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KNOWLEDGE

In-depth knowledge is the primary element that differentiates Eastman Chemical Company. This unparalleled
expertise supports all of our businesses and forms the foundation for our success. We know technology, and
we're experienced at using it effectively fo serve the global marketplace. We know our processes inside
and out — no company runs large plants more skillfully, efficiently, and safely than we do. We know our
customers and how to partner with them to develop innovative solutions. And, we know how to accomplish
our goals. Through discipline, focus, and dedication, we are making our Company stronger and more profitable
for the future. Our sirengths are many — and readily apparent to those who know us. »
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It's been a decade since Eastman spun off from Kodak to become
an independent, publicly traded company. A lot has changed in
those ten years; we are now a very different company.

We're more global, we're more focused, and we're more market-
s

driven than ever before. We have new members of management,

greater capabilities, and a refined strategic approach to our future.

But we're also under greater pressure today than in 1994, Qur
business environment has changed dramatically in ten years.
Our upstream raw material suppliers have consolidated
significantly to increase their selling power. Likewise, our
downstream customers have grown larger and strengthened their
buying power. As a result, selling prices have not maintained
pace with escalating raw material and energy costs.

This has created an unprecedented margin squeeze in our indus-
try and for all companies in the middle of this value chain.
Additionally, we have new, low-cost competitors from Asia and the
Middle East. In some cases, these new competitors are displacing
our exports to their regions. In other cases, they are competing with
us in our home markets.

The bottom line is this: Delivering high-quality, innovative products
that generate acceptable financial returns is more difficult today
than it has ever been. While it’s true that these challenges are
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different from the past, this is certainly not the first time we
have faced and overcome difficulties. Eastman employees
have been the core of our successes in the past, and their
inventiveness and adaptability will drive our successes in the
future. We know and understand our strengths. We see
clearly where our challenges are. We have a great deal of
work ahead of us this year, but we are on the right path
toward restoring long-term growth and profitability.

2003 Results

Eastman is a stronger company today than it was a year
ago. Sales revenue was up 9 percent in 2003 over 2002.
Though high raw material and energy costs offset much of
this improvement, we were still able to provide our stock-
holders a solid dividend and contribute $238 million to
our U.S. pension plans. This contribution reduces our U.S.

pension funding for 2004, which we expect to be between
$0 and $40 million.

We were able to do this, in part, by maintaining our
commitment to financial discipline. We held S&GA and
R&D expenses to 10 percent of sales and we kept capital
expenditures well below depreciation and amortization.

For the year, we reported a loss of $3.50 per diluted
share. These results largely reflect the goodwill and

Chairman and’ tive Officer

asset impairments and restructuring charges associated
with our efforts to restructure, divest, or consolidate
under-performing product lines, primarily in our Coatings,
Adhesives, Specialty Polymers, and Inks (CASPI} segment.
Excluding these charges and gains from the sale of some
other assets, the Company’s earnings improved slightly
over 2002.

We are encouraged by the improvement we saw as the
year ended. We believe our actions to improve profitability,
coupled with a recovering economy, will make for a better
2004. We do, however, expect high raw material and
energy costs fo continue squeezing margins, so pricing and
cost control will remain top priorities.

| would also like to point out another highlight from 2003.
In November, we were fortunate to have Rich Lorraine join
our Company as the new Chief Financial Officer. His strong
financial credentials, knowledge of the chemical industry,
and broad business experience make him a valued addition
to Eastman'’s leadership. | encourage you to read more
about Rich and his thoughts on the coming year in his letter
later in this report. Rich succeeded Jim Rogers, who now
devotes his full energies to the success of Eastman Division
as its President.
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Focus: Earning the Right to Grow

Our focus in 2003 was, and continues to be, to improve
the profitability of this Company and to earn the right
to grow. The past 12 months have been a period of
significant internal examination. We took a hard look at
each of our businesses and the markets they serve,
scrutinized where and how our resources are allocated,
and subsequently |made tough decisions about the
direction of the Comipany.

We're transforming our portfolio, and we're deliberately
shrinking the Company in selected areas to give more
visibility to our core profitability. We're doing this through
restructuring, divesting, or consolidating some of our
businesses and product lines that are negatively affecting
earnings. ‘
These actions are most evident in our CASPI segment.
Certain acquisitionsimade within the CASPI organization
over the last few years have not performed as expected.
Despite our efforts Ito improve these under-performing
businesses, it became clear that they would be unable to
achieve our corporate earnings and growth targets in a
satisfactory time frame. Therefore, in 2003, we inifiated
actions to pursue: alternative strategies with these
product lines.

By the end of 2003, we had consolidated five sites and
sold our colorant product lines assets. We still have much
work to do in CASPI but we anticipate that these actions
will be completed around mid-year and will contribute
approximately $50! million to the segment’s operating
results in 2004, 1

The work on our corporate portfolio is not limited to one
business area. We divested our high-performance crystalline
plastics product lines and our polyethylene color concen-
frates product lines m\our Specialty Plastics segment, and we
consolidated monufgcfurmg facilities in our Performance
Chemicals and Intermediates segment. In 2004, you can
expect us to conhn‘ue executing these types of tactical
actions throughout the Company. Equally important o work-

ing on the product and service portfolio is our ability to

effectively offset the pressures of higher raw material and
energy costs, as well as expected increases in labor and
benefit costs.

Additionally, here’s what you can expect from us in 2004:

¢ We will continue to demonstrate financial discipline. For
example, we are committed to holding overhead costs
(defined as S&GA plus R&D) at or below 10 percent of
sales. To do this, we intend to reduce corporate costs as
we restructure, consolidate, or divest certain areas of the
Company. Most likely, this will require further reductions
in both labor and nonabor areas of the Company
through 2004.

* We will continue to invest in our Developing Businesses
Division. This will enable us over the long ferm to add
businesses to our portfolio that have lower capital inten-
sity, higher margins, and take advantage of the technol-
ogy capabilities that we have within the Company. We
are narrowing our focus to fewer platforms, and our net
spend is expected to be below $45 million, a significant
reduction of the 2003 level of $65 million.

* We will continue to drive performance and increase
personal accountability. After re-examining Eastman’s
compensation structures in 2003, we established a
program that places greater emphasis on variable
compensation for managers and is pegged to meeting
financial and program targets. In 2004, sales and
marketing employees will participate in similar variable
compensation plans, with incentives tied to gross margin
improvement, new products, and new customers.

* Finally, we will stay focused on the business of running
the business. In other words, we will remain committed to
excellent health, safety, and environmental performance;
strive to attract and maintain a worldclass workforce;
and drive manufaciuring process improvements through
operational excellence. And we will continue to provide
our customers with the quality products and exceptional
service they have come to expect from Eastman.
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Forward Look: Building on Our Strengths

The actions we took last year have strengthened our oper-
ating foundation. We started 2004 leaner, more flexible,
and more responsive than we were in 2003. Today we are
a different company than we were a year ago. And a year
from now, we will be a different company still. We will
continue to evolve in order to deliver the value our stock-
holders deserve.

The work we do this year will be crifical in defermining how
well we deliver that value. Our challenges in 2004 are to
improve the current profitability of our businesses at the
same time that we are developing and implementing long-
term growth strategies. Doing either one is a sizable task.
Doing both simultaneously requires extra creativity. If we are
to prosper in the face of formidable foreign competition and
margin compression in our value chain, it is obvious that we
will have to defend, optimize, and improve the value propo-
sitions we offer to our customers.

To do this, we are redirecting our resources to market
segments that offer the greatest growth potential and
where we can differentiate ourselves from competitors. This
will ultimately lead to shifts in our portfolio mix to better
capture the opportunities that exist in current end
markets, as well as in new markets where we don't have a
significant presence today. Our market analysis over the
past year has underscored our belief that Eastman’s strong
brands and unique products and technologies can
succeed in selected growth markets. By focusing more
resources on market niches where Eastman has compelling
value propositions, we believe we can drive new revenue
growth and better profitability going forward.

While we are transforming ourselves as a company, we are
not departing from the things that have historically made us
strong. What is changing is how and where we leverage
our strengths. In short, we are taking our best affributes and
making them even more a part of who we are at Eastman.
In particular, we will build on:

» Eastman’s proprietary technology and commitment fo
innovation;

* Eastman’s know-how and expertise;

* Eastman’s unique cost position, especially as it relates to
our vertical infegration; and

¢ Eastman’s strong brand and long heritage of under-
standing and meeting the needs of our customers.

Conclusion

Times of great challenge are always windows of great
opportunity. This is true now, just as it was when we became
an independent company a decade ago, and just as it was
when the Company was founded over 80 years ago. By
concentrating on our strengths ~ and addressing our weak-
nesses — I'm confident that we can deliver superior results to
our stockholders.

In closing, | would like to thank Eastman employees around
the world for their outstanding contributions over the past
year. The ways in which they gave of themselves and their
incredible talents through 2003 were nothing short of
extraordinary. | have no doubt that they will continue this
exceptional commitment in the coming year.

We thank you for your investment in Eastman. We look
forward fo creating the success that we all want in 2004.

Sincerely,

Dibion Fopoir—

J. Brian Ferguson
Chairman and Chief Executive Officer
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VORIDIAN DIVISION

EASTMAN DIVISION

DIVISION
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DEVELOPING
BUSINESSES

Major Industries [Served
Revenue by industry |

JS

Beverage Packaging 20.66% Tobacco 10.77%

{ !
?

Other Packaging 11.00%

AND END USES |

Cigarette filters, fabrics for apparel, home furnishings, and
industrial applications

INTERMEDIATES

FIBERS
Dual-ovenable food containers, extrusion coatings, food and
beverage packaging, custom care/cosmetics packaging, health
POLYMERS care, pharmaceuticals
CpATWGS, Adhesives {nonwoven, tape, label, hot melt); paint and
ADHESIVES, coatings (architectural, automotive, industrial, OEM);
SPECIALTY printing inks and graphic arts {publication, packaging)
POLYMERS,
AND INKS
i
i
i
!
| Agrochemicals, automotives, beverages, coatings, consumer and
P!E RFORMANCE industrial, flooring, household products, medical devices, nutrition,
CHEMICALS & pharmaceuticals, photographic/imaging, polymers, textiles, toys

Durable goods, medical goods, personal care, consumer goods,
packaging, displays, building and construction, photographic and

SPECIALTY kagir : nstr
PLASTICS optical film, tapes and labels, industrial film, nonwovens

\

|

s =R =
Create new business platforms to meet critical customer needs in high-

DEVELOPING growth markets that are new to Eastman. Leverage Eastman capabilities
BUSINESSES and technology expertise and acquire domain knowledge to solve

market needs in nontraditional areas. Over the next five years, grow
these business platforms to make Developing Businesses a more
prominent part of the Eastman portfolio of businesses.




Personal Care &

Health Care Cosmetics Agriculture
Durcbles 8.63% Graphic Imaging 7.48% 5.02% 3.98% 2.46%
i i e
— | |
Consumables 9.16% Building and Construction 7.53% Other 6.02% Transportation Textile
4,46% 2.83%

Acetate tow, acetate Hlake, acetyl chemical products, Chromspun
solution-dyed acetate yarn, and Estron acetate yarn

Breadth and qudlity of product line; integrated
to coal; long-standing customer relationships;
operational expertise; technical service

AmberGuard PET polymer, Elegante polymers, EMAC and EBAC
specialty copolymers, Heatwave polymer, Mxsten extra-low-density
polymers and plastomers, VersaTray plastic, Voridian Aqua PET
polymers, Voridian Hifor and Hifor Clear polyethylene, Voridian
low-density polyethylene, and Voridian PET polymers

Breadth of product line and formula capability;
global manufacturing presence; integrated supply
of raw materials; quality materials; strong
technology base; technical service

o e R W G e W
e i 2 9 W O P

Coatings additives and solvents: Cellulosic polymers, Texanol ester alcohol
and chiorinated polyolefins, ester, ketone, glycol ether, and alcohol solvents

Resins and monomers: Solvent-borne polymers, waterborne polymers,
resins and curatives for powder coatings, and radiation-curable polymers
and acrylic monomers

Adhesives raw materials: Hydrocarbon resins, rosins resins, resin
dispersions, and polymer raw materials

Inks and graphic arts: Pigments, resins, liquid components, and additives

HOW W ADD VALU

Strong customer interface; technical service;
vertical integration; breadth of product and
technology offerings; low-cost manufacturing
position; product quality; process and market
knowledge; efficient operations

Performance chemicals: Diketene derivatives, specialty ketones, specialty
anhydrides for fiber and food and beverage ingredients, and custom
manufacturing of complex organic chemicals

Intermediates chemicals: Oxo chemicals and acetyl products, acetic
anhydride, plasticizers, glycols, and polymer intermediates

Favorable cost position from integrated, high-quality,
continuous processes; proprietary and branded
products; proprietary technology; providing
innovative solutions for customers; strong customer
and technical service; strong trademark recognition

Engineering and specialty polymers: Polyesters, copolyesters, alloys,
and cellulosic plastics

Specialty film and sheet: Eastar copolyester, Embrace copolyester,
Spectar copolyester, and Kelvx resin

Packaging, film, and fiber: Cellulose esters, copolyesters, specialty
polyesters, and concentrates/additives

Branded products; performance benefits of
polyesters; proprietary technology; specialty
composites tailored for a specific end use or
market; technical service; breadth of product
offering; scale of operations; vertical integration;
manufacturing expertise

Expertise in chemical and polymer technology and process
engineering; in-depth understanding of customer needs and
markets; portfolio of intellectual and technological property;
rigorous screening and verification process to ensure best

risk/return profile
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How will you use your financial background to
improve Eastman Division?

(im Rogers, [Executive Vice President, Eastman
Chemical Company and President, Eastman Division)
We are fortundte that the Division is rich in technical
expertise — e%(pertise in understanding not only
our chemistry, but also how to excel at operating
complex, integrated manufacturing facilities. | want
to use my experience to nurture our commercial skills
and our business sense. We are focusing on our
strengths, working on the areas that can create the
most value for our customers — which will allow us to
keep more on| our bottom line as well. It always
comes back to|the financial numbers - they are the
language of business. Having been a CFO for ten
years, | guess you could say | speak the language.

By your own assessment, Eastman Division’s busi-
nesses aren’t performing as well as you'd like. How
quickly can these businesses be improved, and what
factors are critical to this improvement?

We are executing a fairly simple game plan
of restructuring our portfolio, divesting less
profitable product lines and assets while emphasizing
others that our [customers value. With this simplicity
comes focus dnd speed. We want to have most
of the restructuring behind us by mid-year. We are
already working on the next step in our turnaround
plan, which is profitable growth. Here, it is critical that
we understand 'our customers and our markets well
enough to forgiet our R&D dollars toward the most
promising commercialization opportunities. At the
same time, we will relentlessly drive our cost inifiatives
to give us a ciompeﬁtive advantage. All of these
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actions require fremendous effort by our people to
succeed. | know we are up to the challenge.

There are many changes taking place in the
global cigarette industry, a primary market for
Voridian’s acetate tow. How will Voridian compete
successfully in this changing market?

(Allan Rothwell, Executive Vice President, Eastman
Chemical Company and President, Voridian Division)
We have supplied acetate tow to the cigareite
industry for more than 50 years. During that time, we
have developed strong relationships with our
customers, and this positions us well to maintain
these relationships as industry consolidation occurs.
While demand for acetate tow is declining in
North America as cigarette production declines,
demand for our product is growing slightly
worldwide. Currently, we sell 65 percent of our
product outside North America, and we anticipate
that demand will continue to grow as a result of
government mandates for reduced tar and nicotine
deliveries in places such as China, Brazil, and
Europe. We will continue to focus on improving
product quality, developing more user-friendly and
environmentally-friendly packaging, and supporting
research fo assist customers in the effective use of
Voridian products and in the customers’ product
development efforts.

How will Voridian take advantage of continved
growth in demand for PET polymers?2

Demand for PET polymers continues to grow world-
wide. The carbonated soft drink industry is growing
organically, and along with that growth is increased
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consumption of boftled water, usually in single-serve
PET polymer containers. For bottled water, low cost is
the primary driver determining the package of choice.
During 2003, Voridian concentrated on manufactur-
ing process improvements that resulted in reduced
conversion costs for the resin — the key to providing a
low-cost package for bottled water. We also continved
to take advantage of the trend to use packaging as a
marketing tool, rather than simply a product container.
Novel package shapes, eyecatching graphics,
specific performance criteria, and the need for shatter-
resistance are fueling additional PET demand.
Eastman maintains the industry’s broadest offering of
PET resins aimed at this growing demand area.

After more than 30 years of service with Eastman,
Roger Mowen will retire from the Company on
May 31, 2004. Roger's vision for Eastman's long-
term growth was instrumental in the formation
and successful launch of the Developing Businesses
Division. Roger recently reflected upon the objectives
of this newly created division and the value it brings
to Eastman.

Why did Eastman create a Developing Businesses
Division?

(Roger Mowen, Senior Vice President, Developing
Businesses and Corporate Strategy]

Growth doesn't necessarily mean having to put steel
in the ground or make large acquisitions. Already
within this Company we have the skills, technology,
and expertise to develop new products and services
that offer unique solutions to the marketplace. We're

Q»
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finding ways to leverage these strengths in high-
growth markets where we have a real competitive
advantage. It's our job in Developing Businesses
to add focus to that effort and bring it
all together in a way that creates platform-sized
opportunities for the Company that have higher
margins and are assetlight and less capital-
intensive. We fully intend for this Division to be a
viable growth engine for the Company and to
produce revenues on the level of the Eastman and
Voridian Divisions. This won't happen overnight, but
that's what we're working toward.

What level of discipline is applied to identifying and
funding new businesses as they develop?

We're making sure that the dollars spent in
Developing Businesses are a good investment. We
start with literally hundreds of ideas, and we take
each of them through a very disciplined, stagegated
process. This begins by looking at how much we'd
have to invest and weighing the risk against the
reward. A lot of ideas fall off at this point, but those
that pass go on fo the next stage. From there, a
cross-functional team of internal and external
experts from marketing, technology, business, and
finance determines if we have a compelling
business plan and viable means for capturing value
from it. If it passes their scrutiny, we go info testing.
If we like what we see, the business is then prepared
for launch. I's a very rigorous process, but it gives us
the assurance that by the time a business gets to
the launch stage, we have done our homework and
are confident of its success.
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»> EASTMAN’S STRENGTHS

Expertise. Eastman’s strengths are rooted in the
expertise we've gained throughout our 84-year
history as a chemical manufacturer. This expertise
includes a thorough understanding of the processes
we use — and the ongoing efforts to make them more
efficient and effective. For example, we're in our 21st
year of running the world’s bestperforming coal
gasification plant. We were the first to
operate a commercial coal gasification
facility in the United States, and the
first to produce acetyl chemicals from
coal, averaging better than 98 percent
on-stream each year.

In addition to being integrated back
to coal in our acetyl chain, coal
gasification feeds several other
Eastman manufacturing chains. Using
coal as a raw material improves our
cost position and provides a cleaner energy source.
We're leveraging our expertise in coal gasification to
help fill the country’s need for cleaner, cheaper, and
more abundant power resources. In fact, the U.S.
Department of Energy [DOE) named our coalfo-
methanol project conducted at the Kingsport,
Tennessee, site the most successful of 38 joint
government-industry clean coal technology projects.
We are parlaying our coal gasification know-how into
a growing services business, helping customers

operate and maintain gasifiers. This business
generated positive revenue for the Company in 2003
and promises to have a successful future.

We're also using our expertise to help other companies
profect the environment as well as promote health and
safety. Ariel Research, a part of Developing Businesses,
is the leading provider of expert solu-
tions for global environmental, health,
and safety {EH&S) management. More
than 300 companies rely on Ariel’s
regulatory data, systems, consulting,
and EH&S management services to
comply with complex, changing regu-
lations in more than 50 countries.

Along with process expertise, we
know how to build customer loyalty
and strengthen relationships. The
Eastman brand is the embodiment of integrity.
Customers trust and depend on us to be there with the
right products when they need them. But, we're more
than a supplier. We partner with customers to create
solutions, developing the big ideas that big brand
owners look for to enhance their businesses. In most
consumer markets, our customers face considerable risk.
They count on Eastman for the ingredients to give them
a competitive advantage.
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Eastman's Lenstar polyester is one such product. Our
long-standing relationship with Pacur, a custom poly-
ester sheet extrusion company, led fo the development
of Lenstar, a unique resin tailored to the lenticular print
market. The onstmon-Pocur partnership produced a
tougher, clearef, and easierto-use lenticular sheet.
These specialty sheets can accommodate three-dimen-
sional or multiple morphing imoges on pointof-
purchase displays, packaging, direct mail, and other
promotional materials. Our exclusive licensing of
lenstar to Pacur has strengthened that company's
position in the lenticular market and enhanced its
growth potential.
|

Technology. Eastman'’s portfolio includes commodities
as well as highly? specialized products. We understand
the chemistry dnd technology required to excel in
manufacturing both types of products. Qur customers
recognize that we can meet their individual specifico-
tions better than anyone in the industry.

In commodities businesses, such as PET polymers and
polyethylene, process and product innovation efforts
are necessary to thrive. We rely heavily on process
technology and innovation to reduce costs, increase
efficiencies, and generate additional profit. We're
experts at maintaining and debottlenecking our plants
to realize maximum capacity at minimum additional
cost. Fundcmenﬁol process technology efforts aimed at

conversion and improvement of total manufacturing
costs will enable Eastman’s commodities businesses to
remain competitive for years to come.

Among our recent innovations in polyethylene tech-
nology is Vitiva PET, a new resin that provides ultravi-
olet (UV) light protection primarily for food and
beverage products. Vitiva PET contains an FDAcompli-
ant UV light absorber that protects delicate colors,
Hlavors, vitamins, and nutrients in custom packaging
applications. In addition fo crystal clarity, strength, and
food compatibility, Vitiva PET is a drop-in replacement
for standard PET polymers, requiring no new tooling or
capital investment by our PET polymers customers.

In our specialty copolyesters business, we also
continue to develop new uses for our polymer technol-
ogy. These include high-quality packaging solutions
that mimic the look and feel of glass in a shatter resist-
ant container. Eastman’s Glass Polymer brings high
gloss, water clarity, and chemical resistance to many
cosmetics applications, including lip care, make-up,
and personal care products. Other uses for our
specialty copolyesters are found in highly demanding
medical applications where clarity, toughness, and
chemical resistance to lipids and alcohols are required.

Infegration, scale, and strategic location enhance
Eastman’s technological advantages. Our plants
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MATTERS

The Eastman Chemical Company brand is one of

our biggest strengths. It represents a long history of
experience, expertise, and infegrity. Customers who

know us respect us because we offer
and ~and we deliver on our promises.

are located regionally and globally to serve large
international customers. We have successfully
partnered with several Asia-Pacific companies to
serve that rapidly growing region. Our joint venture
with Yangzi Petrochemical Industrial Corporation
(YPIC) produces Eastotac hydrocarbon tackifying
resins for the adhesives market. Eastman has
supplied manufacturing processes and technology to
enable this twoyearold plant to produce quality
products used in a variety of nonwovens, packaging,
and other adhesive applications.

We are ]oint—ver%turing with another Chinese company,
Sinopec Qilu Petrochemical Company, fo construct a
world-scale plant that will produce Texanol ester alco-
hol and Eastman TXIB plasticizer. Texanol ester alcohol
is the leading coalescing aide used in premium quality
paints. Eastman TXIB plasticizer is used in flooring,
wallpaper, synthetic leather, and disposable medical
examination gloves. The new plant is scheduled to
begin commercial production during 20035, increasing
our global capdcity, strengthening our leadership in the

coatings additives market, and fostering growth of our
specialty oxo derivative products in China. These and
other manufacturing initiatives demonstrate our ability
to make the most effective use of technology for high-
performance products that are in demand throughout
the world.

Innovation. Innovation is an integral component of
Eastman’s culture. We know how to leverage intellec-
tual property to ensure a continual stream of new ideas
and products. We're also uniquely capable of combin-
ing technologies for effective, customized solutions.

At Eastman, more than 1,400 scientists and
engineers, including 250 Ph.D. chemists, work daily
to develop new technologies. We average more than
80 patents each year. Our number of patents in
copolyesters alone is at least triple that of any other
company’s copolyester patents in our industry. We
have the ability to manipulate complex molecules
fo create innovations that meet the needs of virtually
any marketplace.
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Much of our innovation is the result of our cross-
functional growth team approach, which unites the
expertise of employees from fechnology, marketing,
and each of Eastman’s three business divisions. After o
six-month discovery process that included discussions
with consultants and futurists, our team has generated
hundreds of ideas, many of which have real potential.
We have now formalized this process into one that
continually fills the pipeline with new ideas. Aligning
our innovation efforts more closely with market and
customer needs and clearly defining the critical
performance parameters of new products in the initial
stages will ensure that Eastman creates the right
products to solve our customers’ needs in the shortest
possible time.

A major outlet for many of our innovations is
licensing. For example, last year our Voridian
Division signed several significant licensing
agreements. One included Eastman’s proprietary

terephthalic acid technology (EPTA), which allows
plants to be built with lower capital expenses and run
with lower operating costs. Another agreement
sublicensed a Voridian-developed process and
mechanical know-how to operators of high-pressure
polyethylene autoclave reactors. This agreement
enhances the Company’s ability to deliver our know-
how to others in a cost-effective manner, and allows
others to benefit from Eastman innovation in a way
that improves their production, quality, and safety.
Eastman Division is also active in licensing its
proprietary technology and brands, such as Kelvx
and Sahara resins and Tsunami copolyester. These
products are part of the robust patent portfolio we are
licensing to customers to foster new product
development. Increasingly, our performance and
specialty polyester customers are branding their
products with our licensed trademarks to demonstrate
the quality, consistency, and innovation associated
with the Eastman name.
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Richard A. Lorraine, Senior Vice
i President and Chief Financial Officer

KNOW MORE

New CFO RICHGI‘d A. lorraine joined Eastman during the fourth quarter of 2003. Most recently, Rich was
Executive Vice President and Chief Financial Officer for Occidental Chemical Corporation in Dallas, Texas.
Following is anjoverview of his initial impressions and expectations for the Company going forward.

i

One of the thir‘}1gs that attracted me to Eastman is
the aggressive |action being taken to improve the
Company’s profitability, and my belief that | could
contribute to |this process. In addition to my
finance responsibilities as CFO for Oxy, 1 led their
purchasing, logistics, and e-business functions. With
ITT Corporation, | had both finance and operational
assignments. In addition, I've had extensive inter-
national experjience and have worked through
significant corporate restructurings.

My view of Eastman is that while the Company takes
actions to impirove profitability in the immediate
term, there is a jsolid foundation from which to build.
There’s no que‘stion that hard work lies ahead. But
it is clear to me that the management of Eastman
has the dusc1p||ne and determination to take the
necessary sfepT.

From a financial standpoint, | intend to demonstrate
financial discipline by maintaining the commitments
the Company has had in place for a number of years:

e continuing our commitment to the dividend;

¢ paying down debt; and

* keeping capital expenditures below depreciation
and amortization.

I'm looking forward to making a contribution to
Eastman as the Company works toward becoming a
much more profitable enterprise.

Richard A. Lorraine
Senior Vice President and Chief Financial Officer
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»> FIVE-YEAR SELECTED FINANCIAL DATA

Eastman Chemical Company and Subsidiaries

{Dollars in millions, except per share amounts) 2003 2002 2001 2000 1999
Summary of Operating Data
Sales 1 $5,800 $5,320 $5,390 $5,292 $4,590
Operating earnings (loss) (267) 208 (120} 562 202
Earnings {loss) from operations before cumulative
effect of change in accounting principles (273) 79 (175) 303 48
Net earnings {loss) { (270} 61 (175) 303 48
Basic ‘
Earnings (loss) per share before cumulative
effect of change in a¢counting principles $ (3.54) $ 1.02 $(2.28) $ 3.95 $ 061
Cumulative effect of change in accounting principles, net 0.04 (0.23) - - -
Net earnings (loss) per share $(3.50) $ 079 $(2.28) $ 3.95 $ 0.61
Diluted ;
Earnings {loss) per share before cumulative
effect of change in accounting principles $ (3.54) $1.02 $(2.28) $ 3.94 $ 0.61
Cumulative effect of change in accounting principles, net 0.04 {0.23) - - -
Net earnings (loss) per share $ (3.50) $ 079 $(2.28) $ 3.94 $ 0.61
Statement of Financic%ll Position Data
Current assets ; $2,010 $1,547 $1,464 $1,523 $1,489
Net properties | 3,419 3,753 3,627 3,925 3,950
Total assets 1 6,230 6,287 6,092 6,550 6,303
Current liabilities | 1,477 1,247 960 1,258 1,608
Long-term borrowings ! 2,089 2,054 2,143 1,914 1,506
Total liabilities ! 5,187 5,016 4,710 4,738 4,544
Total stockholders’ equity| 1,043 1,271 1,382 1,812 1,759
Dividends declared per share 1.76 1.76 1.76 1.76 1.76
In 2002, the Company adopted the n‘onamor!izotion provisions of Statement of Financial Accounting Standards {“SFAS”} No. 142. As a result of the adoption of SFAS No. 142, resulis for the years 2002
and 2003 do not include certain amounts of amortization of goodwill and indefinite-lived intangible assets that are included in prior years financial results. See Note 4 to the Company’s consalidoted financial
statements for additional information. |
Effective Jonuary 1, 2003, the Compo}ny‘s method of occounting for environmental closure ond postelosure costs changed os o resull of the adoption of Statement of Financial Accounting Standards [“SFAS”)
No. 143, “Accounting for Asset Retirement Obligations.” If the provisions of SFAS No. 143 had been in effect in prior years, the impact on the Company’s financial results would have been immaterial. See
Note 23 to the Company's consalidoted financial statements for additional information.
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CORPORATE PROFILE

Eastman Chemical Company [“Eastman” or the “Company"}, a global
chemical company engaged in the manufacture and sale of o broad
portfolio of chemicals, plastics, and fibers, began business in 1920 for the
purpose of producing chemicals for Eastman Kodak Company's {"Kodak's”
photographic business. The Company was incorporated in Delaware in
1993 and became an independent entity as of December 31, 1993, when
Kodak spun off its chemicals business. The Company’s headquarters and
largest manufaciuring site are located in Kingsport, Tennessee.

Eastman is the largest producer of polyethylene terephthalate (“PET”)
polymers for packaging based on capacity share and is a leading
supplier of raw materials for paints and coatings, inks ond graphic arts,
adhesives, textile sizes, and other formulated products, and of cellulose
acetate fibers. Eastman has 35 manufacturing sites in 16 countries that
supply major chemicals, fibers, and plastics products to customers
throughout the world. In 2003, the Company had sales revenue
of $5.8 billion, an operating loss of $267 million, and o net loss of
$270 million. Included in 2003 results were asset impairments and
restructuring charges, goodwill impairments, and other operating income
of $489 million, $34 million, and $33 million, respectively. Loss per
diluted share was $3.50.

The Company's products and operations are menaged and reported
in six operating segments. Effective January 1, 2002, the Company
implemented @ divisional structure that aligned the businesses into two
divisions; Eastman and Voridian. On January 1, 2003, the Company
realigned the divisional structure to add the Developing Businesses
Division, and reclassified its sales, operating earnings, and assets from
Eastman Division. Eastman Division consists of the Coatings, Adhesives,
Specialty Polymers, and Inks (“CASPI") segment, the Performance
Chemicals and Intermediates {"PCl"} segment, and the Specialty Plastics
{"SP") segment. Voridian Division contains the Polymers segment and the
Fibers segment. Developing Businesses Division contains the Developing
Businesses segment. See Note 20 to the Company’s consolidated
financial statements for certain financiol information related to the
Company's operating segments.

EASTMAN DIVISION

BUSINESS AND INDUSTRY OVERVIEW

Operating in a variety of markets with varying growth prospects and
competitive factors, the segments in Eastman Division manufacture
a diverse portfolio of specialty chemicals and plastics that are used in a
wide range of consumer and industrial markets. Eastman Division has
31 manufacturing sites in 14 countries. It is focused on providing its
customers with chemicals and plastics products that meet their evolving
needs. Eastman Division is comprised of the following segments:
CASPI, PCl, and SP, which are more fully discussed below.

The CASPI segment generally competes in the markets for raw
materials for paints and coatings, inks and graphic arts, adhesives, and
other formulated products. Growth in these markets in North America
and Europe typically is of or slightly below economic growth in gereral,
due to the wide variety of end uses for these applicotions and
dependence on the economic conditions of the markets for durable

goods, packaged goods, automobiles, and housing. Higher growth
sub-markets exist within North America ond Europe, driven primarily by
increasing governmental regulation. For example, industry participants
are promoting products and technologies primarily designed to
reduce air emissions. Growth outside of North America and Europe is
substantially higher, driven primarily by the increasing requirements of
industrializing economies.

The PCl segment competes in diverse markets for its performance
chemicals and intermediates chemicals offerings. Performance chemicals
products are specifically developed based on product performance
criteria, which make market quantification difficult. Instead, the focus in
this market is on specific opportunities for value-added products and
market size. Growth opportunities and other industry characteristics are
a function of the level and extent to which a producer chooses to
participate in niche opportunities driven by these customer specifications.
For PCl intermediates products, the markets are varied, from durables to
food products to pharmaceuticals, and, although cpportunities for
differentiation on service and product offerings exist, these products
compete primarily on price.

The SP segment competes in the market for the development of
plastics that meet specific performance criteria, typically determined on an
application-by-application basis. Development is dependent upon a
manufacturer’s ability to design products that achieve specific performance
characteristics determined by the customer, while doing so either
more effectively or more efficiently than alternative materials such as
polycarbonate ["PC”) and acrylic. Increases in market share are gained
through the development of new applications, substitution of plastic for
other materials, and particularly, displacement by plastic resins in existing
applications. The SP segment engages in the production of specialty
copolyesters and plastic sheeting, and cellulose esters and cellulose
plastics. The Company estimates that the market growth for copolyesters,
which has historically been high due to the relatively small market
size, will be higher than general economic growth due to displacement
opportunities. Eastman believes that the cellulosic plastics markets will
be flat, or, at best, equal to the rate of growth of the economy in general.

STRATEGY

The Company’s obijectives for Eastmen Division are to improve gross
margins, emphasize growth in earnings by targeting core businesses, and
build capabilities for future growth. The key elements of this strategy include:

Improve Gross Margins

The Company continues to evaluate ifs portfolio of products and businesses,
which has resulted in the exiting of certain products and businesses. The
Company expects further restructuring and divestiture actions, which
could result in odditional product lines or businesses being removed
from its portlolio to improve overall profitability. In oddition, the
Company anticipates this evaluation could lead to further consolidation
of manufacturing facilities to improve profitability.

The Company intends fo continue to implement historically successful
initiatives to eliminate inefficiencies and unnecessary costs, as well as
improve manufacturing processes, all with the goal of improving the cost
structure of Eastman Division segments. Among these initiatives will be
continued efforts to implement selling price increases to offset raw
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material and energy cost increases. Also, Eastman Division will continue
to expand the use of shc{ared services across segments, including
improved utilization of inforrrimction technology, for productivity gains and
cost savings. Eastman Div‘ision will also continue o implement @
Six Sigma® quality improvement program aimed at reducing costs,
improving customer satisfaction, and improving efficiency through
reduction of variations and defects.

Through the restructuring, divestiture, consclidation, price increases,
and cost savings actions| Eastman Division expects to improve
operating earnings. i
*Six Sigma is a trademark of Motorola) Inc.

Exploit Growth Opportum"ﬁes in Core Businesses

» Develop New Special ry Products and Expand info New Markets
The Company believes that it is a market leader based on sales in
number of Eastman D‘zws«on s product lines, and is focused on
growth through continued innovation and  displacement of
competitive products with offerings that provide greater functionality
or befter value. Recent examples of the continued focus on the
development of new and innovative products are DuraStar™ polymer,
Embrace™ shrink film, and Provista™ copolymer in the SP segment.

» leverage Opportunities Created by the Broad Product Line
Eastman Division is able to offer a broad array of complementary
products that customers would otherwise need to obtain from
multiple manufacturers. This integrated platform should allow
Eastman Division to |further benefit from advancements and
developments with respect to one product line by applying them to
other product lines. Fo‘r example, efficiency is created through the
operation of large plonts that produce numerous products related to
different segments. Thls situation allows a customer to place an
order for multiple products which may be produced by different
segments, and have the‘m delivered from the same location, reducing
costs and ordering hme

» Pursue Opportunities for Business Development and Diversification
Eastman Division curréntly has in place, and continues to pursue,
opportunities for joint ve‘ntures equity investments, and other alliances.
These strategic |n|hchves are expected to diversify and strengthen
businesses by prowdmg access to new markets and high-growth
areas as well as providing an efficient means of ensuring that
Eastman is involved in c{;nd supportive of technological innovation in
or related to the chemicals industry. The Company is committed to
pursuing these initiatives in order to capitalize on new business
concepts that differentiate it from other chemical manufacturers and
that will provide mcrer#]entcl growth beyond that which is inherent
in the chemicals mdustry and at lower capital investment requirements.
For example, in 2003, Eastman entered info a joint venture with
Qilu Eastman Specialty Chemical Ltd., located in Zibo City, China.
When construction on this plant is complete, it will produce
Texanol™ ester clcohol coalescing aid for the paint market within
the CASP! segment ond Texanol™ isobutyrate ("TXIB™") plasticizer

for the glove and floorlng markets within the PC| segment.

|
|
I
I
I
I
|
I

CASP| SEGMENT
OVERVIEW

Through the CASPI segment, Eastman Division manufactures binders,
liquid vehicles, pigment concentrates and additives, unsaturated polyester
resins, and polyester and acrylic emulsions, which are integral to the
production of paints and coatings, inks and graphic arts, adhesives, and
other formulated products. The CASPI segment focuses on producing raw
materials rather than finished products in order to develop longterm,
strategic relationships and achieve preferred supplier status with its
customers. In 2003, the CASPI segment had sales revenue of approximately
$1.6 billion, which represented 23% of Eastman’s total sales and 41%
of Eastman Division’s tofal sales.

PRODUCTS

The CASPI segment manufactures raw materials, additives, and specialty
polymers, primarily for the paints and coatings, inks and graphic arts,
adhesives, and other markets. The CASPI segment’s products consist of:

»  Coatings Additives and Solvents
Additives, such as celfulosic polymers, Texanol™ ester alcohol, and
chlorinated polyolefins, enhance the performance and aesthetic
appeal of paints and coatings. These products are used in
architectural latex paints and industrial and automotive OEM/refinish
coatings to improve film formation and durability, metallic flake
orientation, and adherence to plastic substrates. Solvents, which
consist of ester, ketone, glycol ether, and alcoho! solvents, are used
in both paints and inks to maintain the formulation in liquid form for
ease of application. Environmental regulations that impose limits
on the emission of hazardous air pollutants confinue fo impact
coatings formulations requiring compliant coatings raw materials.
Eastman’s coatings additives and solvents are used primarily in
compliant coatings, such as waterborne (latex) and high-solids
coatings, and additional preducts are under development to meet
the growing demand for environmentally friendly paints. These product
flines comprised 31% of the CASP! segment’s fotal sales for 2003.

»  Resins and Monomers

Resins and monomers products are sold primarily to the paint and
coatings industry in such applications as architectural, industrial,
and original equipment manufacturer (“OEM”). The Company is the
second largest merchant supplier of coatings resins in North America
and Europe with the most comprehensive product offerings in the
industry. The Company’s products include solventborne polymers
(alkyd, polyester, and solution acrylics), waterborne polymers (latex
and other waterberne polymers), resins and curatives for powder
coatings (carboxyl, hydroxyl, and curing agent] and radiation-
curoble polymers and acrylic monomers (acrylic acid and esters of
acrylic acid). In eddifion, these products are used in other industries
such as textiles, construction, and personal care. These product lines
comprised 29% of the CASPI segment’s total sales for 2003.
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»  Adhesives Row Materials

The adhesives product line consists of hydrocarbon resins, rosins
resins, resin dispersions, and polymer raw materials. These products
are sold to adhesive formulators and tape and label manufaciurers
for use as raw materials in hot melt and pressure sensitive adhesives
and s binders in nonwoven products (such as dispesable diapers,
feminine products, and pre-saturated wipes). Eastman has a
leadership position in hydrogenated gum rosins used in adhesive
and chewing gum applications. Eastman offers the broadest product
porffolio of raw materials for the adhesives industry, ranking os the
second largest global supplier. These product lines comprised 26%
of the CASPI segment’s total sales for 2003.

» Inks and Graphic Arts

inks and graphic arts products consist of pigments, resins, liquid
components, and additives, used in inks formulation for a variety
of substrates and printing processes to offer such performance
enhancement as durability, printability, adhesion fo substrate, drying
speed, and security. The end-use opplications include brochures,
newspapers, magazines, beverage cans, and flexible packaging.
The Company is the leading merchant supplier of ink resins in the
world. These product lines comprised 14% of the CASPI segment's
total sales for 2003.

CUSTOMERS AND MARKETS

As a result of the variety of end uses for its products, the customer base
in the CASPI segment is broad and diverse. This segment has more than
3,000 customers arcund the world and 80% of its sales revenue in 2003
was atiributable to approximately 250 customers. Eastman Division focuses
on establishing long-term, customer service-oriented relationships with its
strategic customers in order to become their preferred supplier. Eastman
Division anticipates significant growth potential in its ability to leverage
these relationships to provide sales opportunities in previously
underserved markets, as well as expand the scope of its value-added
services. However, from time to time, customers decide to vertically
infegrate their own processes and internally develop products or diversify
their sources of supply that had been provided by Eastman. Growth in these
markets in North America and Europe typically coincides with economic
growth in general, due to the wide variety of end uses for these
applications and their dependence on the economic conditions of the
markets for durable goods, packaged goods, automebiles, and housing.

COMPETITION

Competition within the CASPI segment markets varies widely depending
on the specific product or product group. Because of the depth and
breadth of its product offerings, particularly in the coating additives
and solvents and adhesives raw materials product lines, Eastman does
not believe that any one of its competitors presently offers alt of the
products that it manufactures within the CASPI segment. However, many
of the Company's competitors within portions of its CASPI segment are
substantially larger companies, such as The Dow Chemical Company
{"Dow"), BASF Corporation {"BASF"), and Exxon Mobil Corporation,
which may have greater financial and other resources than those of
Eostman. Additionally, within eoch market in this segment, the
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Company competes with other smaller, regionally focused companies
that may have advantages based on location, local market knowledge,
manufacturing strength in a specific product, or other factors. At any time,
any one or more of these competitors could develop additional products
that compete with, or that may make obsolete, some of Eastman’s current
product offerings.

Eastman does not believe that any of its competitors is dominant
within the CASPI segment's markets. Further, the Company attempts to
maintain competitive advantages through ifs level of vertical integration,
breadth of product and technology offerings, low-cost manufacturing
position, consistent product quclity, and process and market knowledge.
In addition, Eastman attempts to leverage its strong customer base and
long-standing customer relationships to promote substantial recurring
business, further strengthening its competitive position.

PCl SEGMENT
OVERVIEW

The Company’s PCl segment manufactures diversified products that are used
in a variety of markets and industrial and consumer applications,
including chemicals for agricultural intermediates, fibers, food and beverage
ingredients, photographic chemicals, pharmaceutical intermediates,
polymer compounding, and chemical manufacturing intermediates. The
PCi segment also offers custom manufacturing services through its custom
synthesis business. The Company believes it has one of the indusiry’s
broadest product offerings, ranging from custom manufacturing to high
volume manufacturing of complex organic molecules for customers. In
2003, the PCl segment had sales revenue of $1.7 billion, which
represented 24% of Eastman’s tofal sales and 43% of Eastman Division’s
total sales. PCl segment sales for 2003 included $495 million of
inferdivisional sales.

Because a portion of the PCl segment’s sales are derived from
higher margin, highly specialized products with niche applications,
success in the PCl segment will require the Company fo continue to
innovate and develop new products and find new applications for its
existing products. PCl intends fo target high-growth specialty products,
such as additives for food, personal care, and pharmaceuticals, where
it believes the highest returns can be generated. PCl is also
concenirafing its efforts on new uses for existing products, such as sucrose
acefate isobutyrate ("SAIB”} and speciclty anhydrides. Some of Eastman
Division's other products in this segment are more substitutable and price
sensitive in nature, requiring the Company to operate on a lower cost
basis while maintaining high quality products and customer service.

PRODUCTS

The PCl segment offers over 150 products to customers, many of whom
are major producers in a broad range of markets. The following is a

. summary of key products:

» Intermediates Chemicals
Eastman manufactures a variety of intermediates chemicals based on
oxo and acetyl chemistries. Intermediates comprised approximately
77% of the PCl segment's revenue for 2003. Approximately 73% of
the revenue for intermediate chemicals is generated in North America.
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Sales in all regions are|generated through a mix of the Company’s
direct sales force and ol network of distributors. The Company is the
largest marketer of acetic anhydride in the United States, a critical
component of onolgesvés and other pharmaceutical and ogricultural
products, and is the only U.S. producer of acetaldehyde, a key
infermediate in the pFOdL‘JC?IOH of vitamins and other specialty products.
Eastman manufactures fhe broadest range of oxo cldehyde derivatives
products in the world. The PCl segment’s other intermediate products
include plasticizers, gl}‘/cols and polymer intermediates. Many of
the products in this port‘lon of the PCl segment are priced based on
supply and demand of substitute and competing products. In order
to maintain a competmlve position, the Company strives to operate
with a low-cost manufdcturing base. Intermediate chemicals sales
revenue is cpprommote‘fy 18% acetyl based, 30% oxo based, and

52% other intermediate chemicals.

»  Performance Chemicals
Eastman manufactures complex organic molecules such as
dikefene derivatives, specialty kefones, and specialty anhydrides for
fiber and food and bev:ercge ingredients, which are typically used
in market niche applications. The Company also engages in custom
manufacturing of com;‘alex organic chemicals where business is
developed on a customerby-customer basis after significant consultation
and analysis. These niche and custom manufacturing products are
typically priced based |on the amount of value added rather than
supply and demand factors. The Company also owns proprietary
technology for the production of epoxybutene {"EpB™"} oxirane, an
intermediate with growiing use in pharmaceuticals and other small
volume, high-value specialty products. Additionally, performance
chemicals produces nonanoyloxybenzenesulfonate ["NOBS”) bleach
activator for a key cusfc"mer These product lines comprised 23% of

the PCl segment's fotal scles for 2003.

CUSTOMERS AND MARKE‘TS

Because of the niche opplilcctions of the PCl segment’s performance
chemical products, each individual product offering is tailored to specific
end uses. Intermediates chemlcols are generally more readily substitutable,
and have a more identifible potential customer base. In order to obtain
a better understanding of its customers’ requirements, which in turn allows
it to focus on developing o‘pphcahon specific products, the Company
focuses on establishing longerm, partnership-oriented relationships with
its customers. From time fo h‘me customers decide fo verhcclly integrate
their own processes and |mernc||y develop products or diversify their
sources of supply that had been provided by Eastman. Approximately
80% of the PCl segment’s solgs revenue in 2003 was to 90 customers out
of approximately 1,400 customers worldwide.

The PCl segment's prodthfs are used in a variety of markets and end
uses, including agrochemical, automotive, beverages, catalysts, nutrition,
phormoceuhcols coatings, Fl‘oonng, medical devices, toys, photographic
and imaging, household products polymers, textiles, and consumer and
industrials. The markets for products with market-based pricing in the PCl

segment are cyclical. This cyclicality is caused by periods of supply and

demand imbalance, either when incremental capacity additions are not
offset by corresponding increases in demand, or when demand exceeds
existing supply. Demand, in turn, is based on general economic conditions,
raw material and energy prices, consumer demand, and other factors
beyond the Company's control. Eastman may be unable to increase
or maintain its level of PCl sales in periods of economic stagnation or
downturn, and future PCl results of operations may fluctuate from period
to period due to these economic conditions. The Company believes many
of these markets are arising from the “trough” of the cycle. Cyclicality is
expected to remain a significant factor in the PCl segment, particularly in
the near ferm, as existing capacity becomes absorbed and utilization
rates increase from current levels. The Company believes that, as excess
capacity is absorbed, it will be in o strong position to toke advantage of
the improved market conditions that accompany this cyclical upturn.

COMPETITION

For the majority of the PCl segment’s intermediates chemicals, there
historically have been significant barriers to entry, primarily due to the
fact that the relevant technology has been held by a small number of
companies. As this technology has become more recadily available,
competition from multinational chemicals manufacturers has intensified.
Eastman competes with these and other producers primarily based on price,
as products are interchangeable and, to o lesser extent, based on
technology, marketing, and other resources. Eastman’s major competitors
for this part of the segment include large multinational companies such
as Dow, Celanese AG, BASF, and Exxon Mobil Corporation. While some
of the Company’s competitors within the PCi segment have greater
financial resources than Eastman, which may better enable them to
compete on price, the Company believes it maintains a strong position
due to a combination of its scale of operations, breadth of product line,
level of integration, and technology leadership.

For performance chemicals and other niche applications, there are
typically few equivalent products, as the products and their applications
are very specialized. For this reason, producers compete with others only
to the extent they attempt to manufacture similar or enhanced products
that share performance characteristics. Barriers to entry in this market
have typically been techrology; cost due to raw material, infegration, size,
or capacity issues; and customer service. On a general level, Eastman’s
primary competitors for performance chemicals are multinotional specialty
chemical manufacturers such as Ciba Specialty Chemicals Holding Inc.,
Clariant International Ltd., and Lonza Group Ltd. Recently, an increasing
number of producers, primarily from China and India, have been
entering the market primarily on price, benefiting from low<ost labor, less
stringent environmental regulations, and government support. These
producers may later focus on improving their product quality and
customer service. Although the entry of new competitors is impacting the
pricing of existing products, Eastman believes it currently maintains a
competitive advantage over these competitors due to the combination of
its research and development applications, low-cost manufacturing base
due to vertical integration, long-term customer relations and related
customer service focus, as well as the fact that these suppliers are
frequently unable to produce products of consistently high quality.
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SP SEGMENT
OVERVIEW

The SP segment produces highly specialized copolyesters and cellulosic
plastics that possess unique performance properties for value-added
end uses such as cppliances, store fixtures and displays, building and
construction, electronic packaging, medical devices and packaging,
personal care and cosmetics, performance films, tape and labels,
biodegradeables, fibers/nonwovens, photographic and optical film,
graphic arts, and general packaging. In 2003, the SP segment had sales
revenve of $608 million, which represented approximately 9% of
Eastman’s total sales and 16% of Eastman Division's total sales.

Specialty copolyester products within the SP segment, including
modified specialty copolyesters such as Eastar™ and Spectar™, have
higher than industry average growth rates. Eastman's specialty copolyesters,
which generally are based on Eastman’s market leading supply of
cyclohexane dimethanol {"CHDM®) modified polymers, typically fill @ market
position between polycarbonates and acrylics. While polycarbonates
traditionally have had some superior performance characteristics, acrylics
have been less expensive. Specialty copolyesters combine superior
performance with competitive pricing and are taking market share
from both polycarbonates and acrylics as their performance
characteristics continue to improve and their pricing remains competitive.
The specialty copolyesters market also includes environmentally friendly
specialty copolyesters and plastic sheeting that allow for flexibility in
designing signs and displays.

The SP segment also includes cellulosic plastics, which has historically
been a steady business with strong operating margins for the Company,
and also includes what Eastman believes is a marketleading position in
North American cellulose esters for tape and film products and cellulose
plastics for molding applications.

Eastman has the ability within its SP segment to modify its polymers
and plastics to control and customize their final properties, creating
numerous opportunities for new application development, including the
expertise to develop new materials and new applications starting from
the molecular leve! in the research loboratory to the final designed
application in the customer's plant. In addition, the SP segment has a
long history of manufacturing excellence with strong process improvement
programs providing continuing cost reduction. Manufacturing process
models and information technology systems support global manufacturing
sites and provide monitoring and information transfer capability that
speed up the innovation process.

PRODUCTS

The SP segment'’s key products are:

»  Engineering and Specialty Polymers
Engineering and specialty polymers accounted for approximately
45% of the SP segment’s 2003 scles revenue. Engineering and
specialty polymers include a broad line of polyesters, copolyesters,
alloys, and cellulosic plastics that are sold to a diverse and highly
fragmented customer base in numerous market segments on a
global basis. Approximately 50% of the revenues from engineering
and specialty polymers are generated in North America. Sales in all

»
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regions are generated through a mix of the Company's direct sales
force and a network of distributors. Engineering and specialty
polymers products are sold intfo three sectors: durable goods
[components used in appliances and, to a lesser degree, automobiles);
medical goods (disposable medical devices, health care equipment
and instruments, and pharmaceutical packaging); and personal
care and consumer goods (housewares, cosmetics, tocls, toys, and
a variety of other uses). Engineering and specialty polymers sales
revenue is approximately 50% to personal care and consumer
goods markets, approximately 30% fo durable goods markets, and
approximately 20% to medical goods markets.

Engineering and specially polymers products are heovily
specification-driven. The Company works with original equipment
manufacturing companies fo enable product designers to design
polymers for a specified use in a specified product. Although the
average life cycle of many of these products is shrinking over time,
the Company works fo identify uses for the polymers in products
that will have multi-year lives. In working with original equipment
manufacturing companies on new consumer product designs, new
polymer products are often developed for use in a partficular type of
end-use product. There are numerous variations of polymer products
sold under ten different frade names.

The Company competes in market niches requiring polymers
with combinations of clarity, toughness, and chemical resistonce.

Specialty Film and Sheet

Approximately 30% of the SP segment's 2003 revenue resulied from
sales of specialty film and sheet products. The key markets for
specialty film and sheet are packaging, displays, and building and
construction. The SP segment's specialty film and sheet annual sales
revenue is approximately 50% to packaging, 45% to displays, and
5% to building and construction.

Direct customers are film and sheet producers, but extensive
marketing activities target customers in end-use markets. The Company
is a major supplier of resins to the specialty film and sheet markets,
but with less than 10% of the global specialty film and sheet marke,
substantial growth opportunifies exist for Eastman. The growth strafegy
is to penefrate new market segments or geographies and offer a
substitute for other materials by providing an improved or lower cost
solution or design flexibility that enhances the growth potential of the
Company's customers.

Specialty film and sheet is sold in the packaging markets,
including medical and electronic component trays, shrink label
films, and multilayer films. Copolyester use in these markets is
relatively mature with the exception of shrink label films. Competitive
materials in these markets are typically PET polymers, PVC, and
polystyrene. Eastman’s primary brands for these markets are
Eastar™ and Embrace™ copolyesters.

In the display market, Spectar™ copolyester is marketed
primarily for point of purchase displays including indoor sign and store
fixtures. Eastar™ copolyester is marketed into the graphics market.
Copolyester use in these markets is expected to grow above
market rates. Competitive materials in these markets are typically
PET polymers, PVC, polymethylmethacrylate ("PMMA"}, and PC.
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The building and construction market is a new focus for
specialty film and sheet beginning with Kelvx™ resin for the sign
market. The Company plans to seek a number of new opportunities
within this market. Th}e use of copolyester in these markets is
expected to grow significantly above market rates. Competitive

materials in these mork{ets are typically PMMA and PC.

» Packaging, Film, and Fiber
Packaging, film, and fiber products, which represented approximately
25% of the SP segment’s 2003 revenue, include a range of specialty
polymer products for markets such as photographic, optica! film,
biodegradable foed serv}ice packaging and industrial film, nonwovens,
and tapes/labels. Customers are typically manufacturers of film and
fiber products, employing a range of processing technologies,
including film and sheet melt extrusion, thermoforming, solvent
casting, fiber extrusion, and extrusion coating. These films and fibers
products are further canverted to produce value-added products,
such as photographic film, adhesive tape, or nonwoven articles,
which are sold as branded items. Products include cellulose esters,
copolyesters, speciclfyi polyesters, and concenirates/additives.
Packaging, film, and fiber sales consist of 75% photographic and
optical film, 15% top‘es and labels, and 10% biodegradable
packaging, industrial [film, and nonwovens. Currently, North
America comprises 85% of sales revenue for packaging, film, and
fiber. Competition is pri‘morily from other producers of copolyesters

|
and cellulose esters.

CUSTOMERS AND MARKETS

The SP segment produces |highly-specialized copolyesters, cellulosic
plastics, and compounded polyethylene plastics that possess performance
properties for value-added end uses such as appliances, in-store
fixtures and displays, building and construction, electronics and
electronics packaging, medical packaging, personal care and cosmetics,
performance films, tapes and‘lobels, biodegradeables, fibers/nonwovens,
photographic and optical, graphic arts, and general packaging. The
customer base in the SP segment is broad and diverse, consisting of over
Q00 companies worldwide in a variety of industries. Approximately 80%
of the SP segment’s 2003 revenue was atiributable fo approximately
75 customers. The SP segment seeks to develop mutually beneficial
relationships with its customers throughout various stages of product life
cycles. By doing so, Eastman Division is better able to understand its
customers’ needs as those cistomers develop new products, and more
effectively bring new solutions to market. Additionally, Eastman Division
builds additional brand loyalty, lengthening the time before its products
compete based entirely on p;rice.

COMPETITION }

Competition for Eastman Division’s products in the SP segment varies as
a function of where the prod}ucts are in their life cycle. For example, the
SP segment’s products in the introduction phase of the life cycle compete
mainly on the basis of perforr‘nance. As products begin fo advance in the
life cycle, and substitute prloducfs come info existence, the basis of
competition begins to shift, taking into account factors such as price,

customer service and brand loyalty. At maturity, where one or more
competitors may have equivalent products in the market, competition is

based primarily on price. Many large, well-recognized manufacturers
produce substitute products of different materials, some of which may
offer better performance characteristics than those of the Company, and
others of which may be offered at a lower price.

Eastman Division has a full array of products moving across the SP
segment’s life cycle. For example, two commonly used plastics materials
in the heavy gauge sheet market are acrylic and polycarbonate. In
general, acrylics are lower in cost, but polycarbonates provide higher
performance. Eastman's products capture portions of both markes.
Customers of the SP segment can select from products that offer improved
performance over acrylics af a slightly higher cost, or products that are
lower cost than polycarbonates while still possessing excellent performance
properties. In this way, the SP segment is able to meet the industry
need for low-cost, high-performance plostics materials and maintain a
significant advantage over its competitors. With regard to engineering
and specialty polymers products, the Company competes in market
niches requiring polymers with combinations of clarity, toughness, and
chemical resistance. Eastman’s primary competitors for engineering
and specialty polymers are polymer companies such as Bayer AG, Dow,
GE Plastics, and others, including PC, acrylic, and clear acrylonitrile
butadiene styrene (“ABS”) producers in regions outside North America.
Specialty film and sheet competitors include SK Chemical Industries
{"SK"} and Radici Chimica Deutschland GmbH {“Radici”) for PETG.
Competition for packaging, film, and fiber products is primarily from
other producers of copolyester such as, SK, KoSa, Gruppo Mossi &
Ghisolfi ["M&G"), Nen Ya, and Wellman, Inc. {"Wellman®); producers of
cellulose ester polymers such as Acetati and Daicel Chemical Industries,
Ltd.; or producers of biodegradable polymers such as, Cargill Dow LLC,
BASF, and DuPont. Infermaterial competition with other polymers such as
acrylic, PVC, polystyrene, polypropylene, and PC is also significant in
several markets and applications. Channels to market include corporate
accounts, direct sales, e<commerce, and distributors.

Eastman Division believes that it maintains competitive advantages
over ifs competitors in the SP segment throughout the product life cycle.
At product infroduction, Eastman Division’s breadth of offerings combined
with ifs research and development capabilities and customer service
orientafion enable it to quickly bring a wide variety of products to market.
As products enter the growth phase of the life cycle, Eastman Division is
able to continue to leverage its product breadth by receiving revenues
from multiple sources, as well as retaining customers from longterm
relationships. As products become price sensitive, Eastman Division can
take advantage of its scale of operations and vertical integration to
remain profitable as a low-cost manufacturer.

Eastman Division believes it has competitive advantages in
copolyester and cellulose ester plastics. However, new competitors, such
as SK in Asia and Radici in Europe, have entered the copolyester
marketplace. These new competitors cannot yet produce the wide
variety of specialty copolyesters offered by Eastman Division or the same
level of technical assistance. Additionally, Eastman Division is committed
fo increasing the ufilization of current capacity and maintaining its cost
advantages obtained from its scale of operations and manufacturing
experience. There can be no assurance, however, that the SP segment
will be able to maintain this competitive advantage, and if it is unable to
do so, ifs results of operations could be adversely affected.
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VORIDIAN DIVISION

BUSINESS AND INDUSTRY OVERVIEW

The Voridian Division consists of the Polymers segment and the Fibers
segment. The Polymers segment contains two principal product lines -
polyethyleneterephthalate ["PET") polymers and polyethylene (“PE”). The
PET polymers product line is large, global in scope, and has the largest
capacity share of all competitors in the polyesters for packaging industry.
The PE product line is primarily North American in scope and has a
relatively small market share. The Fibers segment is primarily made up of
acetate fow, acetate yorn, and acetyl chemical products. Voridian is one
of the two largest producers of acetate tow and acetate yarn worldwide.
Globally positioned to serve its growing markets, Voridian has eight
manufacturing plants in six countries as well as two contract manufacturing
arrangements in Asia.

PET polymers for the packaging industry are clear, lightweight
plastics used in applications such as beverage containers, edible oil and
other food containers, film and sheet. Packages made from PET polymers
are characterized by their light weight, high strength, durability, clarity,
low cost, safety, and recyclability.

Voridian's PE products consist of low-density polyethylene (“LDPE”)
and linear low-density polyethylene (“LLDPE”) and are used in extrusion
coating, film, and molding applications.

Both the PET polymers and PE product fines compete to a large degree
on price. Both can also be characterized as capital infensive. Success in
each depends largely on attaining low cost through manufacturing scale,
capacity utilization, access to reliable and inexpensive utilities, energy and
raw materials, and efficient manufacturing processes.

The acetate tow market, which Voridian believes is approximately a
$2 billion market annually, grew at a rate of approximately 2.0% annually
from 1998 to 2003. Voridian estimates that, for 2003, the acetate tow
market grew by 0.5% to 1% as compared to 2002. Three trends are
contributing to the current increase in demand and are expected to do so
in future years:

» a decline in the use of polypropylene tow in China and its
replacement by acetate tow;

» requirements in the European Union, Brazil, and China fo reduce tar
deliveries in cigarettes, resulting in cigarette filter manufacturers
producing longer cigarette filters; and

» an increase in production of filtered cigarettes worldwide.

If polypropylene tow usage in China were fotally replaced by
acetate tow over the next five years, the global market for acetate tow
could grow at a rate of approximately 1% per year. Increased filter
lengths due fo legisiated lower tar deliveries in the European Union, Brazil,
and China could increase the expected growth rate to 1% to 2% per year
for the next few years. After polypropylene tow is replaced in China, the

expected growth rate for worldwide demand is approximately
0.5% to 1.0% per year. Included within these estimates are adjustments
for the expected decrease in cigarette production in the United States,
which is expected to be more than offset by a greater increase in
produclion overseas.

Voridian estimates that the market for acetate yarn was approximately
$300 million in 2003. The demand for acetate yarn has declined 40%
since 1998 due to the impact of business casual fashions and the
substitution of polyester yarn. This decrease in demand has led to
associated decreases in price and profitability throughout the market.
The market demand has been steady for the post two years and is
expected fo continue ot these levels for the next two to three years.

STRATEGY

Voridian participates in price sensitive markets where product
performance is a requirement for involvement and low cost is the primary
driver for success. As a result, the division's strategic goals focus on
mainfaining quality products, operational excellence, and its global
position as one of the most efficient producers of polymers and fibers in
the world. The key elements of this strategy include:

» Operational Efficiency
Voridian is a global leader in market share in two of its major
product markets and expecis to leverage its product knowledge,
experience, and scale to further reduce production costs and
increase output. As a highly integrated major PET polymers producer
and one of only a few integrated acetate fiber producers, Voridian
intends to develop further efficiencies to enhance its cost position.

»  Superior Process Technology
Voridian has a demonstrated expertise in developing ond
implementing improved process technologies. Through efficient use
of research and development, Voridian intends to continue that frend
and fo develop increasingly efficient technologies with the geal of
lowering manufacturing costs and improving operating margins.

» Copital Efficiency
Voridian intends to expand its production capabilities in a capital-
efficient manner. Efforts will include maximizing capacity utilization
at existing manufacturing facilities, reducing botlenecks af those
facilities, asset expansions utilizing improved process technologies,
and smart growth through participation in strategic manufacturing
alliances end contract manufacturing or toll arrangements.

»  Quality and Innovation
Voridian’s product quality and innovation make it a recognized industry
leader in the markets in which it parficipates. Through the efficient
use of research and development, Veridian will continue to develop
and commercialize new products where customer needs and consumer
preference offer improved returns or increased market share.
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POLYMERS SEGMENT
OVERVIEW

In 2003, the Polymers segment had revenues of $1.8 billion, which
represented 26% of the Company’s total sales and 72% of Voridian's
total sales. The segment consists of two principal product lines, PET
polymers and PE.

PET polymers production is vertically integrated back to the raw
material paraxylene for a substantial majority of its capacity. Voridian's
PET polymers for packaging [product line is the world's largest based on
capacity share; is the most global based on manufacturing sites; and is
the broadest based on formula diversity. PET polymers for packaging are

used in a wide variety of p‘roducts, including carbonated soft drinks,

water, beer, personal care ite‘ms, and food containers that are suitable for

both conventional and microwave oven use. Voridian has PET polymers
manufacturing sites in the ‘Unifed States, Mexico, Argentina, Great
Britain, Spain, and the Netherlands. In addition, Voridian has contract
manufacturing crrcngemenf‘s at two sites in Asia. Voridian competes
primarily in North America, Latin America, and Europe. The PE product
lines are manufactured enﬁre‘ly in the United States and have a relatively

small market share. |

PRODUCTS |

\
» PET Polymers ‘
PET polymers are used in beverage and food packaging and other
applications such as custom-care and cosmetics packaging, health
care and phormoceufic‘cﬂ uses, household products, and industrial.
PET polymers offer fast and easy processing, superb clarity, excellent
colorability and color éonsistency, durability and strength, impact
and chemical resistonce}a, and high heat stability.

» PE |
The Polymers segment ols‘.o offers a PE product line manufactured in the
United States including LDPE and LLDPE. The LLDPE products are
produced using the Company’s proprietary Energx™ manufacturing
technology for gas-phase polyethylene production. Voridian PE
products are used prima}rily for extrusion coating, film, and molding
applications. The LDPE and LLDPE product lines accounted for

approximately 20% of the Polymers segment’s sales revenue in 2003.

CUSTOMERS AND MARKjTS

The largest 66 customers within the Polymers segment accounted for
more than 80% of the segment’s total sales revenue in 2003. These
customers are primarily PET FJ)olymer container suppliers fo large volume
beverage markets such as carbonated soft drinks, water, and juice, with
strong participation in custom areas such as food, liquor, sport and fruit
beverages, health and beou‘fy aids, and household products. In 2003,
the worldwide market for PET polymers, including containers, film, and
sheet, was over 9.5 million mefric tons. Demand for PET polymers has
grown briskly over the post several years, driven by its popularity as @

substitute for glass and aluminum. PET polymers have already made

significant inroads in soft drink and water bottles, and producers are
currently fargeting markets such as hotfill and barrier containers for beer,
soups, and sauces. Industry analysts report that PET polymers consumption
grew worldwide from 1.0 million metric tons in 1989 to approximately
8.9 million metric fons in 2002, a compound annual growth rate of 18.3%.
Global demand for PET polymers is expected to grow approximately
10% annually over the next several years.

In the low-density polyethylene product line, Voridian is a significant
producer of materials used in extrusion coating opplications and is one
of only two North American producers of acrylate copolymers. In the
linear low-density polyethylene market, Voridian employs its proprietary
Energx™ technology to produce products that compete in higher strength
film and packaging markets.

COMPETITION

» PET Polymers

The sirong growth in demand for PET polymers, coupled with ease
of access to conventional manufacturing technology, has resulted in
the presence of over 80 suppliers in this market in 2003, up from
fewer than 20 in 1995. Voridian comes closest fo being a global
competitor with manufacturing sites in North America, Latin
America, and Western Europe, as well as contract manufacturing
arrangements in Asia. The level of competition, however, varies by
region. Competition is primarily on the basis of price with product
performance, quality, service, and reliability being requirements
for participation.

Industry pricing is strongly affected by raw material costs and
capacity ufilization. PET polymers global supply has exceeded demand
since 1997 as a result of capacity being introduced into the market
at a rate exceeding that of demand growth. While the demand for
PET polymers continues to steadily increase, excess capacity, primarily
in Asia, remains. Though other regions may approach a balanced
supply/demand state in coming years, the excess Asian capacity is
likely to impact PET polymers pricing worldwide.

» PE

Voridian is a niche polyethylene producer due to its size and ability
to target specific markets. Competitive advantage in these markets
is achieved via operating efficiencies and new product offerings.
Some polysthylene producers are substantially larger than Voridian,
and have greater market presence and resources devoted
to polyethylene than Voridian. This may allow them, or other
competitors, o price competing products at lower levels, or devote
substantial resources to product development, that Voridian is unable
or unwilling to match, which may at some point reduce Voridian’s
polyethylene revenues.

Voridian infends to continue to develop and maintain competitive
advantage through manufacturing process technology innovation,
operational excellence, manufacturing integration, and the efficient
execution of research and development.
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FIBERS SEGMENT
OVERVIEW

The Fibers segment manufactures Esiron™ acetate tow and Esirobond™
triacetin plasticizers, which are used primarily in cigarette filters; Estron™
and Chromspun™ acetate yarns for use in apparel, home furnishings, and
industrial fabries; and acetate flake and acetyl raw materials for other
acetate fiber producers. Voridian is one of the world's two lorgest
suppliers of acetate tow and has been a market leader in the manufacture
and sale of acetate tow since it began producing the product in the early
1950's. Voridian is also one of the world's two largest producers of acetate
yarn. In 2003, the Fibers segment had sales revenue of approximately
$715 million, which represented 10% of the Company's total sales and
28% of Voridian's total sales.

Voridian's leng history ond experience in the fibers markets are
reflected in its operating expertise, both within the Company and in
support of its customers’ processes. Voridian's expertise in internal operating
processes allows it fo achieve a consistently high level of product quality,
a differentiating factor in the industry. Further, Voridian’s fully integrated
facilities allow it to reduce its dependence on necessary petrochemicals
from third-parties. Voridian management believes thet all of these factors
combine to make it a leader in performance and cost position.

Voridian’s high-quality products, technical expertise and superior
customer service in the Fibers segment are its key competitive strengths.
Voridian’s industry knowledge and knowledge of its Fibers segment
customers’ processes allow it to assist its customers in maximizing their
processing efficiencies, promoting repeat sales and mutually beneficial,
longterm customer relationships. Voridian’s scale, strong customer
base, long-standing customer relationships, and expert technical service
contribute to its marketHeading position. Voridian’s goal is to build on
these strengths to improve its strategic position.

PRODUCTS

Voridian’s main producis in the Fibers segment are acetate tow, acetate
yarn, and acetyl chemical products.

»  Acefate Tow
Voridian manufactures acetate tow to customer specifications which
are used to produce various filtration patterns for cigareties.

»  Acetate Yarn

Voridian is a market leader, offering over 300 types of acetate yarn.
Chromspun™ and Estron™ acetate yarns are used in apperel, home
furnishings, and industrial applications. Voridian acefate yarn products
have characteristics that cllow for highly efficient mill processability.
From a refail customer's perspective, garments containing Estron™
and Chromspun™ yarns have a silky feel, rich color, supple drape,
breathability, and comfort. Chromspun™ acetate yarn is available
in more than 70 colors.

»  Acetyl Chemical Products
Voridian’s acetyl chemicals are primarily comprised of acetate floke
as part of its highly integrated production chain, along with
acetylation-grade acetic acid and acefic anhydride for other acetate
fiber producers. In addition, Voridian manufacturers triacetin
plasticizers for use by cigarette manufacturers as a bonding agent
in cigarette filters.

CUSTOMERS AND MARKETS

The customer base in the Fibers segment is relatively concentrated,
consisting of about 175 companies, primarily those involved in the
production of cigarettes and in the textiles industry. The largest 20 customers
within the Fibers segment, multinational as well as regional cigarette
producers and textile industry fabric manufacturers, accounted for greater
than 80% of the segment's total sales revenue in 2003.

Voridian is well known for its expert technical service. Voridian
periodically reviews customers’ processes and provides process fraining
to some of ifs customers’ employees to assist them in the efficient use of
Voridian's products. Voridian also engages in collaborative planning with
its customers to maximize supply chain management. These customer-
focused efforts, combined with Voridian's long history and product quality
reputation, have resulted in many longterm customer relationships, a key
competitive advantage.

COMPETITION

Competition in the fibers industry is based primarily on product quality,
technical and customer service, reliability, longterm customer relationships,
and price. To be successful, Voridian is required to minimize costs and
maximize production efficiency. Competitors in the fibers market include
one global supplier, Celanese AG, in both the acetate tow and yarn
markets, and several regional competitors in each market. The supply
and demand balance ot a given time affects pricing in the market.
Currently, the acetate yarn market has an excess supply of products due
to manufacturing capacity remaining high while demand declined,
resulting in lower prices. Voridian manogement believes it is well
positioned to respond to competitive price pressures due to its scale of
operations and level of integration.

In the acetate tow market, Celonese AG has capacity in China
and has announced construction of additional capacity through
expansion of existing joint ventures with the government-owned China
National Tobacco Corporation. Increased local production in China may
diminish access to this market by Voridian and other competitors. Global
capacity utilization rates and pricing for acetate tow also could be
adversely affected.

Within the acetate yarn market, product quality, technical service,
and global distribution are key competitive factors. Particularly with
respect to textile customers, o majority of the customer base and
preduction capacity has moved to regions where Voridian does not have
manufacturing sites. This shift in the worldwide customer base requires
Veridian to capitalize upon its global product distribution copability,
product quality, and technical service capability.
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DEVELOPING BUSINESSES DIVISION

DEVELOPING BUSINESSES SEGMENT
OVERVIEW ‘

The Developing Businesses segmenf includes new businesses and certain
investments in nontraditional growth opportunities that leverage the
Company's technology expertise, intellectual property, and know-how
info business models that ex}fend to new customers and markets. The
segment includes, among other new and developing businesses, Cendian
Corporation |’ 'Cendian” ", a log|shcs provider for chemical companies;
Avriel Research Corporation (”Ane|") a provider of international chemical
and regulatory compliance so‘luhons for environmental, health, and safety
operations; and Eastman’s Gasification Services, a provider of consulting

and operafions services to tl‘nrd -party gasification plant operators.

» Cendian Corporation \
Launched by the Company in 2000, Cendian is an Eastman
subsidiary that morketstc complete logistics solution for small to
mid-sized chemical manufacturers. By streamlining and automating
logistics business processes, Cendian enables its customers to focus
on their core business and reduce operational and capital expenses.
Cendian supports subsionholly all of the Company's worldwide
logistics requnremen’rs,‘ as well as those of other chemical
manufacturers under multi-year agreements. Cendian leverages
state-ofthe-art technologies with the Company’s long stonding
distribution and logistics capabilities and strong reputation and
brand in the chemicals industry to transport chemicals for its
customers from their source location fo any destination in the world

via all modes of tronsp&rtotion.

»  Ariel Research Corporation
In January 2002, Eastman acquired Ariel Research Corporation
(“Ariel”). Ariel, headquartered in Mclean, Virginia, is a leading
provider of worldwide regulatory information and software products
that enable corporations|to manage product safety and stewardship
functions, including requirements for workplace, environmental, and
dangerous goods compliance. Ariel’s comprehensive product offerings
arise from its over 14year history of delivering improvement
protocols for environmental, health, and safety operations and from
the successful delivery \of quality and efficient improvements to
environmental, health, and safety operations. Its customers include
major global corporations in the chemical, pharmaceutical, and
consumer products markets.

» Eastman Gasification Services
The Company has launched a service business to assist owners of
gasification plants, including those built as an alternative clean
technology for power generation. Recognized as an industry leader
in reliability and efficiency of gasification operations, Eastman has
operated a coal gasification plant in Kingsport, Tennessee, for

approximately 20 years. The Company has leveraged its expertise in
gasification by offering operations and maintenance services to third-
party gasification facilities. In the fourth quarter of 2002, the Company
enfered into a cooperative agreement with Texaco Development
Corporation, a wholly-owned subsidiary of ChevronTexaco Corporation,
that enables the Company to provide operation, maintenance,
management, and technical services, as well as parts fabrication
and sales, for gasification plants of Texaco Development licensees.

In addition, Developing Businesses is evaluating and investing in
additional potential growth opportunities utilizing its stage gate
guidelines described below.

STRATEGY

Developing Businesses is expanding beyond the Company's core
business of chemicals, plastics, and fibers manufacturing to develop less
capitalintensive businesses and platforms that allow it to take
advantage of its long-term customer relationships, operational skills, and
technological capabilities. Developing Businesses uses a disciplined
stage gating process in evaluating investments fo weigh expected returns
against investment levels at various stages of development. Those that
meet the initial requirements go on to the next stage where a cross-
functional team of experts from marketing, technology, business, and
finance determine if there is a compelling business plan and viable
means for capturing value from it.

CUSTOMERS AND MARKETS

Cendian targets its offerings to North American-based medium and
smaller size chemical manufacturers with global operations. The Company
is a significant customer of Cendian.

Avriel's customers include major global corporations in the chemical,
pharmaceutical, and consumer products markets. They include Dow,
Schering Plough, General Electric, and IBM.

Eastman Gasification Services serves current owners of gasification
plants, as well as parties investigating or intending to build a new
gasification plant.

COMPETITION

Cendian’s target market is highly fragmented, characterized by many
competitors offering partial solutions for the logistics requirements of
chemical manufacturers. Competition also arises from in-house capabilifies.

The market for Ariel’s chemical regulatory products is fragmented.
Most of the services provided by Ariel are currently performed internally
at most large chemical companies.

Because of the specialized nature of the Developing Businesses
segment coal gasification services, there are few third-party providers of
similar services. Customer alternatives to these services are to use internal
resources, supplemented by assistance from engineering firms or the
gasification technology supplier.
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This Management's Discussion and Analysis of Financial Condition ond
Results of Operations is based upon the consolidated financial statements
for Eastman Chemical Company (“Eastman” or the “Company”), which
have been prepared in accordance with accounting principles
generally accepted in the United States of America, and should be read
in conjunction with the Company’s consolidated financial statements
included elsewhere in this Annual Report. Al references to earnings per
share contained in this report are diluted earnings per share unless
otherwise noted.

CRITICAL ACCOUNTING POLICIES

In preparing the consolidated financial statements in conformity with
accounting principles generally accepted in the United States of America,
the Company’s management must make decisions which impact the
reported amounts and the related disclosures. Such decisions include
the selection of the appropriate accounting principles to be applied and
assumptions on which to base estimates and judgments that cffect the
reported amounts of assets, liabilities, revenues, and expenses, and
related disclosure of contingent assets and liabilities. On an on-going
basis, the Company evaluates its estimates, including those related to
customer programs and incentives, doubtful accounts, impaired assets,
environmental costs, pensions and other postemployment benefits,
goodwill and other intangibles, and litigation and contingencies. The
Company bases its estimates on historical experience and on various
other assumptions that are believed to be reasonable under the
circumstances, the results of which form the basis for making judgments
about the carrying values of assets and licbilities that are not readily
apporent from other sources. Actual results may differ from these
estimotes under different assumptions or conditions. The Company's
management believes the critical accounting policies described below
are the most important to the fair presentation of the Company’s financial
condition and results. These policies require management's more
significant judgments and estimates in the preparation of the Company's
consolidated financial statements.

CUSTOMER PROGRAMS AND INCENTIVES

The Company records estimated obligations for customer programs and
incentive offerings, which consist primarily of revenue or volume-based
amounts that a customer must achieve over a specified period of time, as
o reduction of revenue to each underlying revenue transaction as the
customer progresses toward reaching goals specified in incentive
agreements. These estimates are based on a combination of forecast of
customer sales and actual sales volumes and revenues against
established goals, the customer’s current level of purchases, and
Eastman’s knowledge of customer purchasing habits and industry pricing
practice. The incentive payment rate may be variable, based upon the
customer reaching higher sales volume or revenue levels over a specified
period of time in order to receive an agreed upon incentive payment.
Since the volume incentives and their usefulness to the Company are
largely based on the overall supply and demand in the markets for the
products the Company produces, significant changes in supply and

demand can positively or negatively impact the effectiveness of the
Company's customer programs and incentives. This has been particulorly
true for the Company’s PET Polymers business.

The Company's reserve for customer programs and incentives was
$45 million, $50 million, and $44 million at December 31, 2003,
2002, and 2001, respectively, and was recorded as a reduction of trade
receivables. if market conditions change, the Company could be forced
to take actions to adjust customer incentive offerings to maintain market
share and capacity utilization.

ALLOWANCES FOR DOUBTFUL ACCOUNTS

The Company maintains allowances for doubtful accounts {the
“allowances”) for estimated losses resulting from the inability of its
customers to make required payments. The allowances are based on the
relative age of each individual receivable and management's regular
assessment of the financial condition of the Company's customers.
Additionally, management regularly reviews credit limits based on
payment activity and other customer related factors to determine whether
or not fo extend credit and what other limiting terms, such as prepayment
requirements, will be levied on given customers. The Company increases
the allowances based on a monthly evaluation of the aged receivables,
and based on their age, writes off a certain percentage. These expectations
have historically been relatively accurate with regard to most of the
Company's customers. However, under certain circumstances, such as a
customer’s bankruptey, the Company will increase the allowance to reflect
the collectibility of the receivable.

The Company believes, based on historical results, the likelihood of
actual writeoffs having a material impact on financial results or earnings
per share is low. However, if one of the Company’s key customers were
to file for bankruptcy, or otherwise be unable to make its required
payments, or there was a significant continued slow down in the economy,
the Company could be forced fo increose its allowances. This could result
in a material charge to earnings.

The Company’s allowances were $28 million, $32 million, and
$35 million at December 31, 2003, 2002, and 2001, respectively.

IMPAIRED ASSETS

The Company evaluates the carrying value of long-lived assets, including
definite-lived intangible assets, when events or changes in circumstances
indicate that the carrying value may not be recoverable. The carrying
value of o longived asset is considered impaired when the total
projected undiscounted cash flows from such assets are separately
identifiable and are less than its carrying value. In that event, a loss is
recognized based on the amount by which the carrying value exceeds
the fair value of the long-lived asset. For long-lived assets to be held and
used, fair value of fixed (langible) assets and definite-lived intangible
assets is determined primarily using either the projected cash flows
discounted at @ rate commensurate with the risk involved or appraisal.
For long-lived assets to be disposed of by sale or other than by sale, fair
value is defermined in a similar manner, except that fair values are
reduced for disposal costs.
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As the Company’s assumptions related to long-lived assets are
subject to change, additional write-downs may be required in the future.
If estimates of fair value less costs to sell are revised, the carrying amount
of the related asset is adjusted, | resulting in recognition of a charge or benefit
to earnings. The Company recorded fixed {tangible) asset impairments
of $291 million and definiteived intangible asset impairments of
$128 million during 2003. ‘For more information, see Note 15 to the
Company's consolidated mencnal statements.

ENVIRONMENTAL COSTS \

The Company accrues environmental remediation costs when it is
probable that the Company has incurred a liability and the amount can
be reasonably estimated. When a single amount cannot be reasonably
estimated but the cost can b‘e estimated within a range, the Company
accrues the minimum amount. This undiscounted accrued amount reflects
the Company’s assumptions about remediation requirements at the
contaminated site, the nature of the remedy, the outcome of discussions
with regulatory agencies and other potentially responsible parties at
multi-party sites, and the number and financial viability of other

UNITED STATES PENSION AND
OTHER POSTEMPLOYMENT BENEFITS

The Company maintains defined benefit pension plans that provide
eligible employees with retirement benefits. Additionally, Eastman
provides life insurance and health care benefits for eligible retirees and
health care benefits for refirees’ eligible survivors. The costs and obligations
related to these benefits reflect the Company’s assumptions related to
general economic conditions (particularly interest rates), expected return
on plan assets, rate of compensation increase for employees, and health
care cost trends. At December 31, 2003, the Company assumed a
discount rate of 6.25%; an expected return on assets of 9%; a rate
of compensation increase of 3.75%; and an initial health care cost trend of
10%. The cost of providing plan benefits also depends on demographic
assumptions including retirements, mortality, turnover, and plan participation.

The following table illustrates the sensitivity to @ change in the
expected return on assets and assumed discount rate for U.S. pension
plans and other postretirement welfare plans:

potentially responsible porhes Changes in the estimates on which the
accruals are based, unanhopo'red government enforcement action, or
changes in heolfh sofety‘( environmental, and chemical control
regulations and testing requirements could result in higher or lower costs.
Estimated future environmental expenditures for remediation costs range
from the minimum or best estimate of $34 million to the maximum of
$52 million at December 31|, 2003.

In accordance with SFAS No. 143, "Accounting for Asset
Refirement Obligations,” the Company also establishes reserves for
closure/postclosure costs associated with the environmental and other
assefs it maintains. Environmental assets include but are not limited to
land fills, water freatment facilities, and ash ponds. When these types of
assets are constructed, d reserve is established for the future
environmental remediation anticipated to be associated with the closure
of the site based on an expected life of the environmental assets. These
future expenses are accrefed into earnings over the estimated useful life
of the assets. Currently, the ‘Compcny estimates the useful life of each
individual asset up to 50 years. If the Company changes its estimate of
the asset refirement obligation costs or its estimate of the useful lives
of these assets, the future expenses to be accreted into earnings could
increase or decrease.

The Company’s reserve for environmental contingencies was
$61 million, $60 million, and $54 million at December 31, 2003,
2002, and 2001, respechvefg/ representing the minimum or best esfimate
for remediafion costs and, [for asset retirement obligation costs, the
améunt accrued to date ovef the facilifies' estimated useful lives.

For odditional information, see Notes 1, 11, and 23 to the
Company's consolidated financial statements.

|
;
‘
r

Impact on Impact on
December 31, 2003 | December 31, 2003
Impoct on Projected Benefit Benefit Obligation
Change in 2004 Predax U.S. Obligation for U.S. for Other U.S.
Assumption Pension Expense Pension Plans Postretirement Plans
25 basis point
decrease in
discount rate +$5 Million +$48 Million +$28 Million
25 basis point
increase in
discount rate -$5 Million -$46 Million -$27 Million
25 basis point
decrease in
expected return
on assets +$2 Million No Impact N/A
25 basis point
increase in
expected return
on assels -$2 Million No Impact N/A

The expected return on assets and assumed discount rate used to
calculate the Company’s pension and other postemployment benefit
obligations are established each December 31. The expected return on
assets is based upon the long-term expected returns in the markets in which
the pension trust invests ifs funds, primarily the domestic, international,
and private equities markets. The assumed discount rate is based upon
an index of high-quality, longterm corporate borrowing rates. If actual
experience differs from these assumptions, the difference is recorded as
an unrecognized gain (loss) and then amortized info earnings over a
period of time, which may cause the cost of providing these benefits to
increase or decrease. The charges applied to earnings in 2003, 2002,
and 2001 due to the amortization of unrecognized actuarial losses were
$32 million, $20 million, and $8 million, respectively.
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The Company does not anticipate that @ change in pension and
other postemployment obligations caused by a change in the assumed
discount rate will impact the cash contributions to be made 1o the pension
plans during 2004. However, an aftertax charge or credit will be recorded
directly to accumulated other comprehensive income {loss), @ component
of stockholders’ equity, as of December 31, 2004, for the impact on the
pension’s projected benefit obligation of the change in interest rates, if
any. While the amount of the change in these obligations does not
correspond directly to cash funding requirements, it is an indication of the
amount the Company will be required to contribute to the plans in future
years. The amount and timing of such cash contributions is dependent on
interest rates, actual returns on plcn assets, retirement and attrition rates
of employees, and other factors.

For additional information, see Note 9 to the Company’s consolidated
financial stotements.

LITIGATION AND CONTINGENT LIABILITIES

From time to time, the Company and its operations are parties to or
targets of lawsuits, claims, investigations, and proceedings, including
product liability, personal injury, asbestos, patent and intellectual
property, commercial, contract, environmental, antitrust, health and
safety, and employment matters, which are handled ond defended in the
ordinary course of business. The Company accrues a liability for such
matters when it is probable that o liability has been incurred and
the amount can be reasonably estimated. The Company believes the
amounts reserved are adequate for such pending matters; however,
results of operations could be affected by significant litigation adverse fo
the Company.

2003 OVERVIEW

Over the past several years, key deferminants of profitability for the
Company have included: generally slow economic growth, particularly
for manufacturing; fuctuations in raw material and energy costs, with
those costs increasing substantially in late 2002 and remaining ot
historically high levels during 2003; and the ability to obtain sales price
increases for the Company's products necessary to preserve or expand
margins. In addition, many of the markets that Eastman serves have been
impacted by substantial capacity additions that led to lower capacity
utilization levels, limiting the ability to obtain sales price increases for
some of the Company’s products. As a result, the Company’s gross profit
has been negatively impacted.

In 2003, the Company's gross profit was negatively impacted by
approximately $100 million compared to 2002 due to higher raw
material and energy costs that were partially offset by higher selling
prices. In 2002, the Company's gross profit was negatively impacted by
approximately $100 million compared to 2001 due to selling prices
declining more than raw material costs, partially offset by higher sales
volumes. In both years, the Company implemented various cost reduction
efforts to improve profitability.

Eastman has also recorded significant impairment and restructuring
charges. In 2003, the Company recognized $48% million of asset
impairments and restructuring charges and $34 million of goodwill
impairments. In 2002 and 2001, such charges were $5 million and
$396 million, respectively. These charges were primarily the result of
restructuring, divestiture and consolidation actions.

The Company continues to implement a number of initiatives to
improve profitability and cash flows. These include:

» Continued porffolio evaluation across the Company, particularly in
the Eastman Division, with the expectation that some product lines
will be removed from the porffolio;

» Restructuring, divestiture, and consolidation actions in the

CASPI Segment;

» Narrowing the focus for the Developing Businesses Division,
resulting in improved operafing results; and

»  Cost and working capital reduction efforts throughout the Company.

In addition, the Company has ond continues to maintain a number
of commitments which demonstrate financial discipline. These include:

» Capital expenditures to be no more than depreciation
and amortization;

» The combination of sales and general administrative expenses
and research and development expenses will be at or below
10% of sales revenue;

»  Priorities for use of available cash from operations are to pay the
quarterly cash dividend, reduce outstanding borrowings, and
fund targeted growth initiatives such as small acquisitions
and other ventures.

The Company anticipates profitability and operating cash flows
to improve in 2004 due to the actions being taken in the CASPI
segment, improved results in the Developing Businesses segment, and
generally improved economic conditions. in addition, the Company
expects raw material and energy costs to increase slightly in 2004
compared with 2003, and that the ability to obtain sales price
increases will be a key driver of profitability.

RESULTS OF OPERATIONS

SUMMARY OF CONSOLIDATED RESULTS -
2003 COMPARED WITH 2002

The Company's results of operations as presented in the Company's
consolidated financial statements appearing in this Annual Report are
summarized and analyzed below:

Earnings (Loss)

{Doliars in millions, except per share amounts) 2003 2002
Operating earnings {loss) $(267) | $208
Net earnings {loss} before cumulative effect

of change in accounting principles (273} 79
Net earnings {loss) (270) 61
Earnings (loss) per share

~Basic (3.50) 0.79

-Diluted (3.50) 079
Asset impairments and restructuring charges, net 489 5
Goodwill impairments 34 -
Other operating income {33) -

> 31 «



»

MANAGEMENT’S DlS‘JCUSS|ON AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS
Eastman Chemical Company onc;i Subsidiaries

|
i

Operating results for 2003 declined fo a loss of $267 million
compared to operating earnjngs for 2002 of $208 million. The decline
in operating earnings was primarily afiributable to asset impairments
and restructuring charges, and goodwill impairments of $489 million and
$34 million, respectively. Other operating income related to a gain of
$20 million for the sale of the Company's high-performance crystalline
plastics assets, which were formerly a part of the SP segment, and a gain
of $13 million for the sale of the Company's colorant product lines and
related assets, which were formerly part of the CASPI segment.
Addifionally, higher raw matefial and energy costs partially offset by higher
selling prices had a negati e impact on gross profit of approximately
$100 million. Continued cost reduction efforts and favorable foreign
currency exchange rafes had a positive impact on earnings.

Other factors impacting operating earnings for 2003 include:

» a reduction in costs of approximately $40 million as a result of
the previously reported change in vacation policy which was

part of cost reduction measures implemented by the Company
in the first quarter 2003;

|
» a gain of opprm}dmotely $14 million from the insurance
seftlement related to the previously disclosed 2002 operational
disruptions at the Company’s Rotterdam, the Netherlands, and
Columbia, South Caroling, facilities;

» increased pension !and other postemployment benefits expense

of approximately ?25 million; and

» lower depreciation and amortization expense of $30 million.
Operating results for 2002 were negatively impacted by several items:

» approximately $39 million due to operational disruptions at
the Company’s Co‘lumbic, South Carolina, and Rotterdam, the
Netherlands, facilities;

» costs pertaining fo asset charges relating primarily to
equipment dismaTt[ement and other write-offs recorded in
2002 totaling approximately $17 million;

» an unfavorable sh;iH in product mix; and

» asset impoirmensrs and restructuring charges totaling
opproximately $5 Willion (o5 described more fully below and in
Note 15 to the Company's consolidated financial statements).

Net earnings for 200? included the write-down to fair value of

certain technology business venture investments and a loss of $12 miflion
due to remeasurement of anlArgentine peso-denominated tax receivable.

Product | Exchange

Volume Price Mix Rate

{Dollars in miflions) 2003 2002 |Change | Effect Effect Effect Effect
Sales $5,800 9% | (1)% 5% 1% 4%

Sales revenue increased for 2003 compared to 2002 primarily due
to increased selling prices, particularly for the Polymers and the PCI
segments, and favorable foreign currency exchange rates, particularly for
the euro, of $275 million and $192 million, respectively. The increase in
selling prices was primarily in response to an increcse in raw material
and energy costs. The Company plans to implement additional price
increases in 2004 as needed fo offset additional increases in raw
material and energy costs.

[Dollars in millions} 2003 2002 Change
Gross Profit $810 $779 4%
As a percentage of sales 14.0% | 14.6%

Gross profit for 2003 increased compared to 2002 primarily due
to higher selling prices, continued cost reduction efforts, and favorable
foreign currency exchange rates that more than offset higher raw material
and energy costs. The higher raw material and energy costs were primarily
aftributable to the following raw materials: propane, paraxylene,
ethylene glycol, and natural gas. The decrease in gross profit as a
percentage of sales is aftributable to higher raw material and energy
costs that were partially offset by selling price increases, and had a
negative impact on gross profit of approximately $100 million.

The Company expects that higher raw material and energy costs
will continue to negatively impact gross profit during 2004, mitigated to
the extent the Company is able to continue to offset this impact in part
through higher selling prices for certain of its products and through
various cost reduction measures.

An insurance settlement of approximately $14 million related fo the
previously reported 2002 operational disruptions at the Company's
plants in Rotterdam, the Netherlands, and Columbia, South Caroling,
had a positive impact on gross profit in 2003. In 2002, the same
operational disruptions had a negative impact of $39 million.

The Company continues to implement a variety of cost control
measures to manage discretionary spending. Of the measures taken, o
change in vacation policy faovorably impacted 2003 results by
approximately $40 million. This change in vacation policy is not expected
to have a significant impact on 2004 results. The Company expects that
the other cost confrol measures implemented during 2003 will continue
to positively impact its results in 2004.

The Company is also working on other measures to improve its cost
structure and profitability. Included in that effort is a review of the
Company's portfolio of products and businesses, primarily in the Eastman
Division. The Company expects during 2004 to continue o identify and
pursue implementation of restructuring, divestiture, and consolidation
alternatives for certain identified portions of the CASPI segment to
improve profitability.

{Dollars in miltions} 2003 2002 Change
Selling and General
Administrative Expenses (S&GA) $414 $407 2%
Research and Development
Expenses (R&D) 173 159 9%
$587 | $566
As a percentage of sales 10.1% | 10.6%

