uncertainties regarding the resolution of these matters, any such additional amounts are not
subject to estimation.

Of the aggregate adjustment to the accrual for estimated underpayments of amounts due under
Medicaid and other governmental pricing programs, approximately $12.0 miltion reflects changes
in accounting estimates under generally accepted accounting principles made in 2002, and approx-
imately $12.4 million reflects corrections of immaterial errors related to 2002 and recorded in the
fourth quarter of 2002. The remaining $22.1 million reflects corrections of immaterial errors that
occurred during 1998 to 2001. Of this total of $22.1 million, approximately $2.5 million relates to
underpayments in 1998, $6.5 million relates to underpayments in 1999, $5.9 million relates to
underpayments in 2000, and $7.3 million relates to underpayments in 2001.
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Notes to Consolidated Financial Statements (continued)

and extent of its relationship with the Benevolent Fund and this transaction beyond that required
by applicable rules. The Company will recognize the deferred revenue as the purchased products are
distributed by the Benevolent Fund, which has agreed to provide King with the requisite information
relating to the timing and amount of such distributions.

NOTE 3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Use of Estimates The preparation of consolidated financial statements in conformity with account-
ing principles generally accepted in the United States requires management to make estimates and
assumptions. Assets, liabilities, revenues and expenses, and disclosure of contingent assets and lia-
bilities are affected by such estimates and assumptions. The most significant assumptions are
employed in estimates used in determining allowances for doubtful accounts, values of inventories
and intangible assets, impairment, accruals for rebates, returns and chargebacks, as well as esti-
mates used in applying the revenue recognition policy and accounting for the Novavax convertible
senior notes and the Co-Promotion Agreement with Wyeth. The Company is subject to risks and

uncertainties that may cause actual results to differ from those estimates.

Revenue Recognition Revenue is recognized when title and risk of loss are transferred to cus-
tomers, collection of sales is reasonably assured and the Company has no further performance obli-
gations. This is generally at the time products are received by the customer. Accruals for estimated
returns, rebates and chargebacks, determined based on historical experience, reduce revenues at
the time of sale and are included in accrued expenses. Medicaid and certain other governmental
pricing programs involve particularly difficult interpretations of relevant statutes and regulatory
guidance, which are complex and, in certain respects, ambiguous. Moreover, prevailing interpreta-
tions of these statutes and guidance can change over time. Royalty revenue is recognized based on
a percentage of sales (namely, contractually agreed-upon royalty rates) reported by third parties.
For the year ended December 31, 2002, the Company deferred recognition of revenue associated
with a purchase of our products by the Benevolent Fund. The Company will recognize the deferred
revenue as the purchased products are distributed by the Benevolent Fund. See Note 2 to these con-
solidated financial statements.

Accruals for Rebates, Returns, and Chargebacks We establish accruals for rebates, returns, and
chargebacks in the same period we recognize the related sales. The accruals reduce revenues and
are included in accrued expenses. Accrued rebates include amounts due under Medicaid, managed
care rebates and other commercial contractual rebates. We estimate accrued rebates based on a

percentage of seiling price determined from historical experience. With respect to accruals for esti-
mated Medicaid rebates, we evaluate our historical rebate payments by product as a percentage of
historical sales, product pricing and current contracts. At the time of rebate payment, which gen-
erally occurs with a delay after the related sale, we record a reduction to accrued expenses and, at
the end of each quarter, adjust accrued expenses for any differences between estimated and actual
payments. Due to estimates and assumptions inherent in determining the amount of the rebate,
rebate payments remain subject to retroactive adjustment. Returns are accrued based on historical

experience. Chargebacks are based on the estimated days of unprocessed claims using historical

experience. In all cases, judgment is required in estimating these reserves, and actual claims for
rebates, returns and chargebacks could be different from the estimates. Medicaid and certain other
governmental pricing programs involve particularly difficult interpretations of relevant statutes and
regulatory guidance, which are complex and, in certain respects, ambiguous. Moreover, prevailing
interpretations of these statutes and guidance can change over time.

Shipping and Handling Costs The Company incurred $1,619, $2,455, and $2,072 in 2000, 2001
and 2002, Emtnﬂzm? related to shipping and handling costs classified with selling, general and
administrative expenses in the consolidated statements of operations. The Company does not bill
customers for such costs.

Cash and Cash Equivalents The Company considers all highly liquid investments with an original
maturity of three months or less when purchased to be cash equivalents. The Company's cash and
cash equivalents are placed in large domestic banks, which limits the amount of credit exposure.

Marketable Securities The Company classifies its existing marketable securities as available-for-
sale. These securities are carried at fair market value based on current market quotes, with unreal-
ized gains and losses reported in shareholders’ equity as a component of other comprehensive
income. Gains or losses on securities sold are based on the specific identification method. The Com-
pany's policy is to only invest in high-grade corporate bonds, government agencies and municipal-
ities. The Company reviews its investment portfolio as deemed necessary and, where appropriate,
adjusts individual securities for other-than-temporary impairments. The Company does not hold
these securities for speculative or trading purposes.

Inventories Inventories are stated at the lower of cost or market. Cost is determined using the first-
in, first-out {FIFO)} method. Product samples held for distribution to third parties represent 179% and
11% of inventory as of December 31, 2001 and December 31, 2002, respectively. Product sample
costs are charged to selling, general and administrative costs in the accompanying consolidated
statements of income upon distribution to a third party.

Income Taxes Deferred tax assets and liabilities are determined based on the difference between
the financial statement and the tax basis of assets and liabilities using enacted tax rates in effect
for the year in which the differences are expected to reverse. A valuation allowance is recorded
when, in the opinion of management, it is more likely than not that some or all of the deferred tax
assets will not be realized.

Financial Instruments and Derivatives The Company does not use financial instruments for trad-
ing purposes. Interest rate protection agreements, which are a type of derivative instrument, are
sometimes used to manage interest rate risks. The notional amounts of the interest rate protection
agreements entered into by the Company are used to measure the interest to be paid or received
and do not represent the amount of exposure to loss. At December 31, 2001 and 2002, the Com-
pany did not have any interest rate protection agreements or other derivatives outstanding.
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Notes to Consolidated Financial Statements (continued)

Stock Compensation The Company has adopted the disclosure only provision of SFAS No. 123,
“Accounting for Stock Based Compensation.” Accordingly, since options were granted at fair value,
no compensation cost has been recognized for stock options granted to date. Had compensation
cost for these plans been determined for options granted, consistent with SFAS No. 123, the Com-
pany's net income and diluted income per share would have decreased to the following pro forma
amounts for the years ended December 31, 2000, 2001 and 2002:

2000 2001 2002
Income before extraordinary item(s)
and comprehensive income:
As reported $86,630 $232,864 $182,520
Compensation costs for options granted 24,019 11,154 6,505
Pro forma $62,611 $221,710 $176,015
Net income:
As reported $64,509 $217,936 $182,520
Compensation costs for options granted 24,019 11,154 6,505
Pro forma $40,490 $206,782 $176,015
Diluted income per share:
Income before extraordinary item(s)
and comprehensive income:
As reported $ 0.39 $ 099 $ 074
Pro forma $ 028 $ 095 $ 072
Net income:
As reported $ 029 $ 093 $ 074
Pro forma $ 018 $ 088 $ 072

The fair value of each option grant is estimated on the date of grant using the Black-Scholes

Accounting Standards Not Yet Adopted In May 2002, the Financial Accounting Standards Board
issued SFAS No. 145, "Rescission of FASB Statements No. 4, 44 and 64, Amendment of FASB State-
ment No. 13, and Technical Corrections as of April 2002." SFAS No. 145 is effective for fiscal peri-
ods beginning after May 15, 2002. The primary impact on the Company of adopting SFAS No. 145
will be that gains and losses incurred upon the extinguishment of debt will no tonger qualify for
extraordinary item treatment in the income statement but w

normally be presented as a non-
operating gain or loss. Accordingly, for purposes of comparison in the Company's 2003 Form 10-K,
the Company will reclassify the loss incurred upon the extinguishment of debt during the year
ended December 31, 2001 as other expense.

tn July 2002, the Financial Accounting Standards Board issued SFAS No. 146, "Accounting for Exit or
Disposal Activities." SFAS No. 146 addresses the recognition, measurement, and reporting of costs
that are associated with exit and disposal activities, including costs related to terminating a contract
thatis not a capital lease and termination benefits that employees who are involuntarily terminated
receive under the terms of a one-time benefit arrangement that is not an ongoing benefit arrange-
ment or an individual deferred-compensation contract. SFAS No. 146 supercedes Emerging Issues
Task Force Issue No. 94-3, "Liability Recognition for Certain Employee Termination Benefits and Other
Costs to Exit an Activity {including Certain Costs Incurred in a Restructuring).” SFAS No. 146 will be
effective for exit or disposal activities of the Company that are initiated after December 31, 2002.

Reclassifications Certain amounts from the prior consolidated financial statements have been
reclassified to conform to the presentation adopted in 2002.

NOTE 4. CONCENTRATIONS OF CREDIT RISK

A significant portion of the Company's sales is to customers in the pharmaceutical industry. The
Company monitors the extension of credit to customers and has not experienced significant credit
losses. The following table represents the relative percentage of accounts receivable from signifi-
cant customers compared to net accounts receivable:

2000 2001 2002
option pricing model with the following weighted-average assumptions used for grants in 2000,
2001 and 2002: Customer A 10.7% 25.4% 15.1%
Customer B 21.4% 15.4% 13.2%
2000 2001 2002 cystomer C nja 12.1% 18.5%
4 Expected life of option 4.23 4.00 4.00 nfa—receivable balances were less than 100 for the year.
Risk-free interest rate 5.91% 3.60% 3.07%
Expected volatility 64.24% 62.38% 71.59%
Expected dividend yield 0.00% 0.00% 0.00%

The weighted average fair values of options granted during 2000, 2001 and 2002 are $21.45,
$19.38, and $10.91, respectively.
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Notes to Consolidated Financial Statements (continued)
NOTE 7. PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment consists of the following:

2001 2002

Land $ 7461 $ 9,108
Buildings and improvements 76,318 87,908
Machinery and equipment 84,968 92,104
Equipment under capital lease 1,317 1,018
Capital projects in progress’ 31,213 73,151
201,277 263,289

Less accumulated depreciation (37,161) (46,175)
$164,116 $217,114

1 Capital projects in process at December 31, 2002 primarily include the new information technology system, building
improvements for facility upgrades and increased capacity, and other property and equipment purchases.

Depreciation expense for the years ended December 31, 2000, 2001 and 2002 was $8,888, $9,749,
and $11,233, respectively.

NOTE 8. ACQUISITIONS/INTANGIBLE ASSETS

On December 30, 2002, the Company acquired or licensed the exclusive rights, including the NDA,
trademarks, product rights and certain patents, to three branded prescription pharmaceutical prod-
ucts from Aventis for $197,500, plus $4,300 in expenses. The products include the rights in the
United States, Puerto Rico, and Canada to Intal® and Tilade? inhaled anti-inflammatory agents for
the management of asthma, and worldwide rights, excluding Japan, to Synercid? an injectable
antibiotic. The acquisition was financed with cash on hand. The Company has recorded $43,185 of
the acquisition as patents and $146,615 of the acquisition as product rights within intangible assets.
The purchase price allocation among the assets acquired and the assignment of lives to the intangi-
ble assets are preliminary and subject to further evaluation as the Company has not yet finalized its
valuation of the intangible assets.

In connection with the acquisition, $12,000 of the purchase price was allocated to an in-process
research and development project. The value of the in-process research and development project
was expensed on the date of acquisition as it had not received regulatory approval and had no
alternative future use. The project was for a new formuiation of intai® using a new propeiiant that
was valued through the application of a probability-weighted, discounted cash flow approach by
independent valuation specialists. The estimated cash flows were projected over periods ranging
from zero to 16 years using a discount rate of 20.5%. Operating margins were assumed to be sim-
ilar to historical margins of similar products. The estimated cost to complete the project was less
than $2,000 and the project was expected to be completed during 2004. The project was substan-
tially complete as of the valuation date. The success of the project is dependent upon whether the
Company receives FDA approval. The Company is not aware of any issues with respect to the FDA's

review of the project. If the project is not successfully completed it would not materially adversely
affect the Company's results of operations.

As additional consideration to Aventis for Synercid® the Company has agreed to potential milestone
payments totaling $75,000. The Company will potentially pay Aventis milestone payments totaling
$50,100 over the next three years, payable in annual installments of $10,300, $21,200, and $18,600
beginning on December 31, 2003, which relate to the continued recognition of Synercid® as an
effective treatment for vancomycin-resistant enterococcus faecium. The remaining $25,000 mile-
stone is payable to Aventis if Synercid® should receive FDA approval to treat methicillin resistant
staphylococcus aureus, or King will pay Aventis a one-time payment of $5,000 the first time dur-
ing any twelve-month period net sales of Synercid® exceed $60,000, and a one-time payment of
$20,000 the first time during any twelve-month period net sales of Synercid® exceed $75,000.

On May 29, 2002, the Company acquired the exclusive rights to Prefest® tablets in the United States,
its territories and possessions and Puerto Rico, including the related NDA, Investigational NDA,
copyrights, and patents or licenses to the related patents from Ortho-McNeil Pharmaceutical, Inc,,
a Johnson & Johnson subsidiary. The Company paid $108,000 for the product rights upon closing
plus approximately $3,300 of expenses. During February 2003, subsequent to year end, the Com-
pany paid Ortho-McNeil an additional $7,000 upon receipt of the FDA's approval to rename the
product "Prefest® which was previously named "Ortho-Prefest®™ The acquisition was financed with
cash on hand. The Company's allocation of purchase price was based upon the estimated fair value
of assets acquired and liabilities assumed in accordance with SFAS No. 142. The purchase price allo-
cation among the intangible assets acquired and the determination of useful life has been com-
pleted and the difference between the original and final determination was not material. Of the
total purchase price of $111,300 at December 31, 2002, $80,442 was allocated to trademarks and
product rights and $30,858 was allocated to patents. The patent is being amortized over eleven
years and five months, the remaining life on the primary patent. The trademark and product rights
are being amortized over 25 years.

On August 8, 2001, the Company acquired three branded pharmaceutical products and a fully paid
license to a fourth product from Bristol-Myers Squibb for $285,000 plus approximately $1,500 of
expenses. The products acquired include Bristol-Myers Squibb's rights to the NDAs, trademarks and
product rights in the United States to Corzide? Delestrogen® and Florinef® King also acquired a fully
paid license to and trademark for Corgard® in the United States. The acquisition was financed with
a combination of borrowings under the Company's Senior Secured Credit Facility and cash on hand.
The Company's allocation of purchase price was based upon the estimated fair value of assets
acquired and liabilities assumed in accordance with SFAS No. 142. The purchase price allocation
among the various products acquired and the determination of useful lives has been completed and
the difference between the original and final determination was not material. The product rights
are being amortized over 20 to 30 years. See Note 24 for a discussion of subsequent events related
to Florinef®
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Notes to Consolidated Financial Statements (continued)
NOTE 9. OTHER ASSETS

Other assets consist of the following:

2001 2002

Convertible senior notes receivable from Novavax $38,081 $12,345
Loan receivable 17,565 14,277
Deferred financing costs, net 10,823 12,339
Other 672 570
$67,141 $39,531

On December 19, 2000, September 7, 2001, and June 24, 2002, the Company acquired convertible
senior notes of $20,000, $10,000 and $10,000, respectively, from Novavax, Inc. The convertible sen-
ior notes earn interest at 4% payable semi-annually in June and December. The convertible senior
notes are due December 19, 2007. The convertible senior notes are convertible to common shares of
Novavax at a specified conversion price. At December 31,2001 and 2002, the convertible senior notes
were convertible to 10.7% and 17.0%, respectively, of the outstanding common shares of Novavax.
During 2001, the Company recognized an unrealized gain net of amortization of $8,081 related to
the conversion option on the convertible senior notes in accordance with SFAS No. 133, "Account-
ing for Derivative Instruments and Hedging Activities.” The gain has been recorded in other income
in the accompanying financial statements. During September 2001, the Company modified the
agreement with Novavax, which resulted in the option no longer being considered a derivative. Dur-
ing 2002, the convertible senior notes were deemed to be impaired as defined under SFAS No. 114,
"Accounting by Creditors for Impairment of a Loan.” The Company recorded a valuation allowance
of $35,443 during 2002. The Company determined the amount of the valuation allowance by refer-
ence to the December 31, 2002 quoted market price of the Novavax common stock. The amount of
the valuation allowance will be adjusted in future periods until such time as the loan is no longer
considered to be impaired. For the year ended December 31, 2001, Novavax paid the interest related
to the convertible senior notes in cash of $722 and stock of $232, in accordance with the agreement.
During 2002, the Company incurred a write-down of $186 related to the stock held in Novavax
acquired as a result of interest payments. For the year ended December 31, 2002, Novavax paid inter-
est of $604 in cash and the Company allowed Novavax to pay the interest of $800 related to the
convertible senior notes in stock, even though this was not in accordance with the original agree-
ment. Subsequent to year end, Novavax provided 307,692 shares of common stock to pay the
accrued interest receivable at December 31, 2002 of $800.

On June 22, 2000, the Company entered into an agreement with Aventis Pharma Deutschland
GMBH ("Aventis") to provide Aventis with funds for a facilities expansion that will provide addi-
tional production of an outsourced product of the Company. During 2000 and 2001, the Company
loaned Aventis $15,000 and $15,000, respectively, under this agreement. This loan bears interest
at 8% and is being repaid by reducing amounts otherwise payable on the purchase of inventory.

During 2001 and 2002, inventory in the amount of $14,086 and $4,310, respectively, was received
as payment against these loans.

Amortization expense related to deferred financing costs was $1,927, $1,040, and $2,898 for 2000,
2001, and 2002, respectively, and has been included in interest expense. During 2000 and 2001, the
Company repaid certain debt prior to maturity resulting in extraordinary losses of $12,768 and
$14,383, net of income taxes, respectively.

NOTE 10. LEASE OBLIGATIONS

The Company leases certain office and manufacturing equipment and automobiles under non-
cancelable operating leases with terms from one to five years. Estimated future minimum lease pay-
ments as of December 31, 2002 for leases with initial or remaining terms in excess of one year are
as follows:

2003 $6,175
2004 2,375
2005 1,710
2006 1,155
2007 837
Thereafter 757

Lease expense for the years ended December 31, 2000, 2001 and 2002 was approximately $5,690,
$7.846, and $10,189, respectively.

NOTE 11. ACCRUED EXPENSES

Accrued expenses consist of the following:

2001 2002

Rebates $ 33,744 $140,949
Accrued co-promotion fees 40,866 68,295
Current portion of loss contract (see Note 8) —_ 32,679
Product returns and chargebacks 16,591 22,611
Accrued interest 528 1,216
Product recall accrual 5,933 758
Other 21,836 31,020
$119,498  $297,528
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Notes to Consolidated Financial Statements (continued)
NOTE 13. FINANCIAL INSTRUMENTS

The following disclosures of the estimated fair values of financial instruments are made in accor-
dance with the requirements of SFAS No. 107, “Disclosures About Fair Value of Financial Instru-
ments.” The estimated fair value amounts have been determined by the Company using available
market information and appropriate valuation methodologies.

Cash and Cash Equivalents, Accounts Receivable and Accounts Payable The carrying amounts
of these items are a reasonable estimate of their fair values.

Marketable Securities The fair value of marketable securities was based primarily on quoted mar-
ket prices (Note 5). If quoted market prices are not readily available, fair values are based on quoted
market prices of comparable instruments.

Convertibie Senior Notes Receivable from Novavax At December 31, 2001, the fair value of the
convertible senior notes receivable from Novavax was determined using option pricing models, and
was estimated to be approximately $38,830. Key assumptions used in determining that fair value
were as follows; volatility of 58% and a discount rate of 50%. At December 31, 2002, the carrying
amount of the convertible notes receivable were at their estimated fair value based on the quoted
market prices of the collateral, the Novavax common stock.

Long-Term Debt The fair value of the Company's long-term debt, including the current portion, at
December 31, 2001 and 2002 is estimated to be approximately $379,709 and $310,485, respectively,
using discounted cash flow analyses and based on the Company's incremental borrowing rates for
similar types of borrowing arrangements.

NOTE 14. INCOME TAXES

The net income tax expense (benefit} is summarized as follows:

2000 2007 2002
Current
Federal $85,140 $107,550 $154,347
State 511 15,247 8,857
Total current $85,651 $122,797 $163,204
Deferred
Federal ¢ (8,889) $ 13,147 $(71,158)
State (430) 2,062 (6,903)
Total deferred $(9319) $ 15209  $(78,061)
Total expense $76,332 $138,006 $ 85,143

A reconciliation of the difference between the federal statutory tax rate and the effective income
tax rate as a percentage of income before income taxes and extraordinary item is as follows:

2000 2001 2002
Federal statutory tax rate 35.0% 35.0% 35.0%
State income taxes, net of federal benefit 31 3.0 0.8
Nondeductible merger costs 3.0 — —
Other 57 (0.8) (4.0)
Effective tax rate 46.8% 37.2% 31.8%

The tax effects of temporary differences that give rise to significant portions of the deferred tax
assets and liability are as foliows:

2001 2002
Accrued expenses and reserves $ 30,897 $105,245
Other 659 923

Total deferred tax assets 31,556 106,168
Property, plant and equipment (13,586} (13,998}
Intangible assets (23,270) (8,520)
Other (165) (11,078)

Total deferred tax liabilities @w 021) (33,596)

Net deferred tax (liability) asset $ (5,465 % 72,572

Management has determined that it is more likely than not that the deferred tax assets will be real-
izable and no valuation allowance is necessary.

NOTE 15. BENEFIT PLANS

The Company maintains a defined contribution employee benefit plan that covers all employees
over 21 years of age. The plan allows for employees' salary deferrals, which are matched by the
Company up to a specific amount under provisions of the plan. Company contributions during the
years ended December 31, 2000, 2001 and 2002 were $2,404, $2,134, and $2,412, respectively. The
plan also provides for discretionary profit-sharing contributions by the Company. There were no
discretionary contributions during the years ended December 31, 2000, 2001 and 2002.
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Notes to Consolidated Financial Statements (continued)

The Company's product liability insurance carrier has been given proper notice of all of these mat-
ters, and defense counsel is vigorously defending the Company’s interests. The Company is moving
to be dismissed from the litigation due, among other things, to lack of product identity in the plain-
tiffs' complaints. in 2001, the Company was dismissed on this basis in a similar case.

Other Legal Proceedings The Parkedale facility was one of six facilities owned by Pfizer subject to a
Consent Decree of Permanent Injunction issued August 1993 in United States of America v. Warner-
Lambert Company and Melvin R. Goodes and Lodewijk J.R. DeVink (U.S. Dist. Ct,, Dist. of N.J)
(the "Consent Decree”). The Parkedale facility is currently manufacturing pharmaceutical products
subject to the Consent Decree that prohibits the manufacture and delivery of specified drug prod-
ucts unless, among other things, the products conform to current good manufacturing practices and
are produced in accordance with an approved ANDA or NDA. The Company intends, when appropri-
ate, to petition for relief from the Consent Decree.

Cobalt Pharmaceuticals, Inc. has filed an ANDA with the FDA pertaining to ramipril, the generic name
for Altace® which the Company co-promotes together with Wyeth. The allegations in Cobalt's notice
relate to a composition of matter patent for ramipril which does not expire until October 2008. A
separate patent, expiring in January 2005, also covers ramipril, but Cobalt is not seeking FDA approval
until after the expiration of this second patent in January 2005. Together with Aventis, which owns
the pertinent patent, the Company intends to vigorously enforce this patent, as well as a method of
use patent relating to Altace® that is also listed in the FDA's Orange Book.

Eon Labs, Inc. {"Eon Labs") and CorePharma, LLC ("CorePharma") have each filed an ANDA with the
FDA pertaining to metaxalone, the active ingredient in Skelaxin® to which the Company acquired
certain rights from Elan on June 12, 2003. The allegations in Eon Labs' and CorePharma's notice
relate to a patent covering a method of using metaxalone, which does not expire until December
2021. The Company intends to vigorously enforce its rights under this patent.

Mylan Pharmaceuticals, Inc. ("Mylan”) filed an ANDA with the FDA pertaining to fevothyroxine
sodium, the active ingredient in Levoxy!® The allegations in Mylan's notice relate to a patent cover-
ing pharmaceutical compositions of levothyroxine sodium, which does not expire until February
2022. The Company intends to vigorously enforce its rights under this patent.

The Company is involved in various routine legal proceedings incident to the ordinary course of
its business.

Other Commitments and Contingencies The following summarizes the Company's unconditional
purchase obligations at December 31, 2002:

2003 $112,997
2004 112,854
2005 113,358
2006 93177
2007 68,007
Thereafter 61,845

Total $562,238

The unconditional purchase obligations of the Company are primarily related to minimum purchase
requirements under contracts with suppliers to purchase raw materials and finished goods related
to the Company's branded pharmaceutical products. See Note 8 for a discussion of the $49,877 loss
accrual related to the excess purchase commitments under the Lorabid® supply agreement.

Government Agency Pricing The Company and other pharmaceutical manufacturers are required
to provide statutorily defined rebates to various government agencies in order to participate in
Medicaid, the veterans health care program and other government-funded programs. Several gov-
ernment agencies have placed restrictions on physician prescription levels and patient reimburse-
ments, emphasized greater use of generic drugs and enacted across-the-board price cuts as
methods to control costs. The Company is unable to predict the final form and timing of any future
governmental or other health care initiatives, and therefore, their effect on operations and cash
flows cannot be reasonably estimated. Similarly, the effect on operations and cash flows of deci-
sions of government entities, managed care groups and other groups concerning formularies and
pharmaceutical reimbursement policies cannot be reasonably estimated. See Note 2 for informa-
tion regarding Medicaid and other governmental pricing programs.

NOTE 17. SEGMENT INFORMATION

The Company’s business is classified into four reportable segments: branded pharmaceuticals, con-
tract manufacturing, royalties and all other. Branded pharmaceuticals includes a variety of branded
prescription products over four therapeutic areas, including cardiovascular, anti-infective, critical
care and endocrinology/women's health. These branded prescription products have been aggregated
because of the similarity in regulatory environment, manufacturing process, method of distribu-
tion, and type ot customer. Contract manufacturing represents contract manufacturing services
provided for pharmaceutical and biotechnology companies. Royalties represents products for which
the Company has transferred the manufacturing and marketing rights to corporate partners
in exchange for licensing fees and royalty payments on product sales. The classification “all other”
primarily includes generic pharmaceutical products.
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Notes to Consolidated Financial Statements (continued)

Jefferson J. Gregory and James E. Gregory were members of the Board of Directors of the Benevo-
lent Fund in 1999, 2000, 2001 and 2002, but no longer hold those positions. In addition, Joseph R.
Gregory, who was Vice Chairman of the Company's Board of Directors and President of the Com-
pany's wholly-owned subsidiary Monarch Pharmaceuticals, Inc. until February 2003, served as a
director of the Benevolent Fund in 1999, 2000, 2001 and 2002, but no longer holds that position.
Joseph R. Gregory is the brother of Jefferson J. Gregory, James E. Gregory, John M. Gregory and
Mary Ann Blessing. Herschel Blessing, Executive Vice-President of King until July 1, 2002, is the hus-
band of Mary Ann Blessing and a director of the Benevolent Fund.

The Company occasionally donates its products to the Benevolent Fund. The Company donated
inventory with a carrying value of $1.8 million in 1999, $3.3 million in 2000, $4.1 million in 2001
and $22.6 million in 2002. In addition to receiving donations of products directly from pharma-
ceutical manufacturers, the Benevolent Fund also purchases pharmaceutical products, including
those manufactured by King, from third-party distributors or wholesalers. The Company is aware
of three occasions on which the Benevolent Fund purchased its products from third-party distrib-
utors or wholesalers.

On November 22, 1999, the Company sold $2,775 of Fluogen® vials to a third-party distributor,
which in turn resold those vials to the Benevolent Fund. The Benevolent Fund donated the vials to
Global Resource Services for use in North Korea. On December 27, 1999, the Company sold $825
(net of a 5% prompt pay discount) of Fluogen® syringes to the same third-party distributor, which
in turn resold those syringes to the Benevolent Fund in January 2000. The Benevolent Fund donated
the syringes to the Feed the Children® organization on January 28, 2000 for use in Venezuela. On
December 26, 2002, the Company sold $4,588 (net of a 2% prompt pay discount) of Cortisporin®
Silvadene® and Tigan® to a third-party wholesaler, which in turn resold those products to the Benev-
olent Fund in January 2003. For a description of the Company's accounting for this transaction,
please see Note 2.

In February 2000, the Company paid $2,823 to Richard C. Williams, a former director of the Com-
pany, for services performed in connection with the successful completion of the Medco merger.
Prior to the merger, Mr. Williams was Chairman of the Board of Medco. In addition, Mr. Williams
received fees for consulting services of $180 in 2000.

During 2001, the Company donated $103 to King College. Gregory D. Jordan, a director of the Com-
pany, is the president of King College.

During 2002, the Company paid $73 to James E. Gregory, a director of the Company, for consuiting
services. Of that amount, $23 was for personal use of the corporate aircraft.

During the years ended December 2000, 2001 and 2002, the Company paid $49, $5 and $171, to
the Wake Forest University School of Medicine, respectively, for research and development activi-
ties. R. Charles Moyer, a director of the Company, is the Dean of the Babcock Graduate School of
Management at Wake Forest University.

NOTE 19. STOCKHOLDERS' EQUITY

Preferred Shares The Company is authorized to issue 15 million shares of “blank-check” preferred
stock, the terms and conditions of which will be determined by the Board of Directors. As of Decem-
ber 31, 2001 and 2002, there were no shares issued or outstanding.

2001 Offerings On November 7, 2001 and November 20, 2001, the Company completed the sale of
16,000,000 and 1,992,000, respectively, of newly issued shares of common stock for $38.00 per share
($36.67 per share net of commissions and expenses) resulting in net proceeds of $659.8 million.

Stock Splits On June 20, 2001, the Company's Board of Directors declared a four for three stock
split for shareholders of record as of July 3, 2001, to be distributed July 19, 2001. The stock split has
been reflected in all share data contained in these consolidated financial statements.

On June 2, 2000, the Company's Board of Directors declared a three for two stock split for share-
holders of record as of June 12, 2000, to be distributed June 21, 2000. The stock split has been
reflected in all share data contained in these consolidated financial statements.

Stock Repurchase Program On May 13, 2002, the Company’s Board of Directors authorized a plan
to repurchase up to 7.5 million shares of the Company's common stock. Under the plan, the Com-
pany may repurchase shares of its common stock in the open-market from time to time, depend-
ing on market conditions, share price and other factors. During the year ended December 31, 2002,
the Company repurchased 7.5 million shares for $166,274.

Stock Option Plans The Company has various incentive stock plans for executives and employees.
In connection with the plans, options to purchase common stock are granted at option prices not
less than the fair market values of the common stock at the time the options are granted and either
vest immediately or ratably over a period of up to ten years from the grant date. At December 31,
2002, options for 8,365,624 shares of common stock are available for future grant. A total of
4,908,317 options to purchase common stock are outstanding under these plans at December 31,
2002, of which 4,211,652 are currently exercisable.

Certain of the incentive stock plans allow for employee payment of option exercise prices in the
form of either cash or previously held common stock of the Company. Shares tendered in payment
of the option exercise price must be owned by the employee making the tender, for either six
months or one year depending on how the shares were acquired, prior to the date of tender.
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Notes to Consolidated Financial Statements (continued)
NOTE 21. RECENTLY ADOPTED ACCOUNTING PRONOUNCEMENTS

In the first quarter of 2002, the Company adopted SFAS No. 141, "Business Combinations,” and SFAS
No. 142, "Goodwill and Other Intangible Assets." SFAS No. 141 requires all business combinations
to be accounted for under the purchase method of accounting. SFAS No. 141 was effective for all
business combinations initiated after June 30, 2001. SFAS No. 142 modifies the accounting and
reporting for acquired intangible assets at the time of acquisition and in subsequent periods. Intan-
gible assets which have finite lives must be amortized over their estimated useful life. Intangible
assets with indefinite lives w

not be amortized, but evaluated annually for impairment.

SFAS No. 142 also required an additional impairment test for existing goodwill ($12,742) and for
indefinite-lived intangible assets {$19,192) to determine whether any write-down was required as
of the beginning of 2002. Upon completion of such testing, management determined that no write-
down to the carrying value of these assets was required.

The following table reflects consolidated results adjusted as though the adoption of SFAS No. 142
occurred as of January 1, 2000:

For the years ended December 31, 2000 2001 2002
Net income:

As reported: $64,509 $217,936 $182,520
Goodwill amortization 407 408 —
Indefinite-life intangibles amortization 593 595 —

As adjusted $65,509 $218,939 $182,520

Basic income per common share:

As reported: $ 030 $ 094 $ 0.75
Goodwill amortization — — —
Indefinite-life intangibles amortization — 0.01 —

As adjusted $ 030 $ 095 $ 075

Diluted income per common share:

As reported: $ 029 $ 093 $ 074
Goodwill amortization — — —
Indefinite-life intangibles amortization — 0.01 —

As adjusted $ 029 $ 094 $ 074

In August 2001, the Financial Accounting Standards Board issued SFAS No. 143, "Accounting for
Asset Retirement Obligations,” and SFAS No. 144, "Accounting for the lmpairment or Disposal of
Long-Lived Assets.” SFAS No. 143 addresses financial accounting and reporting for obligations asso-
ciated with the retirement of tangible long-lived assets and the associated asset retirement costs.
SFAS No. 144 addresses financial accounting and reporting for the impairment or disposal of long-
lived assets. The Company adopted these standards effective January 1, 2002. The implementation
of these standards did not have any effect on the Company's financial statements.

In January 2003, the Financial Accounting Standards Board issued SFAS No. 148, "Accounting for
Stock-Based Compensation—Transition and Disclosure, an amendment of FASB Statement No. 123."
SFAS No. 148 provides alternative methods of transition to the fair value based method of account-
ing for stock-based employee compensation. It also amends the disclosure requirements of SFAS
No. 123. The disclosure provisions of SFAS No. 148 were adopted by the Company for the fiscal year
ending December 31, 2002 and did not have any impact on the Company's financial statements.

NOTE 22. MERGERS AND RESTRUCTURING

Merger with Medco On February 25, 2000, the Company completed a merger with Medco
Research, Inc. (“Medco") by exchanging 7,221,000 (14,440,972 post-splits) shares of its common
stock for all of the common stock of Medco. Each share of Medco was exchanged for 0.6757
(1.3514 post-splits) of one share of King common stock. In addition, outstanding Medco stock
options were converted at the same exchange rate into options to purchase approximately 695,000
(1,389,299 post-splits) shares of King common stock. Subsequent to the merger, Medco was
renamed King Pharmaceuticals Research and Development, Inc.
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Notes to Consolidated Financial Statements (continued)

Discontinuance of Pallacor™ Research and Development Efforts In September 2000, manage-
ment decided to discontinue the research and development efforts relating to Pallacor™ due to the
Company’s inability to out-license rights to the product and management's assessment of the sig-
nificance of projected research and development costs relative to the likelihood of the project's suc-
cess, resulting in a nonrecurring research and development charge of $6.1 million. At December 31,
2001 and 2002, the Company estimated that there were no remaining contractual commitments
associated with Pallacor™

Restructuring and Executive Retirements During 2002, the Company consolidated the interna-
tional division into the Company's operations in Bristol, Tennessee, decided to sell the veterinary
business, and decided to terminate production at one of its facilities. Two executives retired and
were paid $4,325. These activities will eliminate approximately 35 employees, of which approxi-
mately 16 were hourly and 19 were salaried. As a result of the activities described above, the Com-
pany incurred a charge of $5,911 for the year ended December 31, 2002. At December 31, 2002, the
Company has $2,216 accrued relating to these activities. At December 31, 2002, 24 employees had
not been severed and are expected to be severed by the second quarter of 2003.

NOTE 23. QUARTERLY FINANCIAL INFORMATION (UNAUDITED)

The following table sets forth summary financial information for the years ended December 31,
2001 and 2002:

2001 by quarter First Second Third Fourth
Total revenues $181,317  $206,509 $230,089  $254,347
Gross profit 143,901 162,165 180,682 198,950
Operating income 73,252 85,805 95,676 111,533
Income before extraordinary item
and cumulative effect of change
in accounting principle 44,719 56,848 61,471 69,826
Net income 44,174 56,848 61,471 55,443
Basic income per common share:
Income before extraordinary item
and cumulative effect of change
in accounting principle ¢ 019 $ 025 $ 027 $ 029
Net income 0.19 0.25 0.27 0.23
Diluted income per common share’:
Income before extraordinary item
and cumulative effect of change
in accounting principle 0.19 0.25 0.27 0.29
Net income 0.19 0.25 0.27 023

' Quarterly amounts do not total to annual amounts due to the effect of rounding on a quarterly basis.

2002 by quarter First Second Third Fourth

Total revenues $258,065 $282,533 $315,705 $272,032

Gross profit 209,957 227,305 252,143 143,954
Operating income 112,261 117,424 129,967 (65,451)
Net income 71,320 58,398 84,245 (31,442)
Basic income per common share':

Net income $ 029 ¢ 024 $ 035 ¢ (013)
Diluted income per common share’:

Net income 0.29 0.24 0.35 (0.13)

1 Quarterly amounts do not total to annual amounts due to the effect of rounding on a quarterly basis.

The information shown above for the fourth quarter of 2002 reflects significant charges consisting
of (1) a $46.5 million adjustment to the Company's accrual for estimated amounts due under
Medicaid and other governmental pricing programs, (2) a $66.8 million charge to write down the
Lorabid® intangible assets to their fair value, and (3) a $49.9 million charge related to the liability
associated with the amount of the Lorabid® inventory purchase commitments in excess of expected
demand. Included in the $46.5 million adjustment in {1) above are amounts representing correc-
tions of immaterial errors. The impact of these immaterial errors in each of the seven quarters prior
to the fourth quarter of 2002 (beginning with the first quarter of 2001) on revenues is $967, $2,493,
$1,756, $2,083, $5,495, $2,831, and $2,070, respectively, and on diluted income per common share
is zero, $0.01, $0.01, $0.01, $0.02, $0.01, and $0.01, respectively.
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Notes to Consolidated Financial Statements (continued)

Guarantor Subsidiaries Condensed Consolidating Balance Sheets

December 31, 2001

December 31, 2002

Guarantor  Eliminating King Guarantor Eliminating King
King  Subsidiaries Entries Consolidated King Subsidiaries Entries Consolidated
ASSETS
Current assets:
Cash and cash equivalents $ 882391 % (7,789) $ — % 874602 $ 594385 $ (6,160) % - $ 588,225
Investments 49,880 — — 49 880 227,263 — — 227,263
Accounts receivable, net 12,735 154,272 (5,143) 161,864 17,352 151,469 (8,834) 159,987
Inventories 18,683 92,895 — 111,578 45,761 121,392 — 167,153
Deferred income taxes 28,928 2,628 — 31,556 36,328 69,840 — 106,168
Prepaid expenses and other current assets 1,898 6,181 — 8,079 7,996 4,910 — 12,906
Total current assets 994 515 248,187 (5143) 1,237,559 929,085 341,451 (8,834) 1,261,702
Property, plant, and equipment, net 38,964 125,152 — 164,116 51,587 165,527 — 217,114
Intangible assets, net 682,875 354,920 — 1,037,795 892,793 339,520 — 1,232,313
Investment in subsidiaries 1,158,458 - {1,158,458) — 1,126,245 —  (1,126,245) —
Other assets 49,577 17,564 — 67,141 25,254 14,277 — 39,531
Total assets $2,924389 $ 745823 $(1,163,601) $2,506,611 $3,024,964 $ 860,775 $(1,135,079) $2,750,660
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Accounts payable $ 4347 ¢ 23666 § (5143) ¢ 22870 $ 26,119 $ 32,604 $ (8,834) § 49889
Accrued expenses 6,700 112,798 - 119,498 42,542 254,986 — 297,528
Income taxes payable (4,719) 12,437 — 7,718 18,870 2,377 — 21,247
Current portion of long-term debt 1,344 13 — 1,357 1,300 — — 1,300
Total current liab 7,672 148,914 (5,143) 151,443 88,831 289,967 (8,834) 369,964
Long-term debt 346,397 — — 346,397 345,093 — — 345,093
Deferred income taxes 34,539 2,482 — 37,01 11,991 21,605 — 33,596
Other liabilities 63,466 — - 63,466 70,074 750 — 70,824
Intercompany (receivable) payable 564,031 (564,031) — — 577,792 (577,792) - —
Total liabilities 1,016,105 {412,635) (5,143) 598,327 1,093,781 (265,470) (8,834) 819,477
Shareholders' equity 1,908,284 1,158,458 (1,158,458) 1,908,284 1,931,183 1,126,245 (1,126,245) 1,931,183
Total liabilities and shareholders’ equity $2,924389 $ 745823 $(1,163,601) $2,506,611 $3,024,964 $ 860,775 $(1,135,079) $2,750,660
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Notes to Consolidated Financial Statements (continued)

Guarantor Subsidiaries Consolidating Statements of Cash Flows

December 31, 2000 December 31, 2001 December 31, 2002
King King King
King  Subsidiaries Eliminations Consolidated King  Subsidiaries Eliminations Consolidated King Subsidiaries Eliminations Consolidated
Cash flows from operating activities:

Net income $ 64500  $188,010 $(188,010) $ 64509 $ 217,936 $246856 $(246,856) $217936 $182520 $202,483 $(202,483) $ 182,520
Equity in earnings of subsidiaries (188,010} — 188,010 — (246,856) - 246,856 —  (202,483) — 202,483 —
Adjustments to reconcile net income to

net cash provided by operating activities:

Depreciation and amortization 21,420 20,522 — 41,942 23,383 24,583 47,966 36,333 23,638 — 59,971

Amortization of deferred financing costs 1,927 — — 1,927 1,040 — — 1,040 2,898 — — 2,898

Extraordinary loss—

extinguishment of debt 13,366 — — 13,366 22,902 — - 22,902 — — — e

Extraordinary loss—

disposed and impaired assets — 14,965 — 14,965 — — — — — — — —
Cumulative effect of change
in accounting principle - — - - 870 - 870 - - - —

Stock compensation charge 2,883 1,872 — 4,755 3,229 — - 3,229 2,206 — — 2,206

Write-down of inventory — 28,722 — 28,722 — — e — — 15,152 - 15,152

Deferred income taxes (9,580) 261 — 9,319 14,957 252 — 15,209 (29,972) (48,089) — (78,061)

Noncash nonrecurring charge — 3,727 — 3,727 — — — — — — — —

Valuation charge on convertible

notes receivable — — — — — — — - 35,443 — — 35,443

Net unrealized gain on convertible

senior notes — - — (8,546) - — (8,546) — - - —

Tax benefits of stock options exercised 40,540 — — 40,540 12,430 — — 12,430 —_ — — —

Impairment of intangible assets — — — — — — — — 66,844 — — 66,844

In-process research and development charges — — - - — - — — 12,000 — - 12,000

Other non-cash items, net 181 3,329 — 3,510 (15) 2,963 — 2,948 (873) 5,398 — 4,525

Changes in operating assets and liabilities:

Accounts receivable (178) (31,339) 270 (31,247) (5,829) (42,069) 3,784 (44,114) (4,617) (2,787) 3,691 (3,713)

Inventories 2,120 (50,934) — (48,814) (14,827 (31,662 — (46,489)  (27,078)  (43,649) — (70,727)

64 Prepaid expenses and other

current assets 912 4317 - 5,229 17,010 (17,494) — (484) (6,330) 1,240 — (5,090)

Other assets 300 (3,763) - (3,463) (993) 4,129 — 3,136 3 (1,023 - — (1,020)

Accounts payable (2,181) (1,852) (270) (4,303) 1,902 (7,840) (3,784) (9,722) 21,338 13,671 (3,691) 31,318

Accrued expenses and other liabilities 4,007 11,541 — 15,548 (4,667) 46,186 — 41,519 53,476 143,828 — 197,304

Deferred revenue 71,213 — — 71,213 (9,247) — - (9,247) (9,090) - - (9,090)

Income taxes (37,535) 6,101 — (31,434) 16,540 12,437 - 28,977 23,589 (10,060) — 13,529

Net cash flows {used in) provided

by operating activities (14,106) 195,479 - 181,373 41,219 238,341 — 279,560 156,207 299,802 — 456,009
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RISK FACTORS

Before you purchase our securities, you should carefully consider the risks described below and the
other information contained in this report, including our cudited consolidated financial statements
and related notes. The risks described below are not the only ones facing our Company. Additional
risks not presently known to us or that we currently deem immaterial may also impair our business
operations. If any of the adverse events described in this “Risk Factors” section or other sections
of this report actually occurs, our business, results of operations and financial condition could be
materially adversely affected, the trading price, if any, of our securities could decline and you might
lose all or part of your investment.

RISKS RELATED TO OUR BUSINESS

The SEC investigation, other possible governmental investigations, and securities litigation
could have a material adverse effect on our business.

On March 10, 2003, we received a subpoena duces tecum from the SEC with respect to an SEC
investigation of King. The subpoena requested the production of documents focusing on the years
1999 and 2000 and included ail documents related to sales of our products to VitaRx and Prison
Health Services during 1999 and 2000, our "best price” lists, all documents related to the pricing of
our pharmaceutical products provided to any governmental Medicaid agency during 1999, the
accrual and payment of rebates on Altace® from 2000 to the present, and other general requests.
On May 14, 2003, the SEC issued another subpoena duces tecum, requesting additional documents
pertaining to the products Fluogen® and Lorabid? the King Benevolent Fund, our calculations related
to Medicaid rebates, and our Audit Committee's internal review of issues raised by the SEC investi-
gation. We have cooperated, and will continue to cooperate, in providing information to the SEC.

In connection with our determination that we have underpaid amounts due under Medicaid and
other governmental pricing programs during the period from 1998 to 2002, we have contacted the
Centers for Medicare and Medicaid Services, the Office of Inspector General at the Department of
Health and Human Services, and the Department of Justice. We expect to engage in more detailed
discussions with these and other appropriate agencies in order to determine the precise amount of
the underpayments. We currently expect to make the requisite payments in the third or fourth
quarter of 2003. The SEC, the Centers for Medicare and Medicaid Services, the Office of Inspector
General, the Department of Justice and other governmental agencies that might be investigating
or might commence an investigation of us could impose, based on a claim of 2 violation of fraud
and false claims laws or otherwise, civil andfor criminal sanctions, including fines, penalties and
possibte exclusion from federal health care programs {including Medicaid and Medicare). Some of
these laws may impose liability even in the absence of specific intent to defraud. We cannot pre-
dict or reasonably estimate the likelinood or magnitude of any such sanctions at this time. For addi-
tional information, please see this “Risk Factors" section under the heading “If we fail to comply

with our reporting and payment obligations under the Medicaid rebate program or other govern-
mental pricing programs, we could be subject to additional reimbursements, penalties, sanctions
and fines which could have a material adverse effect on our business” and the "Management's
Discussion and Analysis of Financial Condition and Results of Operations” section under the head-
ing "Recent Developments—SEC Investigation, Medicaid and Other Governmental Program Accrual
Adjustment, and Related Matters."

Subsequent to the announcement of the SEC investigation described above, beginning in March
2003, 22 purported class action complaints have been filed by holders of our securities against us,
our directors, former directors, executive officers and former executive officers in the United States
District Court for the Eastern District of Tennessee, alleging violations of the Securities Act of 1933
and/for the Securities Exchange Act of 1934. Plaintiffs allege that we, through some of our execu-
tive officers, former executive officers, directors and former directors, made false or misleading
statements concerning our business, financial condition and results of operations during periods
beginning March 31, 1999 and continuing until March 11, 2003. Additionally, seven purported
shareholder derivative complaints have been filed in federal and state courts in Tennessee alleging
a breach of fiduciary duty, among other things, by some of our officers and directors. The allega-
tions in these lawsuits are similar to those in the class action litigation described above. We intend
to defend these lawsuits vigorously but are unable currently to predict the outcome or reasonably
estimate the range of potential loss, if any.

If any governmental sanctions are imposed, or if we were not to prevail in the securities litigation,
neither of which we can predict or reasonably estimate at this time, our business, financial condi-
tion, results of operations and cash flows could be materially adversely affected. Responding to the
SEC in its investigation, resolving the amounts owed to governmental agencies in connection with
the underpayments and defending King in the securities litigation has resulted, and is expected to
continue to result, in a significant diversion of management's attention and resources and an
increase in professional fees.

If sales of our major products or royalty payments to us decrease, our results of operations
could be adversely affected.

Altace® accounted for approximately 39.9% and Levoxyl® accounted for approximately 15.0%
of our total revenues for the year ended December 31, 2002, and Altace? Levoxyl? Thrombin-JMI?
and royalty revenues collectively accounted for approximately 68.6% of our total revenues during
the same period. In addition, we acquired Sonata® and Skelaxin® on June 12, 2003, which together
had net sales in the United States and Puerto Rico of approximately $238.0 million in 2002. We
believe that sales of these products may constitute a significant portion of our revenues for the
foreseeable future. Accordingly, any factor adversely affecting sales of any of these products or
products for which we receive royalty payments could have a material adverse effect on our busi-
ness, financial condition, results of operations and cash flows.
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Risk Factors (continued)

with managed health care organizations may not prove to be correct and we could conseguently
lose sales in this market to competing ACE inhibitor products or alternative therapies. If any of these
situations occurred, they could have a material adverse effect on our business, financial condition,
results of operations and cash flows.

If our Bristol facility and the Aventis (USA) facility do not remain FDA-approved manufac-
turing and packaging sites for Altace® or if there is an interruption in the supply of raw
material for Altace® or of the finished product, the distribution, marketing and subsequent
sales of the product could be adversely affected.

Qur Bristol facility is an FDA-approved manufacturing and packaging site for Altace® Aventis (USA)
in Kansas City, Missouri, is our alternative or back-up FDA-approved manufacturing and packaging
site for Altace® Aventis Pharma Deutscheland GmbH (Germany) is our single supplier of ramipril,
the active ingredient in Altace® Because the manufacture of ramipril is a patented process, we can-
not secure the raw material from another source. We have entered into a long-term supply agree-
ment with Aventis (Germany) for ramipril and we believe that it adequately protects our supply of
raw material, but there can be no guarantee that there will be no interruptions or delays in the sup-
ply of the raw material. Any interruptions or delays in manufacturing or receiving the finished prod-
uct or raw material used for the future production of Altace® or the failure to maintain our Bristol
facility and the Aventis {USA) facility as FDA-approved manufacturing and packaging sites for
Altace® could have a material adverse effect on our business, financial condition, results of opera-
tions and cash flows.

Sales of Altace® may be affected by the perception of a class effect, and Altace® and our
other products may be subject to various sources of competition from alternate therapies.

Aithough the FDA has approved indications for Altace® that are unique among ACE inhibitors, we
may be unable to meet investors’ expectations regarding sales of Altace® due to a perceived class
effect or the inability to market Altace®s differentiating uses and indications effectively.

Al prescription drugs currently marketed by pharmaceutical companies may be grouped into exist-
ing drug classes, but the criteria for inclusion vary from class to class. For some classes, specific
biochemical properties may be the defining characteristic. For example, Altace® {ramipril) is a
member of a class of products known as ACE inhibitors because ramipril is one of several chemi-
cals that inhibit the production of enzymes that convert angiotensin, which could otherwise lead
to hypertension.

When onc drug from a class is demonstrated to have a particularly beneficial or previcusly
undemonstrated effect (e.g., the benefit of Altace® as shown by the HOPE trial}, marketers of other
drugs in the same class (for example, other ACE inhibitors) will represent that their products offer
the same benefit simply by virtue of membership in the same drug class. Consequently, other com-
panies with ACE inhibitors that compete with Altace® will represent that their products are equiv-
alent to Altace® By doing so, these companies will represent that their products offer the same
efficacious results demonstrated by the HOPE trial. Regulatory agencies do not decide whether

products within a class are quantitatively equivalent in terms of efficacy or safety. Because com-
parative data among products in the same drug class are rare, marketing forces often dictate a
physician's decision to use ane ACE inhibitor over another. We may not be able to overcome other
companies' representations that their ACE inhibitors will offer the same benefits as Altace® as
demonstrated by the HOPE trial. As a result, sales of Altace® may suffer from the perception of a
class effect.

Currently, there is no generic form of Altace® available although Cobalt Pharmaceuticals has filed
a Paragraph IV certification pertaining to Altace® which we have described above. That is, there is
no product that has the same active ingredient, ramipril, as Altace® Although no generic substitute
for Altace® has been approved by the FDA, there are other ACE inhibitors whose patents have
expired or will expire in the next few years and there are generic forms of other ACE inhibitors. Aiso,
there are different therapeutic agents that may be used to treat certain conditions treated by
Altace® For example, the group of products known as angiotensin Il receptor blockers, which we
refer to as an "ARB," beta-blockers, calcium channel blockers and diuretics, may be prescribed to
treat certain conditions that Altace® is used to treat. New ACE inhibitors or other anti-hypertensive
therapies, increased sales of generic forms of other ACE inhibitors or of other therapeutic agents
that compete with Altace® may adversely affect the sales of Altace® In these events, our business,
financial condition, results of operations and cash flows could be materially adversely affected.

Our Co-Promotion Agreement for Altace® with Wyeth could be terminated before we realize
all of the benefits of the agreement, it could be assigned to another company by Wyeth or
Wyeth could market a competing product.

Qur exclusive Co-Promotion Agreement for Altace® with Wyeth could be terminated before we real-
ize alt of the benefits of the agreement. Wyeth and we each have the right to terminate the agree-
ment if annualized net sales of Altace® are not equal to or greater than $300.0 million on October 4,
2003. There are other reasons why either Wyeth or we could terminate the Co-Promotion Agree-
ment. If the Co-Promotion Agreement is terminated for any reason, we may not realize increased
sales which we believe may result from the expanded promotion of Altace® If we must unwind our
marketing alliance efforts because of the reasons mentioned above, there may be a material adverse
effect on the sales of Altace®

If another company were to acquire, directly or indirectly, over 50% of the combined voting power
of Wyeth's voting securities or more than half of its total assets, then Wyeth could assign its rights
and obligations under the Altace® Co-Promotion Agreement to a successor without our prior con-
sent. However, a successor would be required to first assume in writing the obligations of Wyeih
under the Co-Promotion Agreement before the rights of Wyeth were assigned to it. Another party
might not market Altace® as effectively or efficiently as Wyeth did. Also, a company that acquires
Wyeth might not place as much emphasis on the Co-Promotion Agreement, might expend fewer
marketing resources, such as a fewer number of sales representatives, than Wyeth did, or might
have less experience or expertise in marketing pharmaceutical products to physicians. in any of
these cases, there may be a material adverse effect on the sales of Altace®
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Risk Factors (continued)

We filed a Citizen Petition with the FDA on March 28, 2003 requesting that the FDA refrain from
approving or accepting for filing any ANDA or supplemental ANDA for levothyroxine sodium drug
products until adequate standards for establishing bioequivalence for levothyroxine sodium drug
products are adopted in accordance with FDA procedures. If the FDA approves an ANDA for a
generic equivalent of Levoxyl® under the current standards, our business, financial condition, results
of operations and cash flows could be materially adversely affected.

We cannot assure you that we will not have to take additional charges related to the divesti-
ture of Lorabid® or that sales of Lorabid® will increase in the future.

Under the supply agreement with Eli Lilly, we continue to be obligated to make minimum purchases
of Lorabid® inventory. Based on changes in estimated prescription trends, we believe the minimum
purchase commitments under the supply agreement are greater than inventory quantities we will
be able to sell to our customers. As a result, during the fourth quarter of 2002, we have recorded a
$49.9 million charge related to the liability associated with the amount of the purchase commit-
ments in excess of expected demand. Additionafly, during the fourth quarter of 2002, we recorded
an intangible asset impairment charge in the amount of $66.8 million and a charge in the amount
of $15.2 million attributable to inventory contributions, the fatter resulting from our decision to
divest our rights to Lorabid® If sales of Lorabid® continue to decline, if we terminate the supply
agreement with Eli Lilly, or if we are unable to secure adequate Lorabid® inventory purchase com-
mitments from a buyer of the Lorabid® rights, we may incur additional losses in the future. Further,
in the event of further decline in the fair value of Lorabid? we may incur additional charges. We
cannot assure you that we will be able to divest our rights to Lorabid® on acceptable terms or at all
or that we will not incur additional charges in connection with this product. These charges and min-
imum purchase requirements could have a material adverse effect on our business, financial con-
dition, results of operations and cash flows.

Sales of certain of our women's health products have been and may continue to be nega-
tively affected by the perception of an increase in certain health risks associated with the use
of combination hormone replacement therapies and oral estrogen replacement therapies.

From time to time studies on various aspects of pharmaceutical products are conducted by aca-
demics or others, including government agencies, the results of which when published may have
dramatic effects on the markets for the pharmaceutical products that are the subject of the study.
For example, an ongoing clinical trial entitled the Women's Health Initiative is being conducted by
the National Institutes of Health. Data from that trial refeased in July 2002 indicated that an
increase in certain health risks may result from the long-term use of a competitor's combination
hormone replacement therapy for women. News of this data and the perception it has created have
negatively affected the entire combination hormone replacement therapy and oral estrogen
replacement therapy markets generally, which include our products Prefest® Menest® and
Delestrogen® and may affect our future marketing efforts for Estrasorb™ We cannot assure you that

sales of our currently marketed products will not continue to be negatively affected by the percep-
tion created by the data released to date or any additional data that may be released in the future.
If sales of these products continue to be negatively affected by the perception created by data asso-
ciated with the Women's Health Initiative, there may be a material adverse effect on our business,
financial condition, results of operations and cash flows.

We are required annually, or on an interim basis as needed, to review the carrying value of
our intangible assets and goodwill for impairment. If events such as generic competition
or inability to manufacture or obtain sufficient supply of product occur that cause the
sales of our products to decline, the intangible asset value of any declining product could
become impaired.

As of March 31, 2003, we had $1.4 billion of net intangible assets and goodwill. Intangible assets
primarily include the net book value of various product rights, trademarks, patents and other intan-
gible rights. If future sales of a product decline significantly, it could result in an impairment of the
declining product's net book value, resulting in a non-cash impairment charge. For example, dur-
ing the fourth quarter of 2002, we decided to divest our rights to Lorabid? resulting in an impair-
ment charge of $66.8 million. Additionally, the FDA approved for sale generic substitutes for our
product Forinef® in March 2002 and in January 2003. During the first quarter of 2003, we recorded
an intangible asset impairment charge of $111.0 million related to this product due to revised sales
projections for Florinef® triggered by the entry of a second generic product into the market. Any
impairment of the net book value of any product or combination of products, depending on the size
of the product or products, could result in a material adverse effect on our business, financial con-
dition, results of operations and cash flows.

If we cannot implement our strategy to grow our business through increased sales and acqui-
sitions, our competitive position in the pharmaceutical industry may suffer.

Our current strategy is focused on increasing sales of our existing products and enhancing our
competitive standing through acquisitions of FDA-approved products and products in develapment,
including through acquisitions of other companies, that complement our business and enable us
to promote and sell new products through existing marketing and distribution channels. Moreover,
since we engage in limited proprietary research activity with respect to the development of new
chemical entities, we rely heavily on purchasing FDA-approved products and products in develop-
ment from other companies.

Qther companies, some of which have substantially areater financial, marketing and sales resources
than we do, compete with us for the acquisition of FDA-approved products, products in development
or companies. We may not be able to acquire rights to additional FDA-approved products, products
in development, or companies on acceptable terms, if at all, or be able to obtain future financing for
acquisitions on acceptable terms, if at all. The inability to effect acquisitions of additional branded
FDA-approved products and products in development could limit the overall growth of our business.
Furthermore, even if we obtain rights to a pharmaceutical product or acquire a company, we may
not be able to generate sales sufficient to create a profit or otherwise avoid a loss.
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Risk Factors (continued)

may cause a decrease in revenue from our branded products and could have a material adverse
effect on our business, financial condition, results of operations and cash flows.

Effective August 18, 2003, the FDA may approve generic substitutes of branded pharmaceutical
products in a shorter period of time due to recent regulatory changes. Previously, the FDA required
that generic applicants claiming patent invalidity or non-infringement give us notice each time
either an ANDA was submitted or amended to claim invalidity or non-infringement of newly listed
patents. If we filed a patent infringement suit against the generic applicant within 45 days of
receiving such notice, the FDA was barred from approving the ANDA for 30 months unless specific
events occurred sooner. To avoid multiple 30-month stays for the same branded drug, the FDA's
new regulations now only require one such notice. Under the new regulations, if an ANDA appli-
cant had already provided patent invalidity or non-infringement notice to us about a particular
branded drug, we will not get a second notice or opportunity for another stay for that drug. As a
result generic substitutes of our branded pharmaceutical products could be approved sooner.

The FDA's new am,:_m:o:m also significantly change patent listing requirements in the FDA's Orange
Book. Only patents listed in the FDA's Orange Book are eligible for protection by a 30-month stay.
We are now required to list all patents that claim a composition of matter relating to a drug or a
method of using a drug. Previously, this provision was interpreted broadly, allowing the listing of
many drug patents. The FDA's new regulations prohibit listing of certain types of patents, including
patents claiming certain metabolites (the active moiety that results from the body's metabolism of
the drug substance), intermediates (namely, substances not present in the finished product), cer-
tain methods of use, or patents claiming certain product packaging. As such, some patents that may
issue in the future may not be eligible for listing in the FDA's Orange Book and thus not eligible for
protection by a 30-month stay.

Any significant delays or difficulties in the manufacture of or supply of materials for our
products may reduce our profit margins and revenues, limit the sales of our products, or harm
our products’ reputations.

We manufacture many of our products in facilities we own and operate. These products include
Altace® Levoxyi® and Thrombin-JMI® which together represent approximately 63.4% of our revenues
for the year ended December 31, 2002. Many of our production processes are complex and require
specialized and expensive equipment. Any unforeseen delays or interruptions in our manufactur-
ing operations may reduce our profit margins and revenues. If we are unable to resume manufac-
turing, after interruption, we may not be able to distribute our products as planned. Furthermore,
growing demand for our products could exceed our ability to supply the demand. If such situations
occur, it may be necessary for us to seek alternative manufacturers which could adversely impact
our ability to produce and distribute our products. We cannot assure you that we would be able to
utilize third-party manufacturers for our products in a timely manner or at ali. in addition, our man-

ufacturing output may decline as a result of power outages, supply shortages, accidents, natural

disasters or other disruptions of the manufacturing process. Even though we carry business inter-
ruption insurance policies, we may suffer losses as a result of business interruptions that exceed
the coverage available under our insurance policies.

A portion or all of many of our product lines, including Altace? Skelaxin? Sonata;” Bic

n? Prefest®
Intal® Tilade® Synercid® and Cortisporin® are currently manufactured by third parties. Once
approved, Estrasorb™ will be manufactured for us by Novavax. Our dependence upon third parties
for the manufacture of our products may adversely impact our profit margins or may result in
unforeseen delays or other problems beyond our control. For example, if any of these third parties
are not in compliance with applicable regulations, the manufacture of our products could be
adversely affected. If for any reason we are unable to obtain or retain third-party manufacturers
on commercially acceptable terms, we may not be able to distribute our products as planned. If we
encounter delays or difficulties with contract manufacturers in producing or packaging our prod-
ucts, the distribution, marketing and subsequent sales of these products would be adversely
affected, and we may have to seek alternative sources of supply or abandon or sell product lines on
unsatisfactory terms. We might not be able to enter into alternative supply arrangements at com-
mercially acceptable rates, if at all. We also cannot assure you that the manufacturers we utilize will
be able to provide us with sufficient quantities of our products or that the products supplied to us
will meet our specifications.

Our supply agreement for Bicillin® with Wyeth expires on July 7, 2004. There are limitations on the
number of units over and above current estimated demand for this product we can order under our
supply agreement with Wyeth. Furthermore, the expiration dating on this product is limited to
24 months. We may not be able to extend our agreement with Wyeth and we may not be able to
secure a new manufacturing source for sufficient quantities of B

n® on commercially accept-
able terms. If we are unable to extend the existing supply agreement or if we are unable to secure
a new source of supply, then we may not be able to distribute this product as planned or the value
of the assets could be impaired, which could have a material adverse effect on our business, finan-
cial condition, results of operations and cash flows. For the year ended December 31, 2002, net sales
of Bicillin® totaled $40.2 million.

We require a supply of quality raw materials and components to manufacture and package phar-
maceutical products for us and for third parties with which we have contracted. Currently, we rely
on over 500 suppliers to deliver the necessary raw materials and components. We have no reason
to believe that we will be unable to procure adequate supplies of raw materials and components on
a timely basis. However, if we arc unable to obtain sufficient quantities of any of the raw materials
or components required to produce and package our products, we may not be able to distribute our
products as planned.

The occurrence of any of these events could result in significant back orders for our products which
could have a material adverse effect on our business, financial condition, results of operations
and cash flows and could adversely affect our market share for the products and the reputation of
our products.
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Risk Factors (continued)

We also rely upon trade secrets, unpatented proprietary know-how and continuing technological
innovation in order to maintain our competitive position. We cannot assure you that others will not
independently develop substantially equivalent proprietary technology and techniques or otherwise
gain access to our trade secrets and technology, or that we can adequately protect our trade secrets
and technology.

If we are unable to secure or enforce patent rights, trademarks, trade secrets or other intellectual
property, our business, financial condition, results of operations and cash flows could be materially
adversely affected.

If the implementation of our new information technology system is not successful, our busi-
ness could be disrupted.

In November 2000, we began the process of implementing a new information technology system
which has started to become operational. In connection with its implementation, we have incurred
related costs of over $30.0 million. This system is intended to support many of our business func-
tions, including manufacturing, warehousing, distribution, logistics, sales reporting, accounting,
inventory, quality control, budgeting and other company functions. Although the new information
technology system is intended to significantly enhance the accuracy of our calculations for esti-
mating amounts due under Medicaid and other governmental pricing programs, our processes for
these calculations will continue to involve considerable manual input, and, as a result, these calcu-
lations will remain subject to the risk of errors arising from manual processes at least until mid-
2004. Even thereafter, despite our best efforts, the system could incorrectly calculate amounts due
under Medicaid and other governmental pricing programs. in the event we do not successfully con-
vert in a timely manner from our existing information system to the new one or in the event the
new system does not operate as expected, our business could be disrupted. We could lose what we
have invested and still have to incur additional costs for another system. This disruption or addi-
tional costs, if required, could have a material adverse effect on our business, financial condition,
results of operations and cash flows.

Wholesaler and distributor buying patterns and other factors may cause our quarterly results
to fluctuate, and these fluctuations may adversely affect our profitability.

Our results of operations, including, in particular, product sales revenue, may vary from quarter to
quarter due to many factors. Wholesalers and distributors represent a substantial portion of our
sales. Buying patterns of our wholesalers and distributors may vary from time to time. In the event
wholesalers and distributors with whom we do business determine to limit their purchases of our
inventory, sales of our products could be adversely affected. For example, in advance of an antici-
pated or announced price increase, many of our customers may order pharmaceutical products in
larger than normal quantities. The ordering of excess quantities in any quarter could cause sales of
some of our branded pharmaceutical products to be lower in subsequent quarters than they would
have been otherwise, Other factors include expenditures related to the acquisition, sale and pro-
motion of pharmaceutical products, a changing customer base, the availability and cost of raw

materials, interruptions in supply by third-party manufacturers, new products introduced by us or
our competitors, the mix of products we sell, sales and marketing expenditures, product recalls,
competitive pricing pressures and general economic and industry conditions that may affect
customer demand. We cannot assure you that we will be successful in maintaining or improving
our profitability or avoiding losses in any future period.

If the stock price of Novavax declines, our investment in Novavax convertible notes could
result in additional special charges related to a valuation allowance for these notes.

During the period from December 2000 through June 2002, we provided $40.0 million in financing
to Novavax in the form of notes receivable convertible to common stock of Novavax. The lean is
impaired as defined under Statement of Financial Accounting Standards No. 114, "Accounting by
Creditors for Impairment of a Loan.” We established a valuation allowance in the second quarter of
2002 which was adjusted in subsequent quarters during 2002 and in the first quarter of 2003. As
of March 31, 2003, the valuation allowance for the Novavax convertible notes equaled $27.5 mil-
lion. We will adjust the amount of the valuation allowance in future periods until the loan is no
longer considered to be impaired. We may incur additional charges related to our investment in the
convertible notes. Accordingly, these charges may adversely impact our earnings.

An increase in product fiability claims, product recalls or product returns could harm
our business.

We face an inherent business risk of exposure to product liability claims in the event that the use
of our technologies or products are alleged to have resulted in adverse effects. These risks will exist
for those products in ¢

ical development and with respect to those products that receive regula-
tory approval for commercial sale. While we have taken, and will continue to take, what we believe
are appropriate precautions, we may not be able to avoid significant product liability exposure. We
currently have product fiability insurance in the amount of $60.0 million for aggregate annual
claims with a $10.0 million aggregate annual deductible; however, we cannot assure you that the
level or breadth of any insurance coverage will be sufficient to cover fully all potential claims. Also,
adequate insurance coverage might not be available in the future at acceptable costs, if at all. For
example, we are not able to obtain product liability insurance with respect to our products Prefest®
Menest® Delestrogen? Pitocin® and Nordette® each a women's healthcare product. With respect to
any product liability claims relating to these products, we would be responsible for any monetary
damages awarded by any court or any voluntary monetary settlements. Significant judgments
against us for product liability for which we have no insurance could have a material adverse effect
on our business, financial condition, results of operations and cash flows.

Product recalls or product field alerts may be issued at our discretion or at the discretion of the FDA,
other government agencies or other companies having regulatory authority for pharmaceutical
product sales. From time to time, we may recall products for various reasons, including faiture of
our products to maintain their stability through their expiration dates. Any recall or product field
alert has the potential of damaging the reputation of the product. To date, these recalls have not
been significant and have not had a material adverse effect on our business, financial condition,
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Risk Factors (continued)

A failure by Dey, L.P. to successfully market the EpiPen® auto-injector or an increase in
competition could have a material adverse effect on our results of operations.

We recently acquired the EpiPen® auto-injector through our acquisition of Meridian. Dey, LP. markets
EpiPen® through a supply agreement that expires on December 31, 2010. Under the terms of the agree-
ment, we grant Dey the exclusive right and license to market, distribute and sell EpiPen® worldwide.
Although demand for EpiPen® continues to be strong due to increased awareness of the health risks
associated with allergic reactions, we expect competition to intensify. We understand that a new
competitive product manufactured by Hollister-Stier Laboratories LLC has received FDA approval. The
new product, Twinlect® Auto-Injector {epinephrine) injection, is not a therapeutically equivalent
product but has the same indications, same usage and the same route of detivery as EpiPen® Users
of EpiPen® would have to obtain a new prescription in order to substitute TwinJect® The supply agree-
ment with Dey includes minimum purchase requirements that are less than Dey's purchases in recent
years. A failure by Dey to successfully market and distribute EpiPen® or an increase in competition
could have a material adverse effect on our business, financial condition, results of operations and
cash flows.

Our relationship with the U.S. Department of Defense and other government entities is sub-
ject to risks associated with doing business with the government.

AllUS. government contracts provide that they may be terminated for the convenience of the gov-
ernment as well as for default. The unexpected termination of one or more of our significant gov-
ernment contracts could result in a material adverse effect on our business, financial condition,
results of operations and cash flows. Our supply contracts with the Department of Defense are sub-
ject to post-award audit and potential price determination. These audits may include a review of
our performance on the contract, our pricing practices, our cost structure and our compliance with
applicable laws, regulations and standards. Any costs found to be improperly allocated to a specific
contract will not be reimbursed, while costs already reimbursed must be refunded. Therefore, a post-
award audit or price redetermination could result in an adjustment to our revenues. From time to
time the Department of Defense makes claims for pricing adjustments-with respect to completed
contracts. No claims are currently pending. If a government audit uncovers improper or illegal activ-
ities, we may be subject to civil and criminal penalties and administrative sanctions, including ter-
mination of contracts, forfeitures of profits, suspension of payments, fines and suspension or
disqualification from doing business with the government.

Other risks involved in government sales include the unpredictability in funding for various govern-
ment programs and the risks associated with changes in procurement poiicies and priorities. Reduc-
tions in defense budgets may result in reductions in our revenues. We also provide our nerve agent
antidote auto-injector to a number of state agencies and local communities for homeland defense

against chemical agent terrorist attacks. Changes in governmental and agency procurement policies
and priorities may aiso result in a reduction in government funding for programs involving our auto-
injectors. A significant loss in government funding of these programs could have a material adverse

effect on our business, financia! condition, results of operations and cash flows.

Our sales depend on payment and reimbursement from third-party payors, and if they reduce
or refuse payment or reimbursement, the use and sales of our products will suffer, we may
not increase our market share, and our revenues and profitability will suffer.

The commercial success of some of our products is dependent, in part, on whether third-party
reimbursement is available for the use of our products by hospitals, clinics, doctors and patients.
Third-party payors include state and federal governments, under programs such as Medicaid and
other entitlement programs, managed care organizations, private insurance plans and health main-
tenance organizations. Because of the growing size of the patient population covered by managed
care organizations, it is important to our business that we market our products to them and to the
pharmacy benefit managers that serve many of these organizations. Payment or reimbursement of
only a portion of the cost of our prescription products could make our products less attractive, from
a net-cost perspective, to patients, suppliers and prescribing physicians. Managed care organiza-
tions and other third-party payors try to negotiate the pricing of products to contro! their costs.
Managed care organizations and pharmacy benefit managers typically develop formularies to
reduce their cost for medications. Formularies can be based on the prices and therapeutic benefits
of the available products. Due to their lower costs, generics are often favored. The breadth of the
products covered by formularies varies considerably from one managed care organization to
another, and many formularies include alternative and competitive products or therapies for treat-
ment of particular medical conditions. Exclusion of a product from a formulary can lead to its
sharply reduced usage in the managed care organization patient population. If our products are not
included within an adequate number of formularies or adequate reimbursement levels are not pro-
vided, or if those policies increasingly favor generic products, our market share and gross margins
could be negatively affected, as could our overall business and financial condition.

We have expanded our contracts with managed care organizations in an effort to increase the
inclusion of our products on formularies. To the extent that our products are purchased by patients
through a managed care group with which we have a contract, our average selling price is lower
than it would be for a non-contracted managed care group. We take reserves for the estimated
amounts of rebates we will pay to managed care organizations each quarter. Any increased usage
of our products through Medicaid or managed care programs wilt increase the amount of rebates
that we owe. We cannot assure you that our products will be included on the formulary fists of
managed care organizations or that adverse reimbursement issues will not have a material effect
on our financial condition, results of operations or cash flows.
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Risk Factors (continued)

The loss of our key personnel or an inability to attract new personnel could harm our business.

We are highly dependent on the principal members of our management staff, the loss of whose
services might impede the achievement of our strategic objectives. We cannot assure you that we
will be able to attract and retain key personnel in sufficient numbers, with the requisite skills or on
acceptable terms necessary or advisable to support our continued growth and integration. The loss
of the services of key personnel could have a material adverse effect on us, especially in light of our
recent growth. We do not maintain key-person life insurance on any of our employees. in addition,
we do not have employment agreements with any of our key employees.

Our shareholder rights plan and bylaws discourage unsolicited takeover proposals and could
prevent shareholders from realizing a premium on their common stock.

We have a shareholder rights plan that may have the effect of discouraging unsolicited takeover
proposals. The rights issued under the shareholder rights plan would cause substantial dilution to
a person or group which attempts to acquire us on terms not approved in advance by our Board
of Directors. In addition, our charter and bylaws contain provisions that may discourage unso-
licited takeover proposals that shareholders may consider to be in their best interests. These pro-
visions include:

@ aclassified Board of Directors;

® the ability of our Board of Directors to designate the terms of and issue new series of
preferred stock;

e advance notice requirements for nominations for election to our Board of Directors; and

e special voting requirements for the amendment of our charter and bylaws.

We are also subject to anti-takeover provisions under Tennessee laws, each of which could delay
or prevent a change of control. Together these provisions and the rights plan may discourage
transactions that otherwise could involve payment of a premium over prevailing market prices for
common stock.

Our stock price is volatile, which could result in substantial losses for investors purchas-
ing shares.

The trading price of our common stock is likely to be volatile. The stock market in general and the mar-
ket for emerging growth companies, such as King in particular, have experienced extreme volatility.
Many factors contribute to this volatility, including

© variations in our results of operations;
@ perceived risks and uncertainties concerning our business;
° announcements of earnings;

° failure to meet or exceed our own specific projections for revenue, product sales and earnings
per share;

o failure to meet timelines for product development or other projections or forward-looking
statements we may make to the public;

o failure to meet or exceed security analysts' financial projections for our Company;

o comments or recommendations made by securities analysts:

o general market conditions;

o perceptions about market conditions in the pharmaceutical industry;

o announcements of technological innovations or the results of clinical trials or studies;

o changes in marketing, product pricing and sales strategies or development of new products by
us or our competitors;

@ changes in domestic or foreign governmental regulations or regulatory approval processes; and

® announcements concerning regulatory compliance and government agency reviews.

This volatility may have a significant impact on the market price of our common stock. Moreover,
the possibility exists that the stock market (and in particular the securities of emerging growth com-
panies such as King) could experience extreme price and volume fluctuations unrelated to operat-
ing performance. The volatility of our common stock imposes a greater risk of capital losses on our
shareholders than would a less volatile stock. In addition, such volatility makes it difficult to ascribe
a stable valuation to a shareholder's holdings of our common stock.

RISKS RELATED TO OUR INDUSTRY

Failure to comply with government regulations could affect our ability to operate our business.

Virtually all aspects of our activities are regulated by federal and state statutes and government
agencies. The manufacturing, processing, formulation, packaging, labeling, distribution and adver-
tising of our products, and disposal of waste products arising from these activities, are subject to
regulation by one or more federal agencies, including the FDA, the DEA, the FTC, the Consumer
Product Safety Commission, the U.S. Department of Agriculture, the Occupational Safety and Health
Administration, and the EPA, as well as by foreign governments in countries where we distribute
some of our products.

Noncompliance with applicable FDA policies or requirements could subject us to enforcement
actions, such as suspensions of manufacturing or distribution, seizure of products, product recalis,
fines, criminal penalties, injunctions, failure to approve pending drug product applications or with-
drawal of product marketing approvals. Similar civil or criminal penalties could be imposed by other
government agencies, such as the DEA, the EPA or various agencies of the states and localities in
which our products are manufactured, sold or distributed, and could have ramitications for our
contracts with government agencies such as the Veteran's Administration or the Department of
Defense. These enforcement actions could have a material adverse effect on our business, financial
condition, results of operations and cash flows.

All manufacturers of human pharmaceutical products are subject to regulation by the FDA under
the authority of the FDC Act or the PHS Act or both. New drugs, as defined in the FDC Act, and new
human biological drugs, as defined in the PHS Act, must be the subject of an FDA-approved new
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Risk Factors (continued)

In the future, the publication of negative results of studies or clinical trials may adversely
impact our products.

From time to time studies or clinical trials on various aspects of pharmaceutical products are con-
ducted by academics or others, including government agencies, the results of which, when pub-
lished, may have dramatic effects on the markets for the pharmaceutical products that are the
subject of the study. The publication of negative results of studies or clinical trials related to our
products or the therapeutic areas in which our products compete could adversely affect our sales,
the prescription trends for our products and the reputation of our products. One example of these
types of studies is the Women's Health Initiative, which we discuss more fully in this “Risk Factors”
section under the heading of "Sales of certain of our women's health products have been and may
continue to be negatively affected by the perception of an increase in certain health risks associated
with the use of combination hormone replacement therapies and oral estrogen replacement thera-
pies." In the event of the publication of negative results of studies or clinical trials related to our
branded pharmaceutical products or the therapeutic areas in which our products compete, our busi-
ness, financial condition, results of operations and cash flows could be materially adversely affected.

New legislation or regulatory proposals may adversely affect our revenues.

A number of legislative and regulatory proposals aimed at changing the health care system, includ-
ing the cost of prescription products, reimportation of prescription products and changes in the
levels at which pharmaceutical companies are reimbursed for sales of their products, have been
proposed. While we cannot predict when or whether any of these proposals will be adopted or the
effect these proposals may have on our business, the pending nature of these proposals, as well as
the adoption of any proposal, may exacerbate industry-wide pricing pressures and could have a
material adverse effect on our business, financial condition, results of operations and cash flows.

The industry is highly competitive, and other companies in our industry have much greater
resources than we do.

In the industry, comparatively smaller pharmaceutical companies like us compete with large, global
pharmaceutical companies with substantially greater financial resources for the acquisition of
products, technologies and companies. We cannot assure you that

e we will be able to continue to acquire commercially attractive pharmaceutical products, com-
panies or technologies;

e additional competitors will not enter the market; or

° competition for acquisition of products, companies, technologies and product lines will not have
a material adverse effect on our business, financial condition and results of operations

We also compete with pharmaceutical companies in developing, marketing and selling pharma-
ceutical products. The selling prices of pharmaceutical products typically decline as competition
increases. Further, other products now in use, developed or acquired by other pharmaceutical
companies may be more effective or offered at lower prices than our current or future products.

Competitors may also be able to complete the regulatory process sooner and, therefore, may
begin to market their products in advance of ours. We believe that competition for sales of our
products will be based primarily on product efficacy, safety, reliability, availability and price.

Competition for Acquisitions We compete with other pharmaceutical companies for product and

product line acquisitions. These competitors include Biovail Corporation, Forest Laboratories, Inc.,
Galen Holdings plc, Medicis Pharmaceutical Corporation, Shire Pharmaceuticals Group ple, Watson
Pharmaceuticals, Inc., and other companies which also acquire branded pharmaceutical products
and product lines, including those in development, from other pharmaceutical companies. We can-
not assure you that

o we'will be able to continue to acquire commercially attractive pharmaceutical products, com-
panies or technologies;

o additional competitors will not enter the market; or

@ competition for acquisition of products, companies, technologies and product lines will not have
a material adverse effect on our business, financial condition and results of operations.

Product Competition Additionally, since our products are generally established and commonly sold,
they are subject to competition from products with similar qualities,

Our largest product Altace® competes in the market with other cardiovascular therapies, including
in particular, the following ACE inhibitors or any generic equivalents:

e Zestril® (AstraZeneca plc),

e Acupril® (Pfizer, Inc)),

o Prinivil® (Merck & Co,, Inc),

© Lotensin® (Novartis AG),

e Monopril® (Bristol-Myers Squibb Company),

e Vasotec® (Biovail Corporation),

e Capaten® (Bristol-Myers Squibb Company), and

o Mavik® (Abbott Laboratories).

Our product Levoxyl® competes with other levothyroxine sodium products, including in particular
the following products and any generic equivalents:

o Synthroid® (Abbott Laboratories),

o Levothroid® (Forest Laboratories, Inc.), and

o Unithroid® (Jerome Stevens Pharmaceuticals, Inc.).

We intend to market these products aggressively by, among other things
o detailing and sampling to the primary prescribing physician groups, and

@ sponsoring physician symposiums, including continuing medical education seminars.
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SHAREHOLDER INFORMATION

Corporate Headquarters

King Pharmaceuticals, Inc.

501 Fifth Street

Bristol, Tennessee 37620

(423) 989-8000 or (800) 336-7783

Common Stock
King Pharmaceuticals, Inc. comman stock trades on the
New York Stock Exchange under the symbol "KG."

Transfer Agent

American Stock Transfer and Trust Company
59 Maiden Lane

New York, New York 10038

(800) 937-5449

Shareholder Account Assistance

Shareholders who wish to change the address or ownership
of stock, report lost certificates, have questions about other
account registration procedures, or require assistance about
these matters should contact the Transfer Agent at the
address or phone number above. Please include your name,
address, and telephone numbers with all correspondence.

Inquiries

All business-related inquiries should be directed to:
James E. Green, Executive Vice President, Corporate Affairs
King Pharmaceuticals, Inc.

501 Fifth Street

Bristol, Tennessee 37620

(423) 989-8125

Independent Accountants
PricewaterhouseCoopers LLP
Greensboro, North Carolina

Additional Information

For a copy of the King Pharmaceuticals, Inc. 2002 Form 10-K
Annual Report, as filed with the Securities and Exchange
Commission, write or call the King Pharmaceuticals, Inc.
Corporate Affairs Department at (423) 989-8711.

Internet Address
The Company's Internet address is www.kingpharm.com

Market for Common Equity and

Related Stockholder Matters

The following table sets forth the range of high and low
sales prices per share of our common stock for the periods
indicated. Our common stock is listed on the New York
Stock Exchange, where our stock trades under the symbol
“KG." There were approximately 1,200 shareholders on
December 31, 2002, based on the number of record holders
of the common stock.

2001 High Low
First quarter $39.00 $24.79
Second quarter 43.41 27.13
Third quarter 46.05 34.25
Fourth quarter 44.59 35.12
2002 High Low
First quarter $42.13 $29.25
Second quarter 35.10 18.30
Third quarter 21.98 15.85
Fourth quarter 19.42 15.00
2003 High Low
First quarter $18.13 $11.01
Second quarter 16.51 9.46

On July 25, 2003, the closing price of the common stock as
reported on the New York Stock Exchange was $15.12.

We have never paid cash dividends on our common stock.
The payment of cash dividends is subject to the discretion of
the Board of Directors and will be dependent upon many
factors, including our earnings, our capital needs, and our
general financial condition. We currently anticipate that for
the foreseeable future, we will retain our earnings.
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PHARMACENTICALS

King Pharmaceuticals, Inc.
501 Fifth Street

Bristol, Tennessee 37620
(423) 989-8000
www.kingpharm.com



