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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
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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) -
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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%
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The increase in S&GA expenses for 2003 compared to 2002 was
primarily due to higher costs associated with the Company’s growth
initiatives, including the business-building efforts within the Developing
Businesses segment.

R&D expenses for 2003 were higher compared to 2002 primarily
due to the Company’s increased efforts to develop cerfain operational
efficiencies and efforts associated with new business initiatives.

In 2004, the Company expects combined costs related to S&GA
expenses and R&D expenses will be at or below 10% of sales revenue.

Impairments and Restructuring Charges, Net

Impairments and restructuring charges totaled $523 million during 2003,
with noncash asset impairments of $500 million and restructuring
charges of $23 million. The following table summarizes the 2003 and
2002 charges:

{Dollars in milfions) 2003 2002
Eastman Division Segments:
CASPI Segment:

Fixed assef impairments $195 $2

Intangible asset impairments 175 -

Goodwill impairments 34 -

Severance charges 13 -

Site closure costs 3 3
PCl Segment:

Fixed asset impairments 95 (1)

Severance charges 4 -
SP Segment:

Severance charges 1 -
Total Easiman Division 520 4
Voridian Division Segments:

Polymers Segment:

Fixed asset impairments 1 ]

Severance charges 1 -
Fibers Segment:

Severance charges 1 -
Total Voridian Division 3 1
Total Eastman Chemical Company $523 $5
Total csset impairments and restructuring charges, net $489 5
Total goodwill impairments 34 -
Total Eastman Chemical Company 523 5

CASP| SEGMENT
2003

In the third quarter, the Company reorganized the operating structure
within its CASPI segment and changed the segment’s business strategy in
response to the financial performance of certain underlying product lines.
Those product lines include inks, and resins and monomers, as more fully
described under “Business Overview — CASPL.” Prior to the third quarter
2003, management was pursuing growth sirategies aimed at
significantly improving the financial performance of these product
groups. However, due to the continued operating losses and

deteriorating market conditions, management decided to pursue
alternative strategies including restructuring, divestiture, and
consolidation. This change affected both the manner in which certain
assefs are used and the financial outlook for these product groups, thus
friggering the impairments and certain restructuring charges.

The third quarter fixed asset impairments charges of $194 million
primarily related to assets associoted with the above mentioned
product groups, and primarily impacted manufacturing sites in the
North American and European regions that were part of the Lawter
International, Inc. {“Lawter”), McWhorter Technologies, Inc. ("McWhorter”),
and Chemicke Zavody Sokolov {“Sokolov”) acquisitions. Within these
product lines, nine sites in North America and six sites in Europe were
impaired. As the undiscounted future cash flows could not support the
carrying value of the assets, the fixed assets were written down to fair
value, as established primarily by appraisal.

The third quarter intangible asset impairments charges related to
definiteived infangible assets of approximately $128 million and indefinite-
lived infangibles of approximately $47 million. The definite-ived intangibles
related primarily to developed technology and customer lists, and the
indefinitelived intangibles primarily related to frademarks. These infangible
assets were primarily associated with the acquisitions of Lawter and
McWhorter. As the undiscounted future cash flows could not support the
carrying value of the definite-lived intangible assets, these assets were
written down to fair value, as established primerily by appraisal.
indefinite-lived intangible assets were written down to fair value, as
established by appraisal.

Upon adoption of SFAS No. 142, “Goodwill and Other Intangible
Assets,” the Company defined “reporting units” as one level below
the operating segment level and considered the criteria set forth
in SFAS No. 142 in oggregating the reporting units. This resulted in
the CASPI segment being deemed a single reporting unit. In the third
quarter 2003, the reorganization of the operating structure within
the CASPIl segment resulted in new reporting units one level below the
operating segment. Due to the change in strategy and lack of similar
economic characteristics, these reporting units did not meet the criteria
necessary for aggregation. As a result, the goodwill associated with the
CASPI segment was reassigned fo the new reporting unils based upon
relative fair values. The reporting unit that contained the above-mentioned
product lines was assigned $34 million of goodwill out of the total CASPI
segment goodwill of $333 million. Because the Company determined
that this reporting unit could no longer support the carrying value of its
assigned goodwill, the full amount of that goodwill was impaired. The
fair value of the other reporting unit within CASPI was sufficient to support
the carrying value of the remainder of the goodwill.

In the fourth quarter, the Company recognized fixed asset
impoirments and site closure costs of $1 million and $3 million, respectively.
The fixed asset impairments relate to additional impairments associated
with the CASP! reorganization, as discussed above. The site closure charges
relate primarily to additional costs related to the closure of the Company's
Dusseldorf manufacturing site.

Severance charges of $13 million for 2003 are discussed in further
detail below.
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2002 !

A change in esfimate for site|closure costs for Philadelphia, Pennsylvania,
and Portland, Oregon, resufted in a $1 million credit to earnings in the
third quarter. In the fourth quarter, the Company recognized restructuring
charges of approximately (§4 million related to closure of plants in
Dusseldorf, Germany; Rexdale, Canada; and LaVergne, Tennessee; and
additionally recognized an|asset impairment charge of opproxmotely
$2 million related to certom other European assefs.

\

PCl SEGMENT !
2003

In the second quarter, the Company recorded an asset impairments
charge of approximately $15 million related to the impairment of certain
fixed assets used in certain of the PCl segment's performance chemicals
preduct lines thot are located in Llangefni, Wales. In response to industry
conditions, during the second quarter 2003 the Company revised its
sirategy and the earnings forecast for the products manufactured by these
assets. As the undiscounted future cash flows could not support the
carrying value of the asset, the fixed assets were written down to fair
value, as established primarily by discounted future cash flows of the
impacted assets. |

In the third and fourth quarter the PCI segment incurred charges of
$80 million related to the impairment of fixed assets used in certain
commodity and performance chemicals product lines as a result of

increased competition and éhonges in business strategy in response fo a

change in market conditior}m and the financial performance of these
product lines. Within the commodity product lines, the fixed asset
impairments charge relq'red to assets at the Sokolov, Czech Republic,
facility. Within the specmlty organic chemicals product lines, the fixed
asset impairments charge related to assets located of the Kingsport,
Tennessee, focility. 1

Severance charges of $4 million for 2003 are discussed in further

detail below.

\
[
|
In the fourth quarter, a net $1 million credit fo earnings was recorded due
to a $2 million credit associated with previously impaired fine chemicals
product lines assefs, and a charge of $1 million related to impaired

assets used in certain reseu‘rch and development activities.
\

2002

SP SEGMENT

Severance charges of $1 |million for 2003 are discussed in further
detail below. ‘
|
|

POLYMERS SEGMENT |

2003

In the fourth quarter, an asset impairments charge of $1 million was
recorded related to certain research and development assets classified as
held for sale. The fair vulué of these assets was determined using the
esfimated proceeds from scnle less cost to sell.

Severance charges of $1 million for 2003 are discussed in further
detail below. ‘

|
/
\
\
|

2002

In 2002, the Company recorded charges related to the write-down of
underperforming polyethylene assets totaling approximately $1 million.

Severance Charges - 2003

In the first half of the year, severance costs of $3 million were incurred
within the CASPI segment reloted primarily to consolidation and
restructuring activities and changes in previously accrued amounts. In the
third quarter, the Company recognized $14 million in restructuring
charges related to the actual and probable involuntary separations of
approximately 300 employees. These workforce reductions are the result
of decisions made as part of the restructuring of the CASPI segment
discussed above, the Company’s annual budgeting process, and site
closure costs associated with the PCl segment. During the fourth quarter,
severance charges were recorded in the CASPI and Fibers segments
totaling $2 million and $1 million, respectively, dve to the ongoing
restructuring of the CASPI segment and the annual budgeting process
discussed above.

During 2003, terminations related to actual and probable
involuntary separations totaled approximately 500 employees. As of the
end of 2003, approximately 350 of these terminations had occurred,
with the remaining primarily relating to previously announced consolidation
and restructuring activities of certain European CASPI manufacturing sites
that will be completed in early 2004.

The following table summarizes the charges and changes in
estimates described above, other asset impairments and restructuring
charges, the noncash reductions atiributable to asset impairments, and
the cash reductions in shutdown reserves for severance costs and site
closure costs paid:

Balance ot Bolonce ot
Janvary 1, | Provision/ Noncash Cash December 31
{Dollars in millions) 2002 Adjustments | Reductions | Reductions 2002
Noncash charges $ - $ 2 $ 2 3 - $ -
Severance costs 10 2 - (10) 2
Site closure costs 13 3 - (9} 7
Total $23 [ 8 7 s @ | 019 $ 0
Balance at Balance at
January 1, Provision/ Noncash Cash December 31,
{Dollars in millions) 2003 Adjustments | Reductions | Reductions 2003
Noncash charges $ - $500 | $(500) $ - $ -
Severance costs 2 20 - (12) 10
Site closure costs 7 3 - {5) 5
Total $9 | $523 | $(500) $(17) $15

Substantially alf severance and site closure costs are expected to be
applied to the reserves within one year.

Other Operating Income

{Dollars in millions] 2003 2002

Other operating income $(33) $-

Other operating income for 2003 totaled approximately $33 million
and reflected gains of approximately $20 million on the sale of the
Company's high-performance crystalline plastic assets in first quarter, and
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approximately $13 million on the sale of the Company’s colorant product
lines and related assets in fourth quarter. These items were reflected
within the SP and CASPI segments, respectively.

Interest Expense, Net

{Pollars in millions) 2003 2002 Change
Gross interest costs $133 $132

Less: capitalized interest 3 4

Interest expense 130 128 2%
Interest income 6 6

Inferest expense, net $124 | $122 2%

Slightly higher gross interest costs for 2003 compared to 2002
reflected higher average debt levels due to bond offerings in June and
November, with total proceeds of $495 million, in anticipation of the
maturity of $500 million of 6 3/8% bonds due January 15, 2004, that
were partially offset by lower average interest rates. For more information
on the new bond issues and post yearend bond retirements, see Notes 7
and 24 to the Company's consolidated financial statements.

For 2004, the Company expects net interest expense to decrease
compared to 2003 due to lower expected gross interest costs as a result
of lower average interest rates on borrowings and anticipated lower
average borrowings.

Other (Income) Charges, Net

[Dollars in millions) 2003 2002
Other income $(28) $(14)
Other charges 18 16
Other (income] charges, net $(10) $2 ‘

Included in other income are the Company’s portion of earnings
from its equity investments, gains on sales of nonoperating assets, royalty
income, net gains on foreign exchange fransactions, and other miscellaneous
items. Included in other charges are net losses on foreign exchange
transactions, the Company's portion of losses from its equity investments,
losses on sales of nonoperating assets, fees on securitized receivables,
and other miscellaneous items.

Other income for 2003 primarily reflects net gains on foreign
exchange transactions of $13 million and the Company’s portion of
earnings from its equity investment in Genencor of $10 million. Other
charges for 2003 consist primarily of write-downs to fair value of certain
technology business venture investments due to other than temporary
declines in value of $4 million, fees on securitized receivables of $3 million,
and other miscellaneous charges.

Other income for 2002 primarily reflected $9 million of earnings
from the Company’s equity investment in Genencor, net of a restructuring
charge of $5 million. Additionally, other income included a net gain on
foreign exchange transactions of $4 million. Other charges for 2002
primarily reflected a writedown to fair value of certain technology
business venture investments due to other than temporary declines in
value of $8 million and fees on securitized receivables of $4 million.

For more information on the Company’s equity investment in Genencer,
see Notes 1 and 5 to the Company’s consolidated financial statements.

Provision (Benefit) for Income Taxes

{Dollars in millions} 2003 2002 Change
Provision (benefit] for income taxes $(108) $5 N/A
Effective tax rate 28% 5%

The 2003 tax rate of 28% was impacted primarily by the treatment
of the asset impairments and restructuring charges resulting in a lower
expecied tax benefit in certain foreign jurisdictions. This, coupled with
nondeductible goodwill impairments, resulted in an effective tax benefit
rate lower than the statutory rate. _

The 2002 effective tax rote was reduced by a net credit of
$17 million resulting from the favorable resolution of prior periods’
tax contingencies, by a reduction in international taxes related to
the implementation of the Company’s divisional structure, and the
elimination of nondeductible goodwill and indefinitelived intangible asset
amortization resulting from the implementation of SFAS No. 142,

In both years, the Company has recorded benefits from a foreign
sales corporafion or extraterritorial income exclusion, and management
expects these benefits to confinue into 2004. The Company also expects its
effective tax rate in 2004 will be between approximately 30% and 33%.

Cumulative Effect of Changes in Accounting Principles, Net

{Dollars in millions) 2003 2002

$(18)

Cumulative effect of change in accounting principles, net $3

SFAS NO. 143

As required by Statement of Financial Accounting Standards (“SFAS”)
No. 143, “Accounting for Asset Retirement Obligations,” at January 1,
2003, the Company recognized existing asset retirement obligations
adjusted for cumulative accretion to the date of adoption, asset refirement
costs capitalized as an increase to the carrying amount of the associated
long-lived asset, and accumulated depreciation on those capitalized
costs. As a result of adoption of this standard, the Company recognized
an aftertax credit to earnings of $3 million during the first quarter 2003,
primarily related to a reduction in certain environmental liabilities.

If the asset retirement obligation measurement and recognition
provisions of SFAS No. 143 had been in effect on January 1, 2002, the
aggregate carrying amount of those obligations on that date would have
been $27 million. If the amortization of asset refirement cost and
accretion of asset refirement obligation provisions of SFAS No. 143 had
been in effect during 2002, the impact on “Earnings before cumulative
effect of changes in accounting principles” in 2002 would have
been immaterial.

SFAS NO. 142

The Company adopted the provisions of SFAS No. 142, “Goodwill and
Other Intangible Assets,” effective January 1, 2002. The provisions of
SFAS No. 142 prohibit the amortization of goodwill and indefinitedived
intangible assets; require that goodwill and indefinite-lived intangible
assets be tested at least annually for impairment; require reporting units
to be identified for the purpose of assessing potential future impairments
of goodwill; and remove the forty-year limitation on the amortization
period of intangible assets that have finite lives.
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In connection with the 1cdoption of SFAS No. 142, the Company
completed in the first quarter 2002 the impairment test for intangible
assefs with indefinite useful lives other than goodwill. As a result of this
impairment test, it was determined that the fair value of certain trademarks
related to the CASPl segment, as established by appraisal and based

on discounted future cash
Accordingly, the Company r
approximately $18 million

flows, was less than the recorded value.
scognized an aftertax impairment charge of
in the first quarter of 2002 to reflect lower

than previously expected cash flows from certain related products. This
charge is reported in the Jonsolidated Statements of Earnings (Loss),

Comprehensive Income (Los

s), and Retained Earnings as the cumulative

effect of a change in accounting principles. Additionally, the Company

reclassified $12 million of
workforce and the related
$5 million to goodwill. Duri
performed the transitional i

its intangible assets related to assembled
deferred tax liabilities of approximately
ng the second quarter 2002, the Company
mpairment fest on its goodwill as required

upon adoption of this Statement, ond determined that no impairment of

goodwill existed as of Janu
annual festing of goodwill
impairment in the third quart

‘cry 1, 2002. The Company completed its

and indefinitelived intangible assets for
er 2002 and determined that no impairment

existed as of September 30} 2002. The Company plans to continue its

annual testing of goodwill

and indefinite-lived infangible assets for

impairment in the third qucrter of each year, unless events warrant more

frequent testing.

In 2003, the Company lmpcnred certain goodwill ond indefinitelived
intangible assets in the CASPI segment as discussed in Note 15 to the

Company’s consolidated financial statements. Additionally, the Company

completed its annual impair

Iment review of the remaining goodwill and

indefinite-lived intangible assets. No further impairment of goodwill

or indefinite-lived intangible‘ assefs was required due fo this review.

SUMMARY BY OPERATING SEGMENT

The Company’s products and

operations are managed and reported in three

divisions comprising six operating segments. Eastman Division consists of
the CASPI segment, the PCl segment, and the SP segment. Voridian Division
contains the Polymers segment and the Fibers segment. The Developing

Businesses Division consists
divisional structure allows th

of the Developing Businesses segment. The
e Company fo align costs more directly with

the activities and businesses that generate them.

The Company's divisional structure allows it to align costs more
directly with the activities c‘nd businesses thot generate them. Goods
and services are transferred between the divisions at predetermined

prices that may be in excess

of cost. Accordingly, the divisional structure

results in the recognition of interdivisional sales revenue and operating

earnings. Such interdivisional

‘frcnsccﬁons are eliminated in the Company’s

consolidated financial statements. Prior to 2002, segment sales revenue

reflected only actual sale
transfer of goods and serv
segment earnings.

The CASPl segment m
specialty polymers, primarily

‘s to third-parties, and the intersegment

lces recorded at cost, had no impact on

anufactures raw materials, additives, and
for the paints and coatings, inks and graphic

arts, adhesives, and other markets. The CASPI segment's products consist

of binders and resins, ligui
resins, and polyester and ag

{ vehicles, additives, unsaturated polyester
rylic emulsions. Binders and resins, such as

alkyd and polyester resins, hydrocarbon resins, and rosins and rosin
esters, are used in adhesives and as key components in paints and inks
to form a protective coating or film, and bind color to the substrate. Liquid
vehicles, such as ester, ketone, and alcohol solvents, maintain the binders
in liquid form for ease of application. Addifives, such as cellulosic
polymers, Texanol™ ester alcohol, and chlorinated polyolefins, provide
different properties or performance enhancements to the end product.
Unsaturated polyester resins are used primarily in gel coats and fiberglass
reinforced plastics. Polyester and acrylic emulsions are traditionally used
as textile sizes to protect fibers during processing in textile manufacturing,
and the technology is also used in water-based paints, coatings, and
inks. Additional products are developed in response to, or in anticipation
of, new applications where the Company believes significant value can
be achieved.

The PCI 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 infermediates,
polymer compounding, and chemical manufacturing intermediates. The
PCl segment also offers custom manufacturing services through its custom
synthesis business.

The SP segment’s key products include engineering and specialty
polymers, specialty film and sheet products, and packaging film and fiber
products. Included in these are highly specialized copolyesters, cellulosic
plostics, and compounded polyethylene plastics thot possess unique
performance properties for value-added end uses such as appliances,
store fixtures and displays, building and construction, electronics and
electronic packaging, medical packaging, personal care and cosmetics,
performance films, tape and lobels, biodegradeables, cups and lids,
fiber and strapping, photographic and optical film, graphic arts, and
general packaging.

The Polymers segment manufactures and supplies PET polymers for use
in beverage and food packaging and other applications such as custom-
care and cosmetics packaging, health care and pharmaceutical uses,
household products, and industrial. PET polymers serve as source products
for packaging a wide variety of products including carbonated soft
drinks, water, beer, personal care items, and food containers that are
suitable for both conventional and microwave oven use. The Polymers
segment also manufactures low-density polyethylene and linear low-density
polyethylene, which are used primarily in extrusion coating, film, and
molding applications.

The Fibers segment manufactures Estron™ acetate tow and
Estrobond™ ftriacetin plasticizers which are used primarily in cigarette
filters; Estron™ and Chromspun™ acetate yarns for use in apparel, home
furnishings, and industrial fabrics; acetate flake for use by other acetate
tow producers; and acetyl chemicals.

The Developing Businesses segment includes new businesses and
certain investments in nontraditional growth opportunities that leverage
the Company's technology experfise, intellectual property, and know-how
into business models that extend to new customers and markets. The
segment includes, among other new and developing businesses, Cendian
Corporation (“Cendian”), a logistics provider for chemical companies;
Ariel Research Corporation (“Ariel”), a provider of international chemical
and regulatory compliance solutions for environmental, health, ond safety
operations; and Eastman’s gasification services,
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Effective January 1, 2003, sales and operating results for developing
businesses activities were moved from the CASPI, PCI, and SP segments
to the Developing Businesses segment. During 2002, these amounts were
included within the CASPI, PCl, and SP segments. During 2001, these
amounts had been split among all segments. Accordingly, the prior
year amounts for sales and operating earnings have been reclassified for
all periods presented. These revisions had no effect on the Company’s
consolidated financial stafements.

For additional information concerning an analysis of the results of
the Company’s operating segments, see Note 20 to the Company’s
consolidated financial statements.

EASTMAN DIVISION

CASPI Segment

(Dollars in millions) 2003 2002 Change
External Sales $1,597 $1,540 4%
Volume effect (6)%
Price effect 2%
Product mix effect 3%
Exchange rate effect 5%
Interdivisional sales - - N/A
Operating earnings (loss) (358) 58 N/A
Asset impairments and
restructuring charges, net 386 5
Goodwill impairments 34 -
Other operating income (13) -

2003 COMPARED WITH 2002

The increase in external sales revenue for 2003 compared to 2002 was
primarily due to favorable shifts in foreign currency exchange rates,
improved product mix, and slightly higher selling prices that more than
offset a decrease in sales volume. Foreign currency exchange rates had
a positive impact on sales revenue of $74 million primarily due fo the
strengthening of the euro. A favorable shift in product mix towards higher
priced products had a positive impact on sales revenue of $48 million.
Additionally, higher selling prices, as a result of increased raw material
and energy costs, had a positive impact on sales revenues of $29 million.
The decline in sales volume, which had a negative impact on sales
revenue of $93 million, was primarily attributable to forgoing sales of
certain low-margin products, and restructuring and divestiture actions that
were taken during the year.

Operating earnings for 2003 declined significantly compared
to 2002 primarily due to the asset impairments and restructuring charges,
and goodwill impairments related to this segment of $384 million and
$34 million, respectively. Higher row material ond energy costs
and lower sales volume, which were partially offset by higher selling
prices, cost reduction measures, and the favorable impact of foreign
currency exchange rates, contributed to the decrease in operating
earnings. Additionally, a gain of approximately $13 million from the sale
of the segment's colorant product lines contributed to earnings. For more

information on the asset impairments and restructuring charges, see the
discussion of impairments and restructuring charges above and in
Note 15 to the Company’s consolidated financial statements.

For 2004, the Company expects restructuring, divestiture, and
consolidation activities and continuing cost reduction efforts to
contribute approximately $30 million to operating results.

PCl Segment

{Dollars in millions) 2003 2002 Change
External Sales $1,184 $1,084 9%
Volume effect -

Price effect 7%

Product mix effect -

Exchonge rate effect 2%
Interdivisional soles 495 383 29%
Operating loss (89) 14 N/A
Asset impairments and

restructuring charges, net 99 (1)

2003 COMPARED WITH 2002

The increase in external sales revenue for 2003 compared to 2002 was
primarily atiributable to higher selling prices and a favorable shift in
foreign currency exchange rates. The increase in selling prices had a
positive impact on sales revenue of $78 million and was primarily
attributable to oxo chemical prices that increased in response to higher
raw material and energy costs. Foreign currency exchange rates also
had a positive impact on sales revenue of $23 million primarily due to
the strengthening of the euro. The increase in interdivisional sales revenue
for 2003 was primarily due to higher selling prices as a result of higher
raw material and energy costs.

The decrease in operating earnings in 2003 compared to 2002
was primarily due to asset impairments and restructuring charges of
approximately $99 million. Addifionally, higher raw material and energy
costs were largely offset by higher selling prices and cost reduction
measures. For more information on the asset impairments and restructuring
charges, see the discussion of impairments and restructuring charges above
and Note 15 to the Company's consolidated financial statements.

Long-term, the Company expects that aggressive management of
costs in the PCl segment will help improve margins and position it to take
full advantage of the upturn expected in the 2005 through 2006
timeframe. The PCI segment is aggressively identifying and implementing
projects to reduce costs and improve performance.

During 2001, the Company reported that a large customer of the
PCl segment did not intend to renew its contract for a custom synthesis
product beyond June 30, 2002. As a consequence, impairment charges
totaling approximately $70 million related to the impacted assets were
recorded during 2001 as part of the restructuring of the fine chemicals
product lines. Subsequently, the customer initiated discussions with the
Company which resulted in two amendments to the agreement fo extend
the custom synthesis product contract through June 2004 based on
renegotiated terms. Effective July 1, 2003, Eastman and the customer
entered into a multi-year agreement in which the Company will remain
the sole global supplier for the customer’s custom synthesis product.
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SP Segment
[Dollars in millions) 2003 2002 Change
External Sales $559 $528 6%
Volume effect ‘ 1%
Price effect -
Product mix effect 1%
Exchange rate effect 4%
Interdivisional sales ‘ 49 45 9%
Operating earnings ‘ 63 34 85%
Asset impairments and |
restructuring charges, net | ]
Other operating income i 20
\

|
2003 COMPARED WITH 2002

External sales revenue for 2003 increased compared to 2002 primarity
due to favorable shifts in Forelgn currency exchange rafes. These shifts,
primarily due to the strengthemng of the euro, contributed $20 million of
the increased sales revenue. Addmonclly, slight increases in sales volume
and some improvement in pr‘oduc’r mix contributed to the overall increase
in revenues.

Operating earnings for 2003 increased compared to 2002 primarily
due to o gain of $20 million on the sale of the segment's high-performance
crystalline plastics assets, cost reduction measures, and favorable shifts
in foreign currency exchange rafes that were partially offset by higher
raw material and energy costs.

New competitors in Asia and Europe continue to negatively impact

2003 COMPARED WITH 2002

The increase in external sales revenue for 2003 compared to 2002
was primarily due to higher selling prices, for both PET polymers
and polyethylene, which had a positive impact on sales revenue of
$162 million. A fovorable shift in foreign currency exchange rates,
particularly for the euro, also had a positive impact on sales revenue of
$60 million. Additionally, new indusiry capacity in North America that
began production earlier in 2003 than the Company had anticipated,
resulted in a smaller than expected increase in soles revenue from volume.

Operating earnings for 2003 increased compared to 2002
primarily due to @ $14 million insurance settlement in 2003 related to
2002 operational disruptions that had o negative impact of $39 million
on operating earnings in 2002. Other factors impacting operating
earnings included higher selling prices, for both PET polymers and
polyethylene, and the positive impact of a favorable shift in foreign
currency exchange rates, primarily for the euro. The positive shifts in
selling prices and foreign currency exchange rates were more than offset
by higher raw material and energy costs, added PET polymers capacity
in North America, which negatively impacted volumes, and asset
impairments and restructuring charges of $2 million.

For 2004, the Polymers segment expects to maintain its focus on
lowering costs and, for its PET polymers product lines, growing along
with overall market demand growth. Longer term, the Company expects
global demand for PET polymers to grow at an average rate of
approximately 10% annually over the next several years.

Fibers Segment

shifts in foreign currency exchange rates, primarily for the euro, of
$28 million and $16 million, respectively.

results for copolyesters. Howe‘j/er, the Company is committed to maintaining Dollars in millions) 2003 2002 Change
cost advantages obtained .Fro]m its scale of operations and manufacturing External Sales $635 $642 ()%
experience and fo increasing utilization of its current capacity. This could Volume effect A%
result in consolidation and restructuring within the segment’s Price effect 1%
manufacturing facilities. | Product mix effect (9)%
: Exchange rate effect 3%
VORIDIAN DIVISION | Interdivisional sales 80 72 10%
| . .
Polymers Segment ‘ Operating earnings 125 133 (6)%
Asset impairments and
{Bollars in millions) 2003 2002 Change restructuring ChOl’geS, nef 1 -
External Sales $1,756 $1,510 16%
Volume effect 2% 2003 COMPARED WITH 2002
Price effect 1% . .
riee eee 9 The slight decrecse in external sales revenue for 2003 compared to
Product mix effect ()% i o L )
Exchange rate effect 4% 2002 was primarily due to an unfavorable shift in product mix, which
Interdivisional sales | 68 55 23% ho.d a negative impact on s.oles revenue of $57 millior.L The unfavorable
) , ! o shift in product mix was primarily due to a decrease in sales of acetate
Operating earnings {loss) i 62 35 77% . . . .
o ; tow in North America partially offset by increased sales of acetate tow
Asset impairments and . 1, .
) | in other parts of the world. The shift in product mix was mostly offset by
restructuring charges, net | 2 1 . . . . .
: increases in sales volume, primarily for acety! chemicals, and favorable
|
|
|

The decline in operating earnings for 2003 compared to 2002 was
primarily due to an unfavorable shift in product mix, primarily due to a
decline of acetate tow demand in North America that was partially offset
by increased acetate tow demand in other parts of the world.

|
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DEVELOPING BUSINESSES DIVISION

Developing Businesses Segment

{Dollars in millions} 2003 2002 Change

External Sales $ &9 $ 16 >100%
Interdivisional sales 396 330 20%
Operating loss (65) (70) 7%

2003 COMPARED WITH 2002

The increase in external sales revenue for 2003 compared to 2002 was
primarily due to the continued implementation of customer contracis by
Cendian and the implementation of gasification services contracts. The
increase in interdivisional sales revenue for 2003 compared to 2002
was primarily due to geographic expansion of the logistics services
provided by Cendian to Eastiman Division and Voridian Division.

Operating results for the Developing Businesses segment improved
in 2003 compared to 2002, primarily due to improved operating
performance at Cendian that was partially offset by higher costs associated
with other growth initiatives.

For 2004, the Company expects the operating loss in the Developing
Businesses Division to be less than $45 million.

SUMMARY BY CUSTOMER LOCATION -
2003 COMPARED WITH 2002

Sales Revenue (excluding interdivisional sales)

Product (Exchang
Volume | Price Mix Rate

{Dollars in millions) 2003 2002 |[Change| Effect | Effect | Effect | Effect
United States

and Canada $3,302 |$3,040] 9% | 1%| 7% | 1%| -
Europe, Middle East,

and Africa 1,368 | 1,170 [ 17% | (W%]| - 2% | 16%
Asia Pacific 643 636 | 1% | 5)% | 3% 2%| 1%
Lafin America 487 474 3% | )% | 1% - | ()%

$5,800 | $5,320

The increase in sales revenue in the United States and Canada for
2003 compared to 2002 was primarily due to higher selling prices,
particulorly for the Polymers and PCi segments, which had a positive
impact on sales revenue of $206 million. The higher selling prices mostly
related to sales of intermediates chemicals, PET polymers, and
polyethylene, and were primarily in response to increases in raw material
and energy costs.

2003 sales revenue in Europe, the Middle East, and Africa
increased compared to 2002 due to favorable shifts in foreign currency
exchange rates which had a positive impact on sales revenue of
$191 million, primarily due to the sirengthening of the euro.

2003 scles revenue in the Asia Pacific region increased slightly
compared fo 2002 primarily due to higher selling prices and a favorable
shift in product mix that was offset by lower sales volume. Higher selling
prices, particularly for intermediates products and PET polymers, and a
favorable shift in product mix contributed $22 million and $13 million,

respectively, to sales revenue. Lower sales volume, particularly for the
PCI and Fibers segments, had a negative impact on sales revenue of
$33 million.

2003 sales revenve in Latin America increased slightly compared to
2002 primarily due to higher selling prices, primarily related to PET
polymers, which had a positive impact on sales revenue of $52 million.
These increases were parfially offset by o decrease in sales volume,
primarily attributable to lower sales of PET polymers and PCl segment
intermediates chemicals, in the amount of approximately $34 million.

With a substantial portion of sales to customers outside the United
States of America, Eastman is subject o the risks associated with
operating in international markets. To mitigate its exchange rate risks, the
Company frequently seeks to negofiate payment terms in U.S. dollars and
euros. In addition, where it deems such actions advisable, the Company
engages in foreign currency hedging transactions and requires letters of
credit and prepayment for shipments where its assessment of individua!
customer and country risks indicates their use is appropriate. For more
information on these practices, see Nofe 8 to the Company's consolidated
financial statements and "Quantitative and Qudlitative Disclosures About
Market Risk.”

SUMMARY OF CONSOLIDATED RESULTS - 2002
COMPARED WITH 2001

Earnings (Loss)

{DoYlars in millions, except per share amounts) 2002 2001
Operating earnings (loss) $208 | $(120)
Net earnings {loss) before cumulative effect

of a change in accounting principles 79 (175)
Net earnings (loss) 61 (175)
Earnings (loss) per share

-Basic 0.79 {2.28)

~Diluted 0.79 (2.28)
Asset impairments and restructuring charges 5 396
Other operating expense - 50
Other items - 20

Operating earnings for 2002 increcsed compared fo 2001
primarily due to a decrease in asset impairments and restructuring
charges. In addition, operating earnings for 2002 were significantly
impacted by lower selling prices for all of the Company’s segments. Such
selling prices decreased more than raw material costs, resulting in o
reduction in gross profit of approximately $100 million. Higher sales
volumes and lower unit costs resulting from increased capacity utilization
had o positive impact on operating earnings for 2002.

In addition, operating earnings for 2002 were negatively impacted by:

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

» costs pertaining to asset charges relafing primarily to equipment
dismantlements and other write-offs recorded in the fourth quarter
2002 totaling approximately $17 million;

» an unfavorable shift in product mix; and
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»  asset impairments and restructuring charges [as described more fully
below and in Note 15 to the Company’s consolidated financial

statements) fotaling cp}lproximctely $5 million.

Operating results for 2001 Wwere negatively impacted by:

» asset impairments and| restructuring charges and other operating
expense fofaling approximately $446 million {as described more
fully below and in Note}s 15 and 16 to the Company's consolidated
financial statements); and

»  the effect of amortization of goodwill and indefinite-lived intangible
assefs totaling approximately $20 million.

Product | Exchange!

Volume | Price Mix Rate

{Dellars in mitlions) 2002 2001  |Change | Effect | Effect | Effect | Effect
Sales $5,320 (85,390 | (1% | 7% | (/1% | 21%] 1%

Sales revenue for 20‘02 declined slightly compared to 2001
primarily due to lower selling‘g prices for all of the Company’s segments,
which had a negative impact on revenues of $351 million. The decline
in selling prices is indicativnje of the Company's inability to increase its
selling prices for some of its products, and also of a persistently sluggish
global economy, parﬁculorM for manufacturers. Increased sales volumes
for all of the Company’s segments had a positive impact on sales revenue

of $359 million. |

{Dollars in millians) 2002 2001 Change
Gross Profit ‘ $779 | $893 13)%
As a percentage of sales 14.6%| 16.6%

Decreased selling prices had a negative impact on gross profit for

12002 of $351 million that were mostly offset by decreased raw material

costs. Operational disruption‘s at the Company's plants in Rotterdam, the

Netherlands, and Columbi}o, South Carolina, negatively impacted
gross profit by approximately $39 million. Fourth quarter 2002 asset
charges relating primarily to£equipment dismantlements and other write-
offs totaling approximately $17 million also had a negative impact on
gross profit. !

{Doliars in milfions) 2002 2001 Change
Selling and General Adminisirative Expenses |~ $407 $407 0%
Research and Development Expenses 159 160 (1%
$566 $567
As a percentage of sales 10.6% | 10.5%

S&GA expenses for 2002 were flat compared to 2001 even
though costs related to the Company’s growth initiatives increased from
$35 million in 2001 to appraximately $50 million in 2002. This increase
was offset by cost control efforts. R&D expenses for 2002 were flat
compared to 2001. The com}bined expenditures of S&GA and R&D for
both 2002 and 2001 were below the commitment by the Company to
contain these expenditures ot or below 11% of sales revenues.

Asset Impairments and Restructuring Charges, Net

The following table summarizes the asset impairment and restructuring
charges for 2002 and 2001:

{Dollars in millions) 2002 2001
Eastman Division Segments:
CASPI Segment:

Fixed asset impairments $2 $ 59

Severance charges - 8

Site closure costs 3 10
PC! Segment:

Fixed asset impairments ) 69

Severance charges - 3

Site closure costs - 1
SP Segment:

Fixed asset impairments - 15
Total Eastman Division 4 165
Voridian Division Segments:

Polymers Segment:

Fixed asset impairments 1 123

Termination of raw material supply agreement - 108
Total Voridian Division ] 231
Total Eastman Chemical Company $5 $396

CASPI SEGMENT

2002

A change in estimate for site closure costs for Philadelphia, Pennsylvania,
and Portland, Oregon, resulted in a $1 million credit to earnings in the
third quarter. In the fourth quarter, the Company recognized resfructuring
charges of approximately $4 million related to closure of plants in
Duesseldorf, Germany; Rexdale, Canada; and LaVergne, Tennessee; and
additionally recognized an asset impairment charge of approximately
$2 million related to certain other European assets.

2001

In the second quarter, the Company recognized a charge of approximately
$20 million related to the closure of plants in Philadelphia, Pennsylvania,
and Portland, Oregon, that were obtained in the acquisition of McWhorter
Technologies, Inc. ("McWhorter”). In the third quarter, the Company
recognized a charge of approximately $21 million related to the closure
of a Moundville, Alabama, plant that was obtained in the acquisition of
Lawter International, Inc.

In the fourth quarter, the Company recognized a charge of
approximately $27 million related to the closure of an operating site in
Duesseldorf, Germany. Also in the fourth quarter, charges of approximately
$6 million and $3 million, respectively, were recognized related to the
impairment of other operating assets in Savannah, Georgia, and
Banbury, England.
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The restructuring chorges included writedowns of the fixed assefs af
these facilities, severance accruals for employees impacted by the plant
shutdowns, and other costs associated with closing the facilities. The
Philadelphia and Portland faocilities were closed in 2001, and
the Moundville, Duesseldorf, and Banbury sites closed in 2002. The
Savannah site closed in 2003. The fair value of the impacted assets was
determined using the discounted estimated net cash flows related to the
products produced by the impacted assets.

PCl SEGMENT

2002

In the fourth quarter, a net $1 million credit to earnings was recorded due
to a $2 million credit associated with previously impeired fine chemicals
product lines assets, and a charge of $1 million related to impaired
assets used in certain research and development activities.

2001

As c part of the restructuring of the Company's fine chemicals product
lines, Eastman recorded restructuring charges, including related asset
writedowns, fotaling approximately $70 million in 2001. These charges
resulted from the Company's ongoing restructuring of its fine chemicals
product lines to reduce costs, and from the writedown of assets
defermined to be impaired. The restructuring initiative and related
asset impairments involve manufacturing sites within the United States at
Tennessee and Arkansas, and outside the United States at Ltlangefni,
Wales, and Heng Kong.

Charges in the fourth quarter ond the third quarter of $1 million
and $6 million, respectively, pertained primarily to severance accruals
for employees impacted by the plant shutdowns, closure costs, and
write-downs of fixed assets. Charges fotaling approximately $63 million
recorded during the second quarter related to certain fine chemicals
product lines that did not fit the Company’s long-term strategic objectives
and for assets determined to be impaired.

The impairments at the foreign sites included the write-down of
fixed assets and other long-term deposits. The restructuring and asset
impairments cf the domestic sites primarily pertained to write-downs of
fixed assets, net of the effect of a reversal of a customer deposit related
to a custom synthesis product contract. In 2001, the Company reported
that a large customer of the PCl segment did not intend to renew its
contract for a custom synthesis product beyond June 30, 2002. As a
consequence, impairment charges totaling approximately $70 million
related to the impacted assets were recorded during 2001 as part of the
restructuring of the fine chemicals product fines. These assets were written
down to fair value in the second quarter of 2001 using discounted
estimated net cash flows from contracts that were currently in effect.
Subsequently, the customer initiated discussions with the Company which
resulted in two amendments to the agreement to extend the custom
synthesis product contract through June 2004 based on renegotiated
terms. Effective July 1, 2003, Eastman and the customer entered info a
multi-year agreement in which the Company will remain the scle global
supplier for the customer’s custom synthesis product.

Also during 2001, PCl incurred asset impairment charges of
$3 million for certain European ossets. The fair value of these assets was
determined using the discounted estimated cash flows related to the
products produced by these assets.

SP SEGMENT

During 2001, Specialty Plastics incurred $15 million related to
deterioration of demand for certain specialty plastics products produced
in Kingsport, Tennessee. The fair value of these ossets was determined
using the discounted estimated cosh flows related to the products
produced by these assets.

POLYMERS SEGMENT

2002

In 2002, the Company recorded charges related to the write-down of
underperforming polyethylene assets totaling approximately $1 million.

2001

During the second quarter, Eastman terminated an agreement with a
supplier that guaranteed the Company’s right to buy a specified quantity
of a certain raw material annually through 2007 at prices determined by
the pricing formula specified in the agreement. In prior years, the Company
paid a total of $239 million to the supplier and deferred those costs to
be amortized over the 15-year period during which the product was 1o be
received. The Company began amortizing those costs in 1993 and had
recorded accumulated amortization of $131 million at March 31, 2001,
As a result of the termination of this agreement, a charge of $108 million,
representing unamortized deferred cost, was charged to the Polymers
segment’s earnings during the second quarter 2001 as no continuing
economic benefits will be received pertaining to this contract.

Also during the second quarter, mcnagement identified ond
announced certain assets that were intended to be spun off of yeorend
2001 related to the Company's efforts to spin off the specialty chemicals
ond plastics businesses. An indirect result of these decisions would have
been that the confinuing operctions would have been required to
purchase cerfain raw materials and utilities that were historically
produced infernally for use in the manufacture of polyethylene. Considering
the purchase price of these raw materials and utilities, the carrying value
of certain assets used to consume ethylene at the Longview, Texas, facility
in the manufacture of polyethylene exceeded the expected future cash
Hlows aftributable to such assets.

Subsequent to the second quarter, the spin-off was canceled.
However, management determined that the continued operation of these
assets was not economically atractive. Based upon the resulting cash
flows from the probable future use of these assets, an impairment loss of
$103 million was charged to the Polymers segment's earnings during
the second quarter 2001. The impairment represents the excess of the
carrying value over the discounted estimated future cash flows related to
the products produced by the impacted assets.
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Also during 2001, the Company recorded asset impairment
charges related to underuhhzed assets, including $10 million related to
the discontinuation of the preco|ored-green PET polymers product line in

Kingsport, Tennessee; and $10 million related to cessation of
production at the Company'’s solid-stating facility in Toronto, Ontario. The
fair value of these assets was determined using the discounted estimated
cash flows related to the pro‘ducts produced by these assets.

The following table s}ummorizes the charges ond changes in

estimates described above,| other asset impairments and restructuring
charges, the noncash reductions attributable to asset impairments, and
the cash reductions in shutdown reserves for severance costs and site
closure costs paid: 1
i
]

Balance at Balance at
January 1‘, Provision/ Noncash Cash December 31,
{Dollars in millions) 2001 1 Adjustments | Reductions | Reductions 2001
Noncash charges $ - $373 $(373) $ $ -
Severance costs - 16 - {6) 10
Site closure costs 10 10 - 7) 13
Totcl $10 $399 | $(373] $(13) $23
Balance at Balance at
Jaruary 1, Provision/ Noncash Cash December 31,
(Dollars in millions) 2002 Adjustments | Reductions | Reductions 2002
Noncash charges $ - $ 2 |3 (2 $ $ -
Severance costs 10 2 - (10} 2
Site closure costs 13 3 - (%) 7
Total 23] 5 7 [s @] 09 s

Substantially all severance and site closure costs are expected to be
applied to the reserves withi‘n one year.

Other Operating Expense

2002 2001
$ - $50

{Dollars in millions)

Other operating expense }

Other operating expens}es of $50 million were recognized in 2001.
These items consisted of approximately $20 million in charges associated
with efforts to spin off the speciolfy chemicals and plastics businesses; an
$18 million write-down of accounts receivable for credit risks resulting
from the devaluation of the Argentine peso; a $7 million pension
sefflement charge; and a $5 million write-off of acquired in-process

| _—
research and development related to the acquisition of the hydrocarbon
resins and select portions of the rosin-based resins business from Hercules
Incorporated (“Hercules Businesses”). Approximately $2¢ million of these
items were reflected in the Pélymers segment, $11 million in the CASPI
segment, $7 million in the PC] segment, $4 million in the SP segment,

and $2 million in the Fibers segment.

Interest Expense, Net

l {Dollars in millions) 2002 2001 Change
Gross interest costs } $132 $151
Less: capitalized interest 4 5
Interest expense 128 146 (12)%
Interest income 6 6
Interest expense, net $122 $140 (13)%

Lower inferest expense for 2002 compared to 2001 reflected a net
reduction in borrowings and decreases in market interest rates, partially
offset by a higher interest rate on the Company’s April 2002 ten-year
bond issue versus the interest rate on commercial paper that was
outstanding during the prior period.

Other (Income) Charges, Net

{Dollars in millions) 2002 2001
Other income $(14) $(11)
Other charges 16 42
Other (income) charges, net $ 2 $31

Included in other income are the Company’s portion of earnings
from its equity investments, gains on sales of nonoperating asses,
royalty income, net gains on foreign exchange transactions, and other
miscellaneous items. Included in other charges are net losses on foreign
exchange transactions, the Company’s portion of losses from its equity
investments, losses on sales of nonoperating assets, fees on securitized
receivables, and other miscellaneous items.

Other income for 2002 primarily reflected $9 million of earnings
from the Company's equity investment in Genencor, net of a restructuring
charge of $5 million. Additionally, other income included a net gain on
foreign exchange transactions of $4 million. Other charges for 2002
primarily reflected o write-down to fair value of certain technology
business venture investments due fo other than temporary declines in
value of $8 million and fees on securitized receivables of $4 million.

Other income for 2001 primarily reflected the Company's portion
of earnings from its equity investment in Genencor. Other charges for
2001 included a $12 million charge for currency losses resulting from the
devaluation of the Argentine peso, an $8 million charge for sorbates civil
litigation setflement costs, and other miscellaneous items.

For more information on the Company's equity investment in
Genencor, see Notes 1 and 5 to the Company’s consolidated financial
statements.

Provision {Benefit) for Income Taxes

{Dollars in millions) 2002 2001 Change
Provision (benefit) for income taxes $5 | $(11¢) N/A
Effective tox rate 5.4% 39.8%

The 2002 effective tax rate was reduced by a net credit of
$17 million resulting from the favorable resolution of prior periods’
tax contingencies, by a reduction in international taxes related fo the
implementation of the Company’s divisional structure, and the elimination
of nondeductible goodwill and indefinite-lived intangible asset
amortization resulting from the implementation of SFAS No. 142.

The 2001 effective tax rate was impacted by the significant asset
impairments and restructuring charges recorded during 2001 as
described above.

In both years, the Company has recorded benefits from a foreign
sales corporation or exiraterritorial income exclusion.
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Cumulative Effect of Changes in Accounting Principles, Net

2002 2001

$(18) $-

(Dollars in millions)

Cumulative effect of change in accounting principles, net

In connection with the adoption of SFAS No. 142, the Company
completed in the first quarter 2002 the impairment test for intangible
assets with indefinite useful lives other than goodwill. As a result of this
impairment fest, it was determined that the fair value of certain trademarks
related to the CASP! segment, as established by appraisal and based on
discounted future cash flows, was less than the recorded value.
Accordingly, the Company recognized an after-tax impairment charge of
approximately $18 million in the first quarter 2002. This charge is
reported in the Consolidated Statements of Earnings [Loss), Comprehensive
Income {Loss), and Retained Earnings as the cumulative effect of a
change in accounting principles. Additionally, the Company reclassified
$12 million of its intangible assets related to assembled workforce and
the related deferred tax liabilities of approximately $5 million to
goodwill. During the second quarter 2002, the Company performed the
fransitional impairment test on its goodwill as required upon adoption of
this Statement, and determined that no impairment of goodwill existed as
of January 1, 2002. The Company completed its annual testing of
goodwill and indefinite-lived intangible assets for impairment in the third
quarter 2002 and determined that no impairment existed as of
September 30, 2002.

For additional information regarding the effects of changes in
accounting principles, see Note 23 to the Company’s consolidated
financial statements.

SUMMARY BY OPERATING SEGMENT
EASTMAN DIVISION

CASPI Segment

{Dollars in millions) 2002 2001 Change
Sales $1,540 $1,508 2%
Operating earnings {loss) 58 {25} N/A
Asset impairments and

restructuring charges, net 5 77
Other operating expense - 11

$88 million as more fully described in Notes 15 and 16 to the Company’s
consolidated financial statements. Operating results for 2001 were also
impacted by amortization of goodwill and indefinite-lived intangibles
totaling approximately $20 million.

In addition to the items above, selling prices for 2002 declined more
than raw material costs, resuling in margin compression. Operating
earnings for 2002 were also negatively impacted by fourth quarter asset
charges relating primarily to equipment dismantlements and other
write-offs totaling approximately $5 million.

PCl Segment

{Dollars in millions) 2002 2001 Change
Sales $1,467 $1,132 30%
Operating earnings (loss) 14 {60) N/A
Asset impairments and

restructuring charges, net (1) 73
Other operating expense - 7

2002 COMPARED WITH 2001

Sales revenue for 2002 increased moderately compared to 2001 moinly
due to increased sales volumes, which had a positive impact on sales
revenue of $58 million. The increase in sales volumes for 2002 was
primarily due to the Hercules Businesses. Lower selling prices had a negative
impact on sales revenue of $49 million.

Operating earnings for 2002 were negatively impacted by asset
impairments and restructuring charges totaling approximately $5 million
as described in Note 15 to the Company's consolidated financial statements.
Operating results for 2001 were negatively impocted by asset impairments,
restructuring charges, and other operating expense totaling approximately

2002 COMPARED WITH 2001

Sales revenue for 2002 increased $335 million including
inferdivisional sales, but declined $48 million excluding interdivisional
sales. Llower selling prices had a negative impact on revenues of
$635 million. Increased sales volumes had a positive impact on sales
revenue of $87 million, partially offset by an unfavorable shift in product
mix, which had a negative impact on revenues of $65 million. The shift
in product mix was primarily due to increased sales volumes of lower
unit-priced products, particularly glacial acetic acid in the acetyl and
intermediates product group.

In 2002, a change in estimate resulting in a credit of approximately
$2 million related to the sale of operating assets and o charge of
approximately $1 million related to impaired research and development
assets, as more fully described in Note 15 to the Company’s consolidated
financial statements, were recognized in the PCI segment. Results for
2001 were negatively impacted by asset impairments and restructuring
charges totaling approximately $73 million and other operating expense
totaling approximately $7 million, as more fully described in Notes 15
and 16 to the Company’s consolidated financial statements.

In addition to the items above, selling prices for 2002 declined more
than raw material costs, resulting in margin compression. Operating results
for 2002 were also negatively impacted by fourth quarter
asset charges relating primarily to equipment dismantlements and other
write-offs totaling approximately $3 miflion.

During 2001, the Company reported that a large customer of the
PCI segment did not intend to renew its contract for a custom synthesis
product beyond June 30, 2002. As a consequence, impairment charges
totaling approximately $70 million related to the impacted assets were
recorded during 2001 as part of the restructuring of the fine chemicals
product lines. Subsequently, the customer initiated discussions with the
Company which resulted in two amendments to the agreement to extend
the custom synthesis product contract through June 2004 based on
renegotiated terms. Effective July 1, 2003, Eastman and the customer
enfered into a multi-year agreement in which the Company will remain
the sole global supplier for the customer’s custom synthesis product.
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SP Segment
{Dollars in millions) 2002 2001 Change
Sales [ $573 $535 7%
Operating earnings 34 51 {33)%
Asset impairments and
restructuring charges, net - 15
Other operating expense - 4

2002 COMPARED WITH 2‘001

Sales revenue for 2002 in}creosed $38 million compared to 2001
including interdivisional sales, but decreased $6 million excluding
interdivisional sales. The decline in sales revenue excluding interdivisional
sales was aftributed to a dedline in selling prices, which had a negative
impact on sales revenue of ${19 million. The decline in selling prices was
partially offset by increased sales volumes, which had a positive impact
on sales revenue of $12 million.

Opercting earnings for 2001 were negatively impacted by asset

impairments and restructurind charges fotaling approximately $15 million
and other operating expense totaling approximately $4 million, as more
fully described in Notes 15 and 16 1o the Company’s consolidated
financial statements. |

In addition to the items|above, operating earnings for 2002 were
negatively impacted by lower selling prices, mainly for cellulosic plastics
products. The decline in operating earnings for 2002 was also partially
due to the recognition of technology licensing revenue of $6 million that
was reflected in results for 2001. New competitors in Asia and Europe

negatively impacted results for copolyesters during 2002.

VORIDIAN DIVISION

Polymers Segment

(Dollars in millions) 2002 2001 Change
Sales $1,565 $1,587 {1)%
Operating earnings [loss) 35 (187) N/A
Assel impairments and |

restructuring charges, net | 1 231
Other operating expense - 26

|
|
2002 COMPARED WITH 2?01

The slight decrease in sales revenue for 2002 compared to 2001 was

mainly due to lower selli;ng prices, for both PET polymers and
polyethylene, which had a negative impact on revenues of $207 million.

Increased sales volumes, for both PET polymers and polyethylene, had o
positive impact on revenues‘of $131 million. Interdivisional sales also
had ¢ positive impact on rev;enues of $55 million.

Asset impairments and restructuring charges of $1 million related to
impaired polyethylene assets were recognized in the fourth quarter
2002. Results for 2001 were negatively impacted by asset impairments
and restructuring charges ’f‘orc:ling approximately $231 million and
other operating expense totcjlhng approximately $26 million, as more
fully described in Notes 15 and 16 to the Company’s consolidated

financial statements.

In addition to the items above, operational disruptions at the
Company's plants in Rotterdam, the Netherlands, and Columbia, South
Carolina, negatively impacted operating earnings for 2002 by an
estimated $39 million. Operating earnings for 2002 were also
negatively impacted by fourth quarter asset charges relating primarily to
equipment dismantlements and other write-offs totaling approximately
$3 million. Operating earnings for 2002 were positively impacted by
increased sales volumes for PET polymers, lower raw matericl costs, and
better operation and utilization of polyethylene assets.

Fibers Segment

{Dollars in millions) 2002 2001 Change
Sales $714 $628 14%
Operating earnings 133 147 (9)%
Other operating expense - 2

2002 COMPARED WITH 2001

The increase in sales revenue for 2002 compared to 2001 was mainly
due fo interdivisional sales and higher sales volumes. Interdivisional
sales had a positive impact on revenues of $73 million. Increased sales
volumes had a positive impact on revenues of $69 million, largely offset
by an unfavorable shift in product mix, which had a negative impact on
sales revenue of $47 million. The unfavorable shift in product mix was
due to increased sales volumes of lower unit-priced products, particularly
acetyl raw materials. Lower selling prices, primarily for acetyl raw
materials, had @ negative impact on sales revenue of $11 million.

Operating earnings for 2001 were negatively impacted by other
operating expense totaling approximately $2 million related to costs
associated with efforts to spin off the specialty chemicals and plastics
businesses as more fully described above and in Note 16 to the
Company’s consolidated financial statements. Operafing earnings for
2002 were negatively impacted by fourth quarter asset charges relating
primarily to equipment dismantlements and other write-offs totaling
approximately $3 million.

DEVELOPING BUSINESSES DIVISION

Developing Businesses Segment

[Dollars in millions) 2002 2001 Change
Sales $346 $110 >100%
Operating earnings (loss} (70) (46) 52)%

2002 COMPARED WITH 2001

The sales revenue for 2002 compared to 2001 represents the increase
of interdivisional sales and the emergence of external sales to new
customers at Cendian. All sales in 2001 represent inferdivisional sales that
are eliminated in consolidation.

The 2002 operating loss for the Developing Businesses segment
increased compared to 2001 operating loss primarily due to Cendian’s up-
front costs to implement new customers and to support anticipated growth.
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SUMMARY BY CUSTOMER LOCATION -
2002 COMPARED WITH 2001

Sales Revenue (excluding interdivisional sales)

Product Exchange
Volume | Price Mix Rate
(Dollars in milions) 2002 2001  |Chonge | Effect | Effect | Effect | Effect
United States
and Canada $3,040 [$3,202 [ (5)% | 4% | (6)% | (3)% | 0%
Europe, Middle East,
and Africa 170 | 1,148 2% | 5% | (7)% | 0% | 4%
Asia Pacific 636 5551 15% | 20% | {5)% | 0% | 0%
Latin America 474 485 [(2)% [ 12% [13)% | 1% | (2)%
$5,320 |$5,390

Sales revenue in the United States and Canada for 2002 decreased
$162 million compared to 2001 primarily due to lower selling prices.
The decline in selling prices, which occurred in all segments, had a
negative impact on revenues of $185 million. An unfavorable shift in
product mix, primarily in the PCl and Fibers segments, had a negative
impact on revenues of $107 million offset by increased sales volumes,
which had @ positive impact on revenues of $131 million.

Sales reverue in Europe, Middle East, and Africa for 2002
increased $22 million compared to 2001 due to increased sales
volumes, which had o positive impact on revenues of $58 million, and
the positive effect of foreign currency exchange rates, which had a
positive impact on revenues of $43 million. These increases were mostly
offset by decreased selling prices, primarily for the Polymers segment,
which had a negative impact on revenues of $78 million.

Sales revenue in the Asia Pacific region for 2002 increased
$81 million compared to 2001 due to higher sales volumes, primarily for
acetyl and intermediates products, which had a positive impact on
revenues of $113 million. Lower selling prices had a negative impact
on revenues of $27 million.

Sales revenue in Latin America for 2002 decreased $11 million
compared to 2001 primarily due to lower selling prices, which had a
negative impact on revenues of $61 million. Increased sales volumes had
a positive impact on revenues of $58 million. Both the decrease in selling
prices and the increase in sales volumes were predominantly attributed
to the Polymers segment. Foreign currency exchange rates had a
negative impact on revenues of $8 million.

With a substantial portion of sales to customers outside the United
States of America, Eastman is subject to the risks associated with
operating in international markets. To mitigate its exchange rate risks, the
Company frequently seeks to negoticie payment terms in U.S. dollars and
euros. In addition, where it deems such actions advisable, the Company
engages in foreign currency hedging transactions and requires letters of
credit and prepayment for shipments where its assessment of individual
customer and country risks indicates their use is appropriate. See Note 8
to the Company’s consolidated financial statements and “Quantitative
and Qualitative Disclosures About Market Risk.”

LIQUIDITY, CAPITAL RESOURCES, _
AND OTHER FINANCIAL INFORMATION

{Dollars in millians) 2003 2002 2001
Net cash provided by {used in)
Operating activities $244 | $801 $ 397
Investing activities (160} (467} (523)
Financing activities 397 {323) 91
Net change in cash and cash equivalents $ 481 $ 1 $ (35)
Cash and cash equivalents at end of period $558 | $ 77| § 66

CASH FLOWS

Cosh provided by operating activities in 2003 decreased $557 million
compared to 2002 primarily as a result of the changes in liabilities for
employee benefits and incentive pay which had a year-overyear
impact of $295 million on cash flows from operations. In addition,
changes in working capital, which is defined as the net change in trade
receivables, inventory, and trade payables, had o year-over-year impact
of $123 million. The remaining decrease related to a reduction in
operating results and other items.

The 2003 decrease in liabilities for employee benefits and incentive
pay was primarily due to the $238 million confribution to the Company’s
U.S. defined benefit pension plons. The Company made no similar
contributions to U.S. defined benefit pension plans in 2002 or 2001.

fn 2003, increased working capital decrecsed cash from
operating activities by $7 million primarily due to an increase in trade
receivables mostly offset by a decrease in inventories. The decrease in
working capital for 2002 increased cash flows from operating activities
by $116 million as the significant decrease in trade receivables and
increase in trade payables was partially offset by increase in inventories.

Cash provided by operating activities in 2002 increased
$404 million compared to 2001. The increase was primarily due to @
$167 million decrease in working capital; an $89 million increase in
liabilities for employee benefits and incentive compensation; and receipt
of a federal income tax refund of approximately $40 million. Working
capital increased cash flows in 2002 by $116 million as described
above. Working capital decreased cash flows in 20071 by $51 million
primarily as a result of a decrease in trade payables partially offset by a
decrease in receivables. Changes in liabilities for employee benefits and
incentive compensation increased operating cash flow in 2002 as
payments required under the Eastman Performance Plan and the Unit
Performance Plan during 2002 were significantly lower than similar
payments in 2001 due to the performance under the plans for 2001.

The net decrease in cash used in investing activities in 2003
compared to 2002 reflects a decrease in the addition of properties and
equipment, and proceeds from sales of assets in 2003. The decrease in
additions of properties and equipment is primarily due to the 2002
purchase of $161 million of certain machinery and equipment previously
utilized under an operating lease. The 2003 proceeds from sales of
assets of $70 million were due fo the sale of the Company's high-
performance crystalline plastics assets and colorant product lines and
related assefs. In 2001, cash paid for the Hercules Businesses was
approximately $252 million. Cash used in investing activities in 2002
and 2001 also reflects other small acquisitions.
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Cash provided by financing activities in 2003 totaled $397 million
due primarily to proceeds from long-term borrowings of $495 million and
an increase in commercial paper borrowings of $39 million. Cash used
in financing activities in 2002 reflected a significant decrease in
commercial paper and shortterm borrowings attributable to the use of
proceeds from long-term de}bf issued during 2002 and the use of cash
generated from operations|to repay indebtedness. Cash provided by
financing activities in 2001|includes the effect of increased commercial
paper borrowings and the jeffect of treasury stock purchases resulting
from a reverse/forward stack split from the Company’s common stock
approved by the stockholders in 2001. The payment of dividends is also
reflected in all periods. |

The significant increos}e in cash and cash equivalents at the end of
2003 compared fo prior years is due to the anticipation of the maturity
of $500 million of 6 3/8% notes due January 2004. The debt was paid
in January 2004, )

In 2004, priorities for use of available cash from operations will be
to pay the dividend, reduce‘ outstanding borrowings, and fund targeted

growth initiatives such as small acquisitions and other ventures.

LIQUIDITY ‘

Eastman has access to a $600 million revolving credit facility (the “Credit
Facility") expiring in July 2005. Any borrowings under the Credit Facility
are subject to interest at vc;rying spreads above quoted market rates,
principally LIBOR. The Credit Facility requires facility fees on the fotal
commitment that vary bcsed‘ on Eastman’s credit rating. The rate for such
fees was 0.25% and 0.15% as of December 31, 2003 and 2002,
respectively. The Credit Focilik‘y contains a number of covenants and events
of default, including the moi‘fﬁencnce of certain financial ratios. Eastman
was in compliance with all such covenants for all periods presented.

Eastman typically ufilizes commercial poper to meet its liquidity
needs. The Credit Facility prc}wides liquidity support for commercial paper
borrowings and general corporate purposes. Accordingly, outstanding
commercial paper borroinngs reduce borrowings available under
the Credit Facility. Because the Credit Facility expires in July 2005, the
commercial paper borrowings supported by the Credit Facility are
classified as long-term borrgwings because the Company has the ability
to refinance such borrowings on a long-term basis. At December 31,
2003, the Company’s commercial paper borrowings were $196 million
at an effective interest rate of 1.86%. At December 31, 2002, the
Company's commercial paper borrowings were $143 million at an
effective interest rate of 1.66%.

The Company has an effective registration statement, filed in 1998
with the Securities and Exchange Commission, to issue up to $1 billion
of debt or equity securities. (On April 3, 2002, Eastman issued nofes in
the principal amount of $400 million due 2012 and bearing interest
at 7% per cnnum. Net proceeds from the sale of the notes were
$394 million and were used to repay portions of outstanding borrowings
under the Credit Facility andcommercial paper borrowings. On June 16,
2003, the Company issued notes in the principal amount of $250 million
due 2008 and bearing inferest at 3.25% per annum. Proceeds from the
sale of the notes, net of $2 nillion in transaction fees, were $248 million
and were used to repay pohions of commercial paper borrowings. On
November 12, 2003, the C(j)mpony issued notes in the principal amount
of $250 million due 2018 ;ond bearing interest at 6.30% per annum.

|
i
i
|
|
i
i
|
|

Proceeds from the sale of the notes, net of approximately $2 million in
transaction fees, were $246 million and were used, clong with cash
generated from business activities and other borrowings, for the repayment
of the Company’s $500 million 6 3/8% notes due on January 15, 2004.

On January 15, 2004, the Company retired $500 million of debt
bearing interest at 6 3/8% per annum. These notes were reflected in
borrowings due within one year in the Consolidated Statements of
Financial Position at December 31, 2003. This debt was retired with @
combination of cash generated from business activities, new long-term
borrowings, and available shortterm borrowing capacity.

In the first quarter 2002, the Company entered into interest rate
swaps that converted the effective interest rate of the 6 3/8% notes due
in 2004 to variable rates. These original interest rate swaps were seffled
during the fourth quarter 2002, resulting in $13 million cash proceeds
being received by the Company. The gain resulting from the sefflement of
the swaps is reflected as an increase in the current portion of long-term
borrowings and will be amortized into earnings s a reduction fo interest
expense through the maturity of the notes in January 2004. In conjunction
with the sefflement of the original interest rate swaps, new interest rate
swaps were entered into in the fourth quarter 2002, converting the
effective interest rate on the notes due in 2004 to variable rates that
averaged 3.34% at December 31, 2003, and 4.07% at December 31,
2002. The recording of the fair value of the interest rate swaps and the
corresponding debt resulted in increases of $2 million in other current
assets and the current portion of longterm borrowings af December 31,
2003. In the third quarter 2003, the Company entered into interest
rate swaps that converted the effective interest rate on $250 million of the
$400 million 7.00% notes due in 2012 to variable rates such that
the effective average rate was 5.66% on the variable portion af
December 31, 2003. The recording of the fair value of the interest rate
swaps and the corresponding debt resulted in a decrease of $3 million
for fong-term borrowings and an increase in other longterm liabilities at
December 31, 2003. In the fourth quarter 2003, the Company
entered into interest rate swaps that converted the effective interest rate
on $150 million of the $250 million 6.30% notes due in 2018 fo variable
rates such that the effective average rate was 1.30% on the
variable portion at December 31, 2003. The recording of the fair value
of the interest rate swaps and the corresponding debt resulted in an
increase of $1 million for long-term borrowings and a decrease in other
long-term liabilities ot December 31, 2003.

The Company contributed $238 million to its U.S. defined benefit
pension plans during 2003. The Company anticipates that additional
funding of between $0 and $40 million may be required in 2004. Funding
requirements for 2004 are dependent on congressional legislation
regarding pension discount rates.

Cash Hows from operations and the sources of capital described
above are expected to be available and sufficient to meet foreseeable
cash flow requirements including those requirements related to the normal
seasonal increase in working capital expected in the first half of the year.
However, the Company's cash ows from operations can be affected by
numerous factors including risks associated with global operations, raw
materials availability and cost, demand for and pricing of Eastman’s
products, capacity utilization, and other factors described under
“Forward-looking Statements and Risk Factors.”
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CAPITAL EXPENDITURES

Capital expenditures were $230 million, $427 million, and $234 million
for 2003, 2002, and 2001, respectively. Capital expenditures for 2002
include $161 million related to the purchase of certain machinery and
equipment previously utilized under an operating lease. The Company
continues its emphasis on cash flow management and, for 2004, expects
that capital spending and other directed investments for small acquisitions
and other ventures will increase compared to 2003, but be no more than
depreciation and amortization.

OTHER COMMITMENTS

At December 31, 2003, the Company's obligations related to notes and
debentures totaled approximately $2.4 billion to be paid over a period
of 25 years. Other borrowings, related primarily to commercial paper
borrowings, totaled approximately $196 million.

The Company had various purchase obligations at December 31,
2003, totaling approximately $2 billion over a period of approximately
15 years for materials, supplies, and energy incident to the ordinary
conduct of business. The Company also had various lease commitments
for property and equipment under cancelable, noncancelable, and
month-to-month operating leases totaling approximately $195 million
over a period of several years. Of the total lease commitments,
approximately 20% relate to machinery and equipment, including
computer and communications equipment and production equipment;
approximately 40% relate to real property, including office space,
storage facilities, and land; and approximately 40% relate to railcars.

In addition, the Company had other liabilities ot December 31,
2003, toialing approximately $1.2 billion related to pension, refiree
medical, and other postemployment obligations.

The obligations described above are summarized in the
following table:

{Dollars in millions) Payments Due For

Commercial
Paper and
Notes and Other Purchase | Operating Other
Period Debentures { Borrowings [ Obligations leases Liabilities" Total
2004 $ 504 $ -1 $ 246 $45|% 64| $ 859
2005 - 196 246 40 128 610
2006 5 - 243 33 180 461
2007 - - 240 24 151 415
2008 250 - 140 13 107 510
2009 and
beyond 1,638 - 902 40 560 3,140
Total $2,397 $196 1 $2,017 $195 | $1,190 | $5,995

HAmounts represent the current estimated cash payments to be made by the Company in the periods
indicated. The amount and timing of such payments is dependent upon interest rates, heclth care
trends, actual returns on plan assets, retirement and attrition rates of employees, continuation or
modification of the benefit plans, and other factors. Such factors can significantly impact the amount
and timing of ony future contributions by the Company. In addition, amounts related to refiree
medical do not include the potential effect of the recently enacted Medicare Prescription Drug,
Improvement and Modernization Act of 2003 [“the Act”). For further details regarding the

implementation of the Act, see Note 9 to the Company’s consolidated financial statements.

On January 15, 2004, the Company retired the $500 million
6 3/8% notes due 2004.

The Company also had outstanding guarantees at December 31,
2003. Additional information related to these guarantees is included in
Note 10 fo the Company’s consolidated financial statements.

OFF BALANCE SHEET AND OTHER
FINANCING ARRANGEMENTS

If certain operating leases are terminated by the Company, it guarantees
a portion of the residual value loss, if any, incurred by the lessors in
disposing of the related assets. The Company believes, based on current
facts and circumstances, that a material payment pursuant to such
guarantees in excess of the payments included above is remote. Under
these operating leases, the residual value guarantees ot December 31,
2003, totaled $93 million and consisted primarily of leases for railears,
company aircraft, and other equipment.

The Company has longterm commitments relating fo joint ventures
as described in Note 5 to the Company's consolidated financial
statements. The Company guarantees up to $131 million of the principal
amount of the joint ventures’ third-party borrowings, but believes, based
on current facts and circumstances and the structure of the ventures, that
the likelihood of a payment pursuant to such guarantees is remote.

As described in Note 10 to the Company’s consolidated financiol
statements, Eastman entered into an agreement in 1999 that allows it to
generate cash by reducing its working capital through the sale of
undivided interests in certain domestic trade accounts receivable under
a planned confinuous sale program to a third party. Under this
agreement, receivables sold 1o the third party totaled $200 million at
December 31, 2003 and 2002. Undivided interests in designated
receivable pools were sold to the purchaser with recourse limited to the
purchased inferest in the receivable pools.

The Company did not have any other material relationships with
unconsolidated entities or financicl partnerships, including special
purpose entities, for the purpose of facilitating off-balance sheet
arrangements with coniractually narrow or limited purposes. Thus, Eastman
is not materially exposed to any financing, liquidity, market, or credit risk
related to the above or any other such relationships.

TREASURY STOCK TRANSACTIONS

The Company is currently authorized to repurchase up to $400 million
of its common stock. No shares of Eastman common stock were
repurchased by the Company during 2003 and 2002. During 2001,
77,069 shares of common stock at a total cost of approximately
$4 million, or an average price of $53 per share, were repurchased. A
total of 2,746,869 shares of common stock at a cost of approximately
$112 million, or an average price of approximately $41 per share, have
been repurchased under the authorization. Repurchased shares may
be used to meet common stock requirements for compensation and
benefit plans and other corporate purposes. In the first quarter 2002,
the Company issued 126,614 previously repurchased shares as the
annual Company confribution to the Eastman Investment and Employee
Stock Ownership Plan.
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DIVIDENDS ‘

The Company declared cash dividends of $0.44 per share in the fourth
quarters 2003, 2002, and 2001 and a total of $1.76 per share in
2003, 2002, and 2001. |
ENVIRONMENTAL i
Certain Eastman monufo\cturing sites generate hazardous and
nonhazardous wastes, the tre}orment, storage, transportation, and disposal
of which are regulated by various governmental agencies. In connection
with the cleanup of various hazardous waste sites, the Company, along with
many other enfities, has bee}n designated a potentially responsible party
(“PRP”) by the U.S. Environmental Protection Agency under the
Comprehensive Environmer“wfcl Response, Compensation and Liability
Act, which potentially subjects PRPs to joint and several liability for such
cleanup costs. In addition, flhe Company will be required to incur costs
for environmental remediation and closure and posiclosure under the
federal Resource Conservation and Recovery Act. Adequate reserves for
environmental contingencie.‘s have been established in accordance with
Eastman’s policies as described in Note 1 fo the Company's consolidated
financial statements. Because of expected sharing of costs, the availability
of legal defenses, and the Company's preliminary assessment of actions
that may be required, it does not believe its liability for these environmental
matters, individually or in the aggregate, will be material to the Company’s
consolidated financial position, results of operations, or cash flows.

The Company accrues environmental costs when it is probable that
the Company has incurred d liability and the amount can be reasonably
estimated. When a single dmount cannot be reasonably estimated but
the cost can be estimated Iwifhin a range, the Company accrues the
minimum amount. This undiscounted accrued amount reflects
the Company's assumptions about remedial requirements at the
contaminated site, the natur}e 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 PRPs.
Changes in the estimates on which the accruals are based, unanticipated
government enforcement |action, or changes in health, safety,
environmental, chemical control regulations, and testing requirements
could result in higher or low;er costs.

In addition to remediation activities, the Company establishes
reserves for closure/posrcloslure costs associated with the environmental
assets it maintains. Environmental ossets include but are not limited to
land fills, water treatment facilities, and ash ponds. When these types
of assets are constructed,| a reserve is established for the future
environmental remediation anticipated to be associated with the closure
of the site based on an expécted life of the environmental assets. These
future expenses are accreted into earnings over the estimated useful life
of the assefs. Reserves relafed to environmental assets accounted for
approximately 50% of the total environmental reserve at December 31,
2003. Currently, the Comchpy’s environmental assets are expected fo be
no longer useable at various!different times over the next 50 years. If the
Company was to invest in numerous new environmental assets, or these
assets were fo require closure a significant number of years before the
Company anticipated they! would, the amortization on them would
increase, and could have o material negative impact on the Company’s

|
1
|
|
|
\
\
\

financial condition and results of operations. The Company views the
likelihood of this occurrence to be remote, and does not anticipate, based
on its past experience with this type of planned remediation, that an
additional accrual related to environmental assets will be necessary.

At December 31, 2003 and 2002, the Company had recognized
environmental contingencies of approximately $61 million and
$60 million, respectively, representing the minimum or best estimate for
remediation costs and for closure/postclosure costs, the amount accrued
to date over the facilities’ estimated useful lives.

The Company's cash expenditures related to environmental protection
and improvement were estimated to be approximately $187 million,
$195 million, and $216 million in 2003, 2002, and 2001, respectively.
These amounts pertain primarily to operafing costs associated with
environmental protection equipment and facilities, but also include
expenditures for construction and development. The Company does not
expect future environmental capital expenditures arising from requirements
of recently promulgated environmental laws and regulations to
materially increase the Company’s planned level of capital expenditures
for environmental control facilities.

INFLATION

In recent years, inflation has not had a material adverse impact on
Eastman'’s costs. The cost of raw materials is generally based on market
price, although derivative financial instruments may have been utilized,
as appropriate, to mitigate shortterm market price fluctuations.

RECENTLY ISSUED ACCOUNTING STANDARDS

In April 2002, the Financial Accounting Standards Board ("FASB”) issued
SFAS No. 145, “Rescission of FASB Statements No. 4, 44, and 64,
Amendment of FASB Statement No. 13, and Technical Corrections.” This
Statement, which updates, clarifies and simplifies existing accounting
pronouncements, addresses the reporting of debt extinguishments
ond accounting for certain lease modifications that have economic
effects that are similar to saledeaseback transactions. The provisions
of this Statement are generally effective for the Company’s 2003 fiscal
year, or in the case of specific provisions, for transactions occurring after
May 15, 2002, or for financial statements issued on or after May 15, 2002.
The provisions of this Statement have not had and are not expected to
have a material impact on the Company's financial condition or results
of operations.

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs
Associated with Exit or Disposal Acfivities.” This Statement addresses
financial accounting and reporting for costs associated with exit or
disposal activities and nullifies Emerging lIssues Task Force (“EITF”) Issue
No. 94-3, “liability Recognition for Ceriain Employee Termination
Benefits and Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring).” This Statement requires that a liability for a
cost associated with an exit or disposal activity be recognized when the
liability is incurred, and concludes that an entity’s commitment to an exit
plan does not by itself create a present obligation that meets the definition
of a liability. This Statement also establishes that fair value is the objective of
initial measurement of the liobility. The provisions of this Statement
are effective for exit or disposal activities that are initiated after
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December 31, 2002, with early application encouraged. The adoption
of this statement did not have @ material impact on the Company’s
consolidated financial position, liquidity, or results of operations.

_ In November 2002, the Emerging lssues Task Force (“EITF") reached
a consensus on Issue No. 00-21, “Revenue Arrangements with Multiple
Deliverables.” EITF Issue No. 00-21 provides guidance on how to account
for arrangements that involve the delivery or performance of multiple
products, services, and/or rights to use assets. The provisions of EITF
Issue No. 00-21 apply fo revenue arrangements entered into in fiscal
periods beginning after June 15, 2003. The adoption of this statement
did not have a material impact on the Company’s consolidated financial
position, liquidity, or results of operations.

In November 2002, the FASB issued FASB Interpretation No. 45
{"FIN 45"), "Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, an
interpretation of FASB Statements No. 5, 57 and 107 and Rescission
of FASB Interpretation No. 34.” FIN 45 clarifies the requirements of
SFAS No. 5, “Accounting for Contingencies,” relating fo the guarantor’s
accounting for, and disclosure of, the issuance of certain types of
guarantees. The disclosure provisions of FIN 45 are effective for the
current fiscal year and the Company has included this information in
Note 10 to the Company’s consolidated financial statements. However,
the provisions for inifial recognition and measurement are effective on @
prospective basis for guarantees that are issued or modified after
December 31, 2002, irrespective of a guarantor’s yearend. The adoption
of FIN 45 did not have a material impact on the Company’s financial
position, liquidity, or results of operations. See Note 10 to the Company's
consolidated financial statements for additional information regarding the
Company's guarantees.

In December 2002, the FASB issued SFAS No. 148, “Accounting
for Stock-Based Compensation - Transition and Disclosure, amendment
of FASB Statement No. 123.” This Statement provides additional
fransition guidance for those entities that elect to voluntarily adopt the
provisions of SFAS No.123, “Accounting for Stock-Based Compensation.”
Furthermore, SFAS No. 148 mandates new disclosures in both interim
and yearend financial statements within Note 1, “Significant Accounting
Policies,” to the Company's consolidated financial statements, The Company
has elected not to adopt the recognition provisions of SFAS No. 123, as
amended by SFAS No. 148. However, the Company has adopted the
disclosure provisions for the current fiscal year and has included this
information in Nofe 1 to the Company's consolidated financial statements.

Effective July 1, 2003, the Company adopted Emerging lssues Task
Force {"EITF") Issue No. 01-08, “Determining Whether an Arrangement
Contains a Lease.” EITF Issue No. 01-08 provides guidance on how to
defermine if an arrangement contains a lease that is within the scope of
SFAS No. 13, “Accounting for Leases.” The provisions of EITF Issue No.
01-08 apply primarily o arrangements agreed to or committed to after
the beginning of an entity’s next reporting period beginning after May
28, 2003, or previous arrangements modified after the beginning of an
entity’s next reporting period beginning affer May 28, 2003. The
adoption of EITF Issue No. 01-08 did not have a material impact on
the Company's financial position, liquidity, or results of operations.

In January 2003, the FASB issued FASB Interpretation No. 46
("FIN 46"), "Consolidation of Variable Interest Entities.” FIN 46 clarifies
the application of Accounting Research Bulletin No. 51, “Consolidated
Financial Statements,” to certain enfities in which equity investors do not
have the characteristics of a controlling financial interest or do not have
sufficient equity at risk for the entity to finance its activities without
additional subordinated financial support from other parties. FIN 46
applies immediately to variable interest entities {“VIEs") created after
January 31, 2003, and fo VIEs in which a public company obiains an
interest affer that date. In December 2003, the FASB published a revision
to FIN 46 (“FIN 46R") fo clarify some of the provisions of the interpretation
and to defer the effective date of implementation for certain entities.
Under the guidance of FIN 46R, public companies that have interests in
VIEs that are commonly referred 1o as special purpose entities are
required to apply the provisions of FIN 46R for periods ending after
December 15, 2003. A public company that does not have any interests
in special purpose enfities but does have a variable interest in a VIE
created before February 1, 2003, must apply the provisions of FIN 46R
by the end of the first interim or annual reporting period ending after
March 14, 2004. During the fourth quarter of 2003, the Company
assessed certain of ifs lease arrangements as well as its accounts
receivable securitization program according fo the provisions of FIN 46R.
The Company concluded that such entities did not meet the criteria for
consolidation. In addition, the Company has identified certain joint venture
partnerships as well as other contractual arrangements crected before
February 1, 2003, as potential VIEs. The Company is currently evaluating
the effect of these potential VIEs on its consolidated financial position,
liquidity, or results of operations. See Note 10 to the Company’s
consolidated financial statements for further discussions about the
Company's potential VIEs.

In April 2003, the FASB issued SFAS No. 149, “Amendment of
Statement 133 on Derivative Instruments and Hedging Activities.”
SFAS No. 149 amends and clarifies accounting for derivative instruments,
including certain derivative instruments embedded in other contracts, and
for hedging acfivities under SFAS No. 133. SFAS No. 149 amends SFAS
No. 133 to require that contracts with comparable choracteristics be
accounted for similarly. SFAS No. 149 clarifies the circumstances under
which a contract with an initia! net investment qualifies os a derivative
and clarifies when a derivative contains a finoncing component that
warrants special reporting in the statement of cash flows. This Statement
is effective for contracts entered into or modified after June 30, 2003,
except for hedging relationships designated after June 30, 2003, where
the guidance should be applied prospectively. The adoption of this
statement did not have a material impact on the Company's consolidated
financial position, liquidity, or results of operations.

fn May 2003, the FASB issued SFAS No. 150, “Accounting for
Certain Financial Instruments with Characteristics of both Liabilities and
Equity.” SFAS No. 150 requires certain financial instruments, which under
previous guidance were accounted for as equity, be classified as
liabilities or assets in stotements of financial position. This Statement is
effective for financial instruments entered into or modified after May 31,
2003, and otherwise effective at the beginning of the first interim period
beginning after June 15, 2003. The adoption of this statement did not
have a material impact on the Company's consolidated financial position,
liquidity, or results of operations.
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In December 2003, th}e FASB issued a revision to SFAS No. 132,
“Employers’ Disclosures about Pensions and Other Postretirement Benefits.”
This statement revises employers’ disclosures about pension plans and
other postretirement benefit Hnlcns. It requires additional disclosures related
fo the assets, obligations, ¢ash flows, and net periodic benefit cost of
defined benefit pension plo‘ns and ofher defined benefit postretirement
plans. It does not change the measurement or recognition of those plans.
The Company has adopted|the provisions of this statement. See Note 9
to the consolidated financial statements for more information.

On January 12, 2004, the FASB staff issued FASB Staff Position
{“FSP"} 106-1 ”Accounhnd and Disclosure Requirements Related fo the
Medicare Prescnphon Drug, Improvemeni and Modernization Act of
2003.” FSP 106-1 permits c sponsor of a postretirement health care plan
that provides o prescnphon" drug benefit to make a one-time election to
defer accounting for the effects of the Medicare Prescription Drug,
Improvement and Modernization Act of 2003 ["the Act”) that would be
required in accordance with SFAS 106, ”Employers Accounting for
Postretirement Benefits Other than Pensions.” Regardless of whether a
sponsor elects that deferral, FSP 106-1 requires certain disclosures in
annual or inferim financial sjforements. FSP 106-1 is effective for interim
or annual financial statements of fiscal years ending after December 7,
2003. The Company electec!i to defer accounting for the effects of the Act
and has made the reqwred disclosures in Note @ of the Company’s
financial statements. The Company is currently evaluating the effect
FSP 106-1 will have on its ‘consohdcted financial position, liquidity, or
results of operations. ‘

OUTLOOK !
For 2004, the Company expects:

» that historically high raw material and energy costs will continue
throughout much of 2004, and that the Company will continue to
implement price increqses to offset these increases;

» that pension and other postemployment benefit expenses in 2004
will increase compared to 2003 by approximately $15 million;

» to contribute between $0 and $40 million to the Company’s U.S.
defined benefit pension plans in 2004;

» net interest expense to| decrease compared to 2003 due fo lower
expected gross interest costs as a result of lower average inferest
rates on borrowings and anticipated lower average borrowings;

» that depreciation and amortization expense for 2004 will decrease
by approximately $30 million;

» priorities for use of available cash from operations will be to pay
the quarterly cash dividend, reduce outstanding borrowings,
and fund targeted growrh initiatives such as small acquisitions and
other ventures;

» capital expenditures tolincrease in 2004 compared to 2003, but to
continue to be no more than depreciation and amortization;

» the effective tax rate to|be between 30% and 33%, and certain tax
benefits from the extraterritorial income exclusion to continue

through 2004; 1

» combined costs related to selling and general administrative
expenses and research and development expenses to be at or
below 10% of sales revenue;

»  restructuring, divestiture, and consolidation activities and continuing
cost reduction efforts in the CASPI segment will contribute
approximately $50 million to operating results;

»  the Polymers segment will maintain its focus on lowering costs and,
for its PET polymers product lines, growing along with overall market
demand growth; and

» the operating loss in the Developing Businesses Division to be less
than $45 million.

Longer term, the Company expects:

» Global demand for PET polymers to grow at an average rate of
approximately 10% annually over the next several years; and

» Aggressive management of costs in the PCl segment will help
improve margins and position it to take full advantage of the
upturn expected in the 2005 through 2006 timeframe and to
aggressively identify and implement projects to reduce costs and
improve performance.

See "Forward-Looking Statements and Risk Factors.”

FORWARD-LOOKING STATEMENTS AND RISK FACTORS

The expectations under “Outlook” and certain other statements in this
report may be forward-looking in nature as defined in the Private
Securities Litigation Reform Act of 1995, These statements and other
written and oral forward-looking statements mode by the Company from
time fo time may relate to, among other things, such matters as planned
and expected capacity increases and utilization; anticipated capital
spending; expected depreciation and amortization; environmental
matters; legal proceedings; exposure to, and effects of hedging of, raw
material and energy costs and foreign currencies; global and regional
economic, political, and business conditions; competition; growth
opportunities; supply and demand, volume, price, cost, margin, and
sales; earnings, cash flow, dividends, and other expected financial
conditions; expectations, strategies, and plans for individual products,
businesses, segments, and divisions, as well as for the whole of Eastman
Chemical Company; cash requirements and uses of available cash;
financing plans; pension expenses and funding; credit rating; cost
reduction and control efforts and targets; integration of acquired
businesses; development, production, commercialization, and acceptance
of new products, services, and technologies and related costs; asset and
product portfolio changes; and expected tax rate.

These plans and expectations are based upon certain underlying
assumptions, including those mentioned with the specific statements.
Such assumptions are in turn based upon infernal estimates and analyses
of current market conditions and trends, management plans and sirategies,
economic conditions, and other factors. These plans and expectations
and the assumptions underlying them are necessarily subject to risks and
uncertainties inherent in projecting future conditions and results. Actual
results could differ materially from expectations expressed in the
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forward-looking statements if one or more of the underlying assumptions
and expectations proves to be inaccurate or is unrealized. In addition to
the factors described in this report, the following are some of the
important factors that could cause the Company’s actual results to differ
materially from those in any such forward-ooking statements:

»

»

The Company has manufacturing and marketing operations throughout
the world, with approximately 45% of the Company’s sales revenue
attributable to sales outside the United States. Economic factors,
including foreign currency exchange rates, could affect the Company's
sales revenue, expenses, and results. Although the Company utilizes
risk management tools, including hedging, os appropricte, to
mitigote market fluctuations in foreign currencies, any changes in
strategy in regard to risk management tools can also affect sales
revenue, expenses and results and there can be no assurance that
such measures will result in cost savings or that all market fluctuation
exposure will be eliminated. In addition, changes in laws, regulations,
or other political factors in any of the countries in which the
Company operates could affect business in that country or region,
as well as the Company's results of operations and financial condition.

The Company has made and may continue to make acquisitions,
divestitures, and investments, and enter into alliances, as part of its
strategies for growth and improved profitability. The completion of
such transactions is subject to the fimely receipt of necessary
regulatery and other consents and approvals needed to complete
the transactions which could be delayed for a variety of reasons,
including the satisfactory negotiation of the transaction documents
and the fulfillment of all closing conditions to the transactions.
Additionally, there can be no assurance that such transactions will
be successfully completed on a timely and costefficient basis or that
they will achieve projected operating earnings or cost reduction
targets.

The Company has made strategic investments in technology,
services businesses, and other ventures in order to build certain
Eastmon capabilities. There can be no assurance that such investments
will achieve their objectives or that they will be beneficial to the
Company's results of operations.

The Company owns assets in the form of equity in other companies,
including joint ventures, technology investments, and Genencor.
Such investments are minority investments in companies which are
not managed or controlled by the Company and are subject to all
of the risks associated with changes in value of such investments
including the market valuation of those companies whose shares are
publicly traded.

The Company has undertaken and will continue to undertake
productivity and cost reduction initiatives and organizational
restructurings to improve performance and generate cost savings.
There can be no assurance that these will be completed as planned
or beneficial or that estimated cost savings from such acfivities will
be realized.
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In addition to cost reduction initiatives, the Company is striving to
improve margins on its products through price increases, where
warranted and accepted by the market; however, the Company's
earnings could be negatively impacted should such increases be
unrealized, not be sufficient to cover increased raw material and
energy costs, or have a negative impact on demand and volume.

The Company is reliant on certain strategic raw materials for its
operations and utilizes risk management tools, including hedging,
as appropriate, to mitigate short-tferm market fuctuations in raw
material costs. There can be no assurance, however, that such
measures will result in cost savings or that all market fluctuation
exposure will be eliminated. In addition, changes in laws or
regulations, war or other outbreak of hostilities, or other political
factors in any of the countries or regions in which the Company
operates or does business, or in countries or regions that are key
suppliers of strategic raw materials, could affect availability and
costs of raw materials.

While temporary shortages of raw materials and energy may
occasionally occur, these items are generally sufficiently available
to cover current and projected requirements. However, their
continuous availability and price are subject to unscheduled plont
interruptions occurring during periods of high demand, or due to
domestic or world market and political conditions, changes in
government regulation, or war or other outbreck of hostilities.
Eastman’s operations or products may, ai times, be adversely affected
by these factors.

The Company’s competitive position in the markets in which it
parficipates is, in part, subject to external factors. For example,
supply and demand for certain of the Company’s products is driven
by end-use markets and worldwide capacities which, in turn, impact
demand for and pricing of the Company’s products.

The Company has an extensive customer base; however, loss of
certain top customers could adversely affect the Company’s financial
condition and results of operations until such business is replaced,
and no assurances can be made that the Company would be able
fo regain or replace any lost customers.

Limitation of the Company's available manufacturing capacity due
to significant disruption in its manufacturing operations could have
a material adverse effect on sales revenue, expenses, and results of
operations and financial condition.

The Company’s facilities and businesses are subject to complex
health, safety, and environmental laws and regulations, which require
and will continue to require significant expenditures to remain in
compliance with such laws and regulations currently and in the
future. The Company's accruals for such costs ond associated liabilities
are subject to changes in estimates on which the accruals are
based. The amount accrued reflects the Company’s assumptions
about remedial requirements at the contaminated site, the nature of
the remedy, the outcome of discussions with regulatory agencies
and other potentially responsible parties ot multi-party sites, and the
number and financial viability of other potentially responsible parties.
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Changes in the esﬁr‘notes on which the accruals are based,
unanticipated government enforcement action, or changes in health,
safety, environmental, chemical contrel regulations, and testing
requirements could result in higher or lower costs.

» The Company cccesse}s the capital and credit markets on a regular
basis. Access to these rinorke?s and the cost of capital are dependent
in part upon the Company’s credit rating received from independent
credit roting agencies.| An adverse change in the Company's credit
rating could affect the renewal of existing credit facilities or the
Company’s ability to obtoln access fo new credit facilities or other
debt financing in the f‘uture could adversely affect the terms under

which the Company can borrow, and could increase the cost of new

borrowings, other debt, or capital.

» The Company’s operations from time to time are parties to or fargets
of lawsuits, claims, investigations, and proceedings, including
product liability, persanal injury, asbestos, patent and intellectual
property, commercial, contract, enwronmenfcl antitrust, health and

safety, and employment matters, which are handled and defended
in the ordinary course of business. The Company believes amounts
reserved are adequate for such pending matters; however, results
of operations could be affected by significant litigation adverse to
the Company.

The foregoing list of important factors does not include all such
factors nor necessarily present them in order of importance. This
disclosure, including that under “Outlook” and “Forward-Looking
Statements and Risk Factors,” and other forward-looking statements and
related disclosures made by the Company in this report and elsewhere
from time to time, represents management’s best judgment as of the date
the information is given. The Company does not undertake responsibility
for updating any of such information, whether as @ result of new
information, future events, or otherwise, except as required by law.
Investors are advised, however, to consult any further public Company
disclosures {such as in filings with the Securities and Exchange
Commission or in Company press releases) on related subjects.
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The Company is exposed fo changes in financial market conditions
in the normal course of its business due to its use of certain financial
instruments as well as transacting in various foreign currencies and
funding foreign operations. To mitigate the Company's exposure to these
market risks, Eastman has established policies, procedures, and internal
processes governing its management of financial market risks and the use
of financial instruments to manage its exposure to such risks.

The Company determines its market risk utilizing sensitivity analysis,
which measures the potential losses in fair value resulting from one or
more selected hypothetical changes in interest rates, foreign currency
exchange rates, and/or commodity prices.

The Company is exposed o changes in inferest rates primarily as a
result of its borrowing activities, which include shorHerm commercial
paper and long-term borrowings used to maintain liquidity and to fund
its business operafions and copital requirements. Currently, these
borrowings are predominately U.S. dollar denominated. The nature and
amount of the Company's long-erm and shortterm debt may vary as a
result of future business requirements, market conditions, and other
factors. For 2003 and 2002, the market risks associated with the fair
value of interestrate-sensitive instruments, assuming an instantaneous
parallel shift in interest rates of 10%, were approximately $119 million
and $100 million, respectively, and an additional $13 million for each
one percentage point change in interest rates thereafter. This exposure is
primarily related to long-term debt with fixed interest rates.

The Company's operating cash flows denominated in foreign
currencies are exposed to changes in foreign currency exchange rates.
The Company continually evaluates its foreign currency exposure based
on current market conditions and the locations in which the Company
conducts business. In order to mitigate the effect of foreign currency risk,
the Company enters into forward exchange contracts to hedge certain
firm commitments denominated in foreign currencies and currency
options to hedge probable anticipated but not yet committed export sales
and purchase transactions expected within no more then two years and
denominated in foreign currencies. The gains and losses on these

contracts offset changes in the value of related exposures. It is the
Company's policy to enter into foreign currency transactions only to
the extent considered necessary to meet its objectives as stated above. The
Company does not enfer info foreign currency fransactions for speculative
purposes. At December 31, 2003, the Company had no outstanding
forward exchange confracts or currency options. For 2002, the market
risk associated with forward exchange contracts utilizing a modified
Black-Scholes option pricing model and a 10% adverse move in the
U.S. dollar relative o each foreign currency hedged by the Company
were approximately $4 million and an additional $0.4 million for each
additional one percentage point adverse change in foreign currency
exchange rates. Further adverse movements in foreign currencies would
create losses in fair value; however, such losses would not be linear to
that disclosed above. This exposure, which is primarily related to foreign
currency options purchased by the Company to manage fluctuations
in foreign currencies, is limited to the dollar value of option premiums
payable by the Company for the related financial instruments. in 2002,
the market risks associated with foreign currency options utilizing @
modified Black-Scholes option pricing model and a 10% adverse
change in the U.S. dollar relative to each foreign currency results in @
$2 million loss in fair value. Furthermore, since the Company utilizes
currency-sensitive derivative instruments for hedging anficipated
foreign currency transactions, a loss in fair value for those instruments
is generally offset by increases in the value of the underlying
anficipated transactions.

The Company is exposed to fluctuations in market prices for certain
of its major raw materials. To mitigate shortterm fluctuations in market
prices for certain commodities, principally propane, ethane, and natural
gas, the Company enters into forwards and options contracts. For 2003
and 2002, the market risks associated with feedstock options end natural
gas swaps assuming an instantaneous parallel shift in the underlying
commodity price of 10% were $4 million and $2 million, respectively,
and an additional $0.3 million and $0.1 million, respectively, for each
one percentage point move in closing prices thereafter.
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j FOR YEARS ENDED DECEMBER 31,
{Dollars in millions, except per share ]cmoums) 2003 2002 2001

|
Earnings (Loss) |
Sales | $5,800 $5,320 $5,390
Cost of sales \ 4,990 4,541 4,497
Gross profit } 810 779 893
Selling and general cdm;inistrctive expenses 414 407 407
Research and development expenses 173 159 160
Asset impairments and restructuring charges, net 489 5 396
Goodwill impairments | 34 _ _
Other operating income | (33) ~ -
Other operating expense - - 50
Operating earnings (lossj {267) 208 {120)
Interest expense, net 0 124 122 140
Other [income] charges, net (10) 2 31
Earnings {loss) before income taxes and

cumulative efect of change in accounting principles (381) 84 (291)
Provision (benefit} for income taxes ' (108) 5 {116)
Earnings (loss) before cur\inulcﬁve effect of change in accounting principles (273) 79 (175)
Cumulative effect of change in accounting principles, net 3 {(18) -
Net earnings {loss) | $ (270) $ 6l $ (175)

Earnings (loss) per share |
Basic E
Before cumulative effect of change in accounting principles $(3.54) $ 1.02 $(2.28)
Cumulative effect of chon}ge in accounting principles, net 0.04 {0.23) -
Net earnings (loss) per share $ (3.50) $ 0.79 $(2.28)

\
Diluted L
Before cumulative effect of change in accounting principles $ (3.54) $ 1.02 $(2.28)
Cumulative effect of change in accounting principles, net 0.04 (0.23) -
Net earnings (loss) per share $ (3.50) $ 0.79 $ (2.28)
Comprehensive Income (Loss)
Net earnings {loss) $ (270) $ 61 $ (173
Other comprehensive income (loss)
Change in cumulative translation adjustment 150 102 (24)
Change in minimum pension liability, net of tax 19 (145) {10¢)
Change in unrealized gains {losses) on investments, net of tax - (2) (2)
Change in unrealized gains {losses) on derivative instruments, net of tax 5 1 {2)
Total other comprehensive income {loss) 174 (44) {134)
Comprehensive income {loss) $ (96 $ 17 $ (309)
Retained Earnings |
Retained earnings at beginning of period $1,882 $1,956 $2,266
Net earnings (loss) ‘ (270} 61 {175)
Cash dividends declared (136) {135) {(135)
Retained earnings at end of period $1,476 $1,882 $1,956
The accompanying noles are an integral part of these financial statements.
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DECEMBER 31,
{Dollars In millions, except per share amounts) 2003 2002
Assets
Current assets
Cash and cash equivalents $ 558 $ 77
Trade receivables, net of allowance of $28 and $32 614 532
Miscellaneous receivables 87 142
inventories 698 713
Other current assets ' 53 83
Total current assets 2,010 1,547
Properties
Properties and equipment at cost 2,861 9,660
Less: Accumulated depreciation 6,442 5,907
Net properties 3,419 3,753
Goodwill 317 344
Other intangibles, net of accumulated amortization of $218 and $51 33 229
Other noncurrent assets 451 414
Total assets $6,230 $6,287
Liabilities and Stockholders’ Equity
Current liabilities
Payables and other current liabilities $ 973 $1,244
Borrowings due within one year 504 3
Total current liabilities 1,477 1,247
Long-term borrowings 2,089 2,054
Deferred income tax liabilities 316 464
Postemployment obligations 1,126 1,069
Other long-term liabilities 179 182
Total liabilities 5187 5,016
Commitments and contingencies
Stockholders’ equity
Common stock {$0.01 par value — 350,000,000 shares authorized;
shares issued — 85,177,467 and 85,135,117) 1 1
Additional paid-in capital 122 119
Retained earnings 1,476 1,882
Accumulated other comprehensive loss {127) {295)
1,478 1,707
Less: Treasury stock at cost (7,933,646 shares for 2003 and 2002) 435 436
Total stockholders’ equity 1,043 1,271
Total liabilities and stockholders’ equity $6,230 $6,287
The accompanying notes are an integral part of these financial statements.
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FOR YEARS ENDED DECEMBER 31,

{Dollars In millions) 2003 2002 2001
Cash flows from operating activities
Net earnings (loss) $(270) $ 61 $(175)
Adjustments to reconcile net earnings (loss) to net cash
provided by operating activities, net of effect of acquisitions
Depreciation and om;orﬂzotion 367 397 435
Cumulative effect of ci:honge in accounting principles, net {3) 18 -
Asset impairments | 500 9 373
Gains on sale of assets (33) - -
Write-off of acquired|in-process research and development - - 5
Provision (benefit) for‘ deferred income taxes (140} 95 (78)
Changes in operating assets and liabilities, net of effect of acquisitions
(Increase) decrease in trade receivables (46) 70 79
{Increase) decrease in inventories 41 (41) (8)
Increase (decrease) in trade payables (2) 87 (122)
Increase (decrease) in liabilities for employee benefits and incentive pay (214) 81 (8)
Other items, net 44 24 {(104)
Net cash provided by operating activities 244 801 397
Cash flows from investing activities
Additions fo properties land equipment {230) (427) (234)
Proceeds from sale of assets 71 9 4
Acquisitions, net of cash acquired - {6} (257}
Additions to capitalized software (15) (18) (28}
Cther items, net 14 (25) (8]
Net cash used in investing activities (160) {467) (523)
Cash flows from financing activities
Net increase (decrease] in commercial paper and other shortterm borrowings 39 (573) 221
Proceeds from long-term borrowings 495 394 -
Repayment of borrowin‘gs {5) (8) ()
Dividends paid to stockholders (136) (135) {135)
Other items ‘ 4 (1) 16
Net cash provided by (used in] financing activities 397 (323) 91
Net change in cash o}nd cash equivalents 481 1 {35)
Cash and cash equivalents at beginning of period 77 66 101
Cosh and cash equivclen%s at end of period $ 558 $ 77 $ 66

T
The accompanying notes are an infegral part of these financial statements.
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NOTE 1 » SIGNIFICANT ACCOUNTING POLICIES

Financial Statement Presentation

The consolidated financial statements of Eastman {“Eastman” or the
"Company”) are prepared in conformity with accounting principles
generally accepted in the United States of America and of necessity
include some amounts that are based upon management estimates and
judgments. Future actual results could differ from such current estimates.
The consolidated financial statements include assets, liabilities, revenues,
and expenses of all majority-owned subsidiaries. Eastman accounts for
joint ventures and investments in minority-owned companies where it
exercises significant influence on the equity basis. Intercompany transactions
and balances are eliminated in consolidation.

Cash and Cash Equivalents

Cash and cash equivalents include cash, time deposits, and readily
marketable securities with maturities of three months or less at the
purchase date.

Accounts Receivable Sales

Under a planned continuous sale agreement entered into in 1999, the
Company sells to a third party undivided inferests in certain domestic
accounts receivable. Undivided interests in designated receivable pools
are sold to the purchaser with recourse limited to the receivables purchased.
The Company’s refained inferests in the designated receivable pools are
measured at fair valve, based on expected future cash flows, using
management’s best estimates of returns and credit losses commensurate
with the risks involved. The Company's retained inferests in receivables
sold are recorded as trade receivables in the consolidated financial
statements. Fees paid by the Company under this agreement are based
on certain variable market rate indices and are included in other
{income) charges, net, in the consolidated financial statements.

Allowances for DoubHul Accounts

The Company maintains allowances for doubtful accounts for estimated
losses resulting from the inability of its customers to make required payments.

Inventories

Inventories are valued ot the lower of cost or market. The Company
determines the cost of most raw materials, work in process, and finished
goods inventories in the United States by the lastin, firstout {"LIFO")
method. The cost of all other inventories, including inventories outside the
United States, is determined by the average cost method, which
approximates the firstin, firstout {“"FIFO”) method. The Company writes
down its inventories for estimated obsolescence or unmarketable
inventory equal to the difference between the cost of inventory and the
estimated market value based upon assumptions about future demand
and market conditions.

Properties

The Company records properties at cost. Maintenance and repairs are
chorged fo earnings; replacements and betterments are capitalized.
When Eastman refires or otherwise disposes of assets, it removes
the cost of such assets and related accumulated depreciation from the

accounts. The Company records any profit or loss on refirement or other
disposition in earnings. Asset impoirments are reflected as increases in
accumulated depreciation.

Depreciation

Depreciation expense is calculated based on historical cost and the
estimated useful lives of the assets (buildings and building equipment
20 to 50 years; machinery and equipment 3 to 33 years), generally
using the straightline method.

Computer Software Costs

Capitalized software costs are amortized primarily on a straightline basis
over three years, the expected useful life of such assets, beginning when
the software project is substantially complete and placed in service. In
2003, 2002, and 2001, approximately $15 million, $18 million,
and $28 million, respectively, were capitalized. During those periods,
approximately $24 million, $23 million, and $14 million, respectively, of
previously capitalized costs were amortized. At December 31, 2003 and
2002, the unamortized capitalized software costs were $33 million
and $42 million, respectively.

Goodwill and Other Intangibles

Prior to the adoption of Statement of Financial Accounting Standards
{"SFAS”} No. 142, “Goodwill and Other Infangible Assets,” the Company
amortized certain intangible assets on a straightline basis over the
estimated useful lives of such assets, generally 11 to 20 years. The Company
adopted the provisions of SFAS No. 142, effective January 1, 2002. The
provisions of SFAS No. 142 prohibit the amortization of goodwill and
indefinitelived intangible assets; require that goodwill and indefinite-lived
intangible assets be tfested at least annuclly for impairment; require
reporting units to be identified for the purpose of assessing potential future
impairments of goodwill; and remove the fortyyear limitafion on
the amortization period of intangible assets that have finite lives. The
Company performs the annual review for impairment at the reporting unit
level, which Eastman has determined to be one level below its operating
segment level, and aggregated if appropriate. The tests are performed
by determining the fair values of the reporting units using a discounted
cash flow model and comparing those fair values to the carrying values
of the reporting units, including goodwill. If the fair value of a reporting unit
is less than its carrying value, the Company then allocates the fair value
of the reporting unit to all the assets and liabilities of that reporting unit,
including any unrecognized intangible assets, as if the reporting unit's fair
value was the price to acquire the reporting unit. The excess of the
fair value of the reporting unit over the amounts assigned to its assets and
liabilities is the implied fair value of the goodwill. If the carrying amount
of the reporting unit's goodwill exceeds the implied fair value of that
goodwill, an impairment loss is recognized in an amount equal to
that excess. Events or changes in circumstances could occur that may
create underperformance relative to projected future cash flows which
would create further future impairments. See Note 4 for further discussions
regarding the requirements of SFAS 142.
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Impaired Assets

The Company evaluates the|carrying value of long-lived assets to be held
and used, including definite-lived intangible assets, when events or
changes in circumstances indicate that the carrying value may not be
recoverable. The carrying|value of @ longlived asset is considered
impaired when the total projected undiscounted cash flows from such
asset is separately identifiable and is 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 longlived asset. Fair value is
determined primarily using the projected cash flows discounted at a rate
commensurate with the risk involved or by appraisal. Losses on long-lived
assets to be disposed of ore}derermined in a similar manner, except that

fair values are reduced for disposal costs.

Investments i
\

The consolidated financial statements include the accounts of the
Company and all its subsidiaries in which o controlling interest is
maintained. For those consollidafed subsidiaries in which the Company's
ownership is less than 100%, the outside stockholders’ interests are
included in other longterm liabilities.

Investments in affiliates over which the Company has significant
influence but not a controlli‘ng interest are carried on the equity basis.
Under the equity method of‘cccounﬁng, these investments are included
in other noncurrent assets. Eastman’s negative investment in Primester,
described in Note 5 to the Company's consolidated financial statements,
is included in other long-erm liabilities. The Company includes its share
of earnings and losses of su“ch investments in other income and charges
and its share of other comprehensive income {loss) in the appropriate
component of other comprehensive income [loss).

Marketable securities held by the Company, currently common or
preferred stock, are deemed‘by management fo be availableforsale and
are reported af fair value, with net unrealized gains or losses reported as
a component of other compréhensive income {loss| in stockholders’ equity.
Realized gains and losses are included in earnings and are derived using
the specific identification method for determining the cost of securities.
The Company includes these investments in other noncurrent assets.

Other equity investments, for which fair values are not readily
determinable, are carried &t historical cost and are included in other
noncurrent assets. ?

The Company records!on investment impairment charge when it
believes a business venture jnvestment, accounted for by the Company

as a marketable security or Wecorded at historical cost, has experienced
a decline in value that is other than temporary.

Pension and Other Posfen-juployment Benefits

The Company maintains defined benefit plans that provide eligible
employees with refirement b}enefifs‘ Additionelly, Eastman provides life
insurance and health care benefits for eligible retirees and health care
benefits for retirees’ 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 frends. The cost of providing plan benefits depends on demographic

assumpfions including refirements, mortality, turnover, and plan participation.

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 be 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
potentially responsible parties. Changes in the estimates on which the
accruals are based, unanticipated government enforcement action, or
changes in health, safety, environmental, and chemical control
regulations and testing requirements could result in higher or lower costs.

In accordance with SFAS No. 143, “Accounting for Asset
Retirement Obligations,” the Company also establishes reserves for
closure/postclosure costs associated with the environmental and other
assets it maintains. Environmental assets include but are not limited to
land fills, water treatment facilities, and ash ponds. When these types of
assets are constructed, a 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 accreted into earnings over the estimated useful lives
of the assets. Currently, the Company estimates the useful life of each
individual asset up to 50 years. If the Company changes its estimate
of the asset retirement 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 af December 31, 2003,
2002, and 2001, respectively, representing the minimum or best estimate
for remediation costs and, for asset retirement obligation costs, the
amount accrued to date over the facilities’ estimated useful lives.

Accruals for environmental liabilities are included in other long-term
liabilities and exclude claims for recoveries from insurance companies or
other third-parties. Environmental costs are capitalized if they extend the
life of the related property, increase its capacity, and/or mitigate or
prevent future contamination. The cost of operating and maintaining
environmental control facilities is charged to expense.

For additional information see Notes 11 and 23 to the Company’s
consolidated financial statements.

Derivative Financial Instruments

Derivative financial instruments are used by the Company in the
management of its exposures to fluctuations in foreign currency, raw
materials and energy costs, and inferest rates. Such instruments are used
fo mitigate the risk that changes in exchange rates or raw materials and
energy costs will adversely affect the eventual dollar cash flows resulting
from the hedged transactions.

The Company enters info forward exchange contracts to hedge
certain firm commitments denominated in foreign currencies and currency
options to hedge probable anticipated, but not yet committed, export
sales and purchase transactions expected within no more than five years
and denominated in foreign currencies {principally the British pound,
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Canadian dollar, euro, and the Jopanese yen). To mitigate shortterm
fluctuations in market prices for propane and natural gas {major raw
materials and energy used in the manufacturing process), the Company
enfers into forwards and options contracts. From time to time, the
Company also utilizes interest rate derivative instruments, primarily
swaps, o hedge the Company’s exposure to movements in interest rates.

The Company's forwards and options contracts are accounted for as
hedges because the derivative instruments are designated and effective
as hedges and reduce the Company’s exposure fo identified risks. Gains
and losses resulting from effective hedges of existing assets, liabilities,
firm commitments, or anticipated transactions are deferred and recognized
when the offsetting gains and losses are recognized on the related
hedged items and are reported as a component of operating earnings.

Deferred currency option premiums are generally included in
other noncurrent assets and are amortized over the life of the contract.
The reloted obligation for payment is generally included in other liabilities
and is paid in the period in which the options are exercised or expire and
forward exchange contracts mature.

Litigation and Contingent Liabilities

The Company’s operations from time to time are parties fo or targets of
lowsuits, 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 and defended in the ordinary
course of business. The Company accrues a liability for such matters
when it is probable that a liability has been incurred and the amount can
be reasonably estimated.

Revenue Recognition and Customer incentives

The Company recognizes revenue when persuasive evidence of an
arrangement exists, delivery has occurred or services have been rendered,
the price to the customer is fixed or determinable, and collectability is
reasonably assured.

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, os 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 aciual sales volumes and revenues against established
goals, the customer’s current level of purchoses, 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 pericd
of time in order to receive an agreed upon incentive payment.

Shipping and Handling Fees and Costs

Shipping and handling fees related to sales fransactions are billed to
customers and are recorded as sales revenue. Shipping and handling
costs incurred are recorded in cost of sales.

Restructuring of Operations

The Company records restructuring charges incurred in connection with
consolidation of operations, exited business lines, or shutdowns of specific
sites. These restructuring charges generally will be substantially completed
within 12 months and are based on costs associated with site closure,
legal and environmental matters, demolition, contract terminations,
severance or other costs directly related to the restructuring. The severance
costs relate to charges associated with the actual and probable
termination of employees.

Stock-Based Compensation

As permitted by SFAS No. 123, “Accounting for Stock-Based
Compensation,” Eastman confinues to apply infrinsic value accounting for
its stock opfion plans. Compensation cost for stock options, if any,
is measured as the excess of the quoted market price of the stock at
the date of grant over the amount an employee must pay to acquire the
stock. Eastman has adopted disclosure-only provisions of SFAS No. 123
and SFAS No. 148, "Accounting for Stock-Based Compensation -
Transition and Disclosure — an Amendment of FASB Statement No. 123.”
The Company's pro forma net earnings and pro forma earnings per
share based upon the fair value at the grant dates for awards under
Eastman’s plans are disclosed below.

The Company applies intrinsic value accounting for its stock option
plans. If the Company had elected to recognize compensation expense
based upon the fair value at the grant detes for awards under these
plans, the Company’s net earnings (loss) and earnings {loss) per share
would have been reduced as follows:

{Dollars and shores in miflions, except per share amounts} 2003 2002 2001
Net earnings (loss), as reported $(270) | $61 | $(175)
Deduct: Total additional stock-based
employee Compensation cost,
net of tax, that would have been
included in net earnings (loss)
under fair value method 10 1 8
Pro forma net earnings {loss) $(280) | $50 | ${183)
Basic earnings {loss} per share As reported [ $(3.50) | $0.79 | $(2.28}
Pro forma | ${3.62) | $0.65 | $(2.38)
Shares 7701 77.0] 768
Diluted earnings (loss) per share | As reported | $(3.50) | $0.79 | $(2.28)
Prc forma | $(3.62) | $0.65 | ${2.38)
Shares 771 | 7721 768

Compensated Absences

The Company accrues compensated absences and related benefits as
current charges fo earnings in the period earned.

Recognition of Gains or Losses on
Subsidiary or Affiliate Stock Sales

Gains and losses on subsidiary or affiliate stock sales are recorded in
other income or other charges and are separately disclosed in the
Consclidated Statements of Earnings (Loss) Comprehensive Income (Loss),
and Retained Earnings.
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Other Income and Other Charges

Included in other income dnd other charges are results from equity
investments, royalty income] gains or losses on foreign exchange
fransactions, certain litigation costs, fees on securitized receivables, and
other miscellaneous items. |

Income Taxes ‘

The provision for income tax%s has been determined using the asset and
liability approach of accounting for income taxes. Under this approach,
deferred toxes represent the ifuture tax consequences expected fo occur
when the reported amounts of assets and liabilities are recovered
or paid. The provision for income faxes represents income taxes paid or
payable for the current year plus the change in deferred taxes during the
year. Deferred taxes result from differences between the financial and tax
bases of the Company's os}sets and licbilities and are adjusted for
changes in tax rates and tax laws when changes are enacted. Valuation
allowances are recorded to reduce deferred tox assets when it is more
likely than not that a tax benv}afif will not be realized. Provision has been
made for income taxes on!unremitted earnings of subsidiaries and
affiliates, except for subsidiaries in which earnings are deemed to be

permanently reinvested. |
Translation of Non-U.5. Currencies

Where cash flows are primarily denominated in the local currency,
foreign consolidated entities of the Company use the local currency as the
“functional currency.” The effects of those entifies remeasuring transactions
denominated in currencies other than functional currency are reflected in
current earnings in other (income) charges, net. The effects of franslating
into U.S. dollars the operations of consolidated enfities that use a foreign
currency as the functional Eurrency are included in comprehensive
income (loss} and accumulated other comprehensive income (loss), a

component of stockholders’ equity.

Comprehensive Income 1

Components of accumulated other comprehensive income (loss) include
cumulative translation adjustments, additional minimum pension
liabilities, unrecognized gains or losses on investments, and
unrecognized gains or losses on derivative instruments. Accumulated
other comprehensive income|{loss) is presented net of applicable taxes.
Because cumulative translation adjustments are considered a component
of permanently invested unremitted earnings of subsidiaries outside the
United States, no taxes are pirovided on such amounts.

Earnings Per Share i

Basic earnings (loss) per shcrie reflect reported earnings divided by the
weighted average number of common shares outstanding. Diluted earnings
per share include the effect of dilutive stock options outstanding during
the year. 1 ' '
Reclassifications ‘
The Company has reclassified certain 2002 and 2001 amounts fo

conform to the 2003 presentc{:ﬁion.

|
|
|
l

NOTE 2 » INVENTORIES

December 31,

[Doltars in millions) 2003 2002

At FIFO or average cost (approximates current cost}

Finished goods $583 $582
Work in process 175 175
Raw materials and supplies 228 229

Total inventories 986 986
Reduction to LIFO value (288) (273}
Total inventories at LIFO value $698 $713

Inventories valued on the LIFO method were approximately 65% of
total inventories in each of the periods.

NOTE 3 » PROPERTIES & ACCUMULATED DEPRECIATION

December 31,
{Dollars in millions) 2003 2002
Properties at Cost
Balance at beginning of year $9,660 | $9,302
Additions
Capital expenditures 230 427
Deductions (29) (69)
Balance at end of year $9.861 | $9,660
Properties
Land $ 77 1% 73
Buildings and building equipment 953 920
Machinery and equipment 8,710 | 8,483
Construction in progress 121 184
Balance at end of year $9.861 | $9,660
Accumulated Depreciation
Balance at beginning of year $5,907 | $5,675
Provision for depreciation 334 358
Fixed asset impairments 291 4
Deductions (20) (130)
Balance at end of year $6,442 | $5,907

Construction-period interest of $347 million and $344 million, reduced
by accumulated depreciation of $224 million and $207 million, is included
in cost of properties at December 31, 2003 and 2002, respectively.
Interest capitalized during 2003, 2002, and 2001 was $3 million,
$4 million, and $5 million, respectively.

Depreciation expense was $334 million, $358 million, and
$385 million, for 2003, 2002, and 2001, respectively.

In accordance with SFAS No. 143, the Company also recorded
asset retirement obligations primarily related to closure and postclosure
environmental liabilities associated with certain property, plant, and
equipment. For additional information on the impact to the Company of
the adoption of SFAS No. 143, see Note 23 to the Company’s consolidated
financial statements.
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NOTE 4 » GOODWILL AND OTHER INTANGIBLE ASSETS

The Company adopted the provisions of SFAS No. 142, “Goodwill and
Other Intangible Assets,” effective January 1, 2002. The provisions of
SFAS No. 142 prohibit the amortization of goodwill and indefinite-lived
intangible assets; require that goodwill and indefinite-lived intangible
assets be tested ot least annually for impairment; require reporting units
to be identified for the purpose of assessing potential future impairments

Additional information regarding the impairment of intangibles and
goodwill and the adoption of SFAS No. 142 is available in Notes 15
and 23 to the Company's consolidated financial statements.

The following table presents 2001 earnings and earnings per share
as if the nonamortization provisions of SFAS No. 142 had been applied
in 2001.

of goodwill; and remove the forty-year limitation on the amortization (Dollars in milfions, except per share amounts) 2001
period QF intangible assets that havfe finite |lV€S}. For additional information Reported nef earnings {loss] $1175)
on the impact to the Conjpony o _The odc.)phon' of SFAS No. 142, see Add back goodwill amortization 15
Note 23 fo the Company’s consolidated financial statements. Add back assembled workforce and trademark amortization 3
‘ fgIloyving are t'he Company’s gmortizcble intangible assets qnd Adiusted net earnings [loss) $(157)
indefiniteived intangible assets. The difference between the gross carrying
amount and net carrying amount for each item presented is attributable Basic earnings {loss) per share before cumulative
to impairments and accumulated amortization. effect of change in accounting principles:
Reported basic earnings [loss) per share ${2.28)
Asof As of Add back goodwill amortization .20
December 31, 2003 December 31, 2002 Add back assembled workforce and trademark amertization .03
Gross Net Gross Net Adjusted net earnings {loss) per share $(2.05)
Carrying Carrying Carrying Carrying
{Dollars in millions) Amount Amount Amount Amount Diluted earnings (loss) per share before cumulative
Amortizable infangible assets effect of change in accounting principles:
Developed technology $124 $ 6| $124 $ 96 Reported diluted earnings (loss) per share $(2.28)
Customer lists 62 6 62 48 Add back goodwill amortization .20
Other 18 2 8 15 Add back assembled workforce and trademark amortization .03
Totcl $204 $14 | 3204 | $159 Adjusted net earnings (loss} per shore $(2.05)
Indefinite lived intangible assets Amortization expense for definite-lived intangible assets was
Trademarks 19 70 . i e . .
— approximately $10 million, $12 million, and $16 million, respectively,
Other intangible assets $33 $229 for 2003, 2002, and 2001. If the noncmortization provisions

As a result of the nonamortization provisions of SFAS No. 142, the
Company will no longer record approximately $20 million of annual
amortization relating to goodwill and indefinite-lived intangibles, as
adjusted for the reclossifications discussed in Note 23 below.

Changes in the carrying amount of goodwill follow:

Total
CASPI Other Eastman
{Dollors in millions) Segment Segments Chemical
Reported balance at December 31, 2001 $331 $8 $339
Infangible assets reclassified into goodwill
at January 1, 2002, net of deferred
tax liability 7 - 7
Purchase accounting adjustments and
foreign currency translation effect (5) - (5
Acquisitions - 3
Reported balonce at December 31, 2002 $333 $1 $344
Impairment of goodwill (34) - (34)
Foreign currency translation effect 7 - 7
Reported goodwill balance
at December 31, 2003 $306 $11 $317

of SFAS No. 142 had been applied in the prior years, amortization
expense would have been $14 million in 2001. Estimated
amortization expense for the five succeeding years is approximately
$2 million per year.

NOTE 5 » EQUITY INVESTMENTS AND OTHER
NONCURRENT ASSETS AND LIABILITIES

Eastman owns 25 million shares, or approximately 42%, of the
outstanding common shares of Genencor Infernational, Inc. {“Genencor”)
a company engaged in the discovery, development, manufacture, and
markefing of biotechnology products for the industrial chemicals,
agricultural, and health care markets. This investment is accounted for
under the equity method and is included in other noncurrent assets. At
December 31, 2003 and 2002, the Company’s investment in Genencor,
including preferred stock and accumulated dividends receivable, was
$221 million and $196 million, respectively. At December 31, 2003, the
fair market value of the Company’s common stock portion of that
investment in Genencor was $15.70 per share or $393 million.
Eastman has a 50% inferest in and serves as the operating partner
in Primester, a joint venture engaged in the manufacture of cellulose
acetate at its Kingsport, Tennessee, plant. This investment is accounted for
under the equity method. The Company guarantees up to $125 million
of the principal amount of the joint venture’s third-party borrowings;
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however, management Ei)elieves, based on current facts and
circumstances and the structure of the venture, that the likelihood of
a payment pursuant fo such guarantee is remote. Eastman had a
negative investment in the joint venture of approximately $40 million at
December 31, 2003 and 2002, representing the recognized portion of
the venture’s accumulated éeficits that it has a commitment to fund as
necessary. Such amounts are included in other long-term liabilities. The
Company provides certain utilities and general plant services to the joint
venture. n return for Eastman providing those services, the joint venture
paid Eastman a total of $3% million in three equal installments in 1991,
1992, and 1993. Eastman is amortizing the deferred credit to earnings
over the 10-year period of the ufilities and plant services contract which
concludes at the end of 2004.

Eastman owns a 50% inferest in Nanjing Yangzi Eastman Chemical
ltd. (“Nanjing”), a company engaged in the manufacture of Eastotac™
hydrocarbon tackifying resins for the adhesives market. This joint venture
is accounted for under the equity method and is included in other
noncurrent assets. The Company guarantees up to $6 million of the
principal amount of the joint venture's third-party borrowings; however,
management believes, based on current facts and circumstances and the
structure of the venture, that the likelihood of @ payment pursuant to such
guarantee is remote. At December 31, 2003 and 2002, the Company's
investment in Nanjing was c.lzpproximotely $7 million.

In 2002, Eastman entered info a joint venture in Qilu Eastman
Specialty Chemical ltd. |[“Qilu”), o company engaged in the
manufacture of Texanol™ ester alcohol coalescing aid for the paint
market and TXIB™ p|osﬁcize1}‘ for the glove and flooring markets. Eastman
holds @ 51% share in the joint venture, which is located in Zibo City,
China. The Company's inves}tment in Qilu was approximately $4 miliion
at December 31, 2003.

NOTE 6 » PAYABLES AND OTHER CURRENT LIABILITIES

NOTE 7 » BORROWINGS

|
\
\
i

December 31,

{Dollars in millions| 2003 | 2002
Trade creditors } $478 |$ 47
Accrued payrolls, vacation, cr‘ud

variable-incentive compensation 135 194
Accrued taxes | 63 61
Interest payable \ 45 48
Current portion of U.S. defined

benefit pension plan liabilities - 220
Bank overdrafts 22 39
Other | 230 21

Total i $973 | $1,244

The current portion of U.S. defined benefit pension plan liabilities

is an estimate of the C“ompony’s anticipated  funding through
December 31, 2004. |

December 31,
{Dollars in millions) 2003 2002
Borrowings consisted of:
6 3/8% notes due 2004 $ 504 |$ 513
3 1/4% nates due 2008 250 -
6.30% notes due 2018 249 -
7% notes due 2012 394 397
7 1/4% debentures due 2024 496 496
7 5/8% debentures due 2024 200 200
7.60% debentures due 2027 297 297
Commercial paper borrowings 196 143
Other 7 11
Total borrowings 2,593 | 2,057
Borrowings due within one year (504) (3
Long-term borrowings $2,089 {82,054

Eastman has access to a $600 million revolving credit facility (the
“Credit Facility”) expiring in July 2005. Any borrowings under the Credit
Facility are subject to interest at varying spreads above quoted market
rates, principally LIBOR. The Credit Facility requires facility fees on the
total commitment that vary based on Eastman’s credit rating. The rate for
such fees was 0.25% and 0.15% as of December 31, 2003, and
December 31, 2002, respectively. The Credit Facility contains a number
of covenants and events of default, including the maintenance of certain
financial ratios.

Eastman typically utilizes commercial paper, generally with maturities
of 90 days or less, to meet ifs liquidity needs. The Credit Facility provides
liquidity support for commercial paper borrowings and general corporate
purposes. Accordingly, cutstanding commercial paper barrowings reduce
borrowings available under the Credit Facility. Because the Credit Facility
expires in July 2005, the commercial paper borrowings supported by the
Credit Facility are classified as longterm borrowings because the Company
has the ability to refinance such borrowings on a longterm basis. At
December 31, 2003, the Company’s commercial paper borrowings
were $196 million at an effective interest rate of 1.85%. At December 31,
2002, the Company’s commercial paper borrowings were $143 million
at an effective interest rate of 1.66%.

On April 3, 2002, the Company issued notes in the principal
amount of $400 million due 2012 and bearing interest at 7% per annum.
Proceeds from the sale of the notes, net of $3 million in transaction fees,
were $394 million and were used to repay portions of outstanding
borrowings under the Credit Facility and commercial paper borrowings.
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On June 16, 2003, the Company issued notes in the principal
amount of $250 million due 2008 and bearing interest at 3 1/4% per
annum. Proceeds from the sale of the notes, net of $2 million in transaction
fees, were $248 million and were used fo repay portions of commercial
paper borrowings.

On November 12, 2003, the Company issued notes in the principal
amount of $250 million due 2018 and bearing interest ot 6.30% per
annum. Proceeds from the sale of the notes, net of approximately
$2 million in fransaction fees, were $246 million and were used, along
with cash generated from business activities and other borrowings, for
the repayment of the Company’s outstanding $500 million 6 3/8% notes
due on January 15, 2004.

On January 15, 2004, the Company retired $500 million of debt
bearing inferest at 6 3/8% per annum. These bonds were reflected in
borrowings due within one year in the Consolidated Statements
of Financial Position at December 31, 2003. This debt was retired
with cash accumulated from a combination of sources including cash
generated from business activities, new longterm borrowings, and
available shortterm borrowing copacity.

In the first quarter 2002, the Company entfered info interest rate
swaps that converted the effective interest rate of the notes due in 2004
to a variable rate. These original interest rate swaps were settled during
the fourth quarter 2002, resulting in $13 million cash proceeds being
received by the Company. The gain resulting from the seftlement of the
swaps is reflected as an increase in the current portion of longterm
borrowings and is being amortized into earnings as a reduction to
interest expense through the maturity of the notes in January 2004. In
conjunction with the setlement of the original interest rate swaps, new
inferest rate swaps were entered info in the fourth quarter 2002,
converting the effective inferest rate on the notes due in 2004 to variable
rates that averaged 3.37% ot December 31, 2003, and 4.07% at
December 31, 2002.

In the third quarter 2003, the Company entered inio interest rate
swaps that converted the effective interest rate of a portion of the notes
due in 2012 to variable rates such that the average rate was 6.26% at
December 31, 2003. The recording of the fair value of the interest rate
swaps and the corresponding debt resulted in increases of approximately
$1 million in other current assets and the current portion of long-term

borrowings at December 31, 2003.

NOTE 8 » FAIR VALUE OF FINANCIAL INSTRUMENTS

December 31, 2003 December 31, 2002
Recorded Fair Recorded Fair
{Dollars in millions) Amount Value Amount Value
Long-term borrowings $2,089 | $2,247 | $2,054 | $2,220

The fair value for fixed-rate borrowings is based on current interest
rotes for comparable securities. The Company's floating-rate borrowings
approximate fair value.

Hedging Programs

Financial instruments held as part of the hedging programs discussed
below are recorded af fair value based upon comparable market
transactions as quoted by the broker.

The Company is exposed to market risk, such as changes in
currency exchange rates, raw material and energy costs, and interest
rates. The Company uses various derivative financial instruments pursuant
to the Company’s hedging policies to mitigate these market risk factors
and their effect on the cash flows of the underlying transactions.
Designation is performed on a specific exposure basis to support hedge
accounting. The changes in fair value of these hedging instruments are
offset in part or in whole by corresponding changes in the cash flows of
the underlying exposures being hedged. The Company does not hold or
issue derivative financial instruments for trading purposes.

» Currency Rate Hedging

The Company manufactures and sells its producis in a number of
countries throughout the world and, as a result, is exposed to
movements in foreign currency exchange rates. To manage the volatility
relating to these exposures, the Company nets the exposures on a
consolidated basis to take advantage of natural offsets. To manage
the remaining exposure, the Company enters into forward exchange
confracts fo hedge certain firm commitments denominated in foreign
currencies and currency options and ferwards to hedge probable
anticipated, but not yet committed, export sales transactions expected
within no more than five years and denominated in foreign currencies
(principally the British pound, Canadian dollar, euro and the Japanese
yen). These contracts are designated as cash flow hedges. The
mark-to-market gains or losses on qualifying hedges are included in
accumulated other comprehensive income {loss} to the extent effective,
and reclassified info cost of sales in the period during which the
hedged transaction affects earnings.

» Commodity Hedging

Raw materials and energy sources used by the Company are
subject to price volatility caused by weather, supply conditions,
economic variables, and other unpredictable factors. To mitigate
shortterm fluctuations in market prices for propane, ethane, and
natural gas, the Company enters into forwards and options
confracts. These contracts are designated os cash flow hedges. The
mark{o-market gains or losses on qualifying hedges are included in
accumulated other comprehensive income (loss) to the extent
effective, and reclossified into cost of sales in the period during
which the hedged transaction affects earnings.

» Interest Rate Hedging

The Company’s policy is o manage interest cost using a mix of
fixed- and variable-rate debt. To manage this mix in a cost-efficient
manner, the Company enters into interest rate swaps in which the
Company agrees to exchange the difference between fixed- and
variable-interest amounts calculated by reference to an agreed upon
notional principal amount. These swaps are designated to hedge
the fair value of underlying debt obligations with the interest rate
differential reflected as an adjustment to interest expense over the
life of the swaps. As these instruments are 100% effective, there is
no impact on earnings due to hedge ineffectiveness.
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From time fo time, the Company also utilizes interest rate
derivative instruments| primarily swaps, to hedge the Company’s
exposure fo movements in interest rates on anticipated debt

offerings. These instruments are designated as cash flow hedges
and are typically 100% effective. As a result, there is no current
impact on earnings due to hedge ineffectiveness. The mark-to-market
gains or losses on these hedges are included in accumulated other

comprehensive incorTT\e {loss) to the extent elfective, and are

reclassified into interest expense over the period of the related

debt instruments, |
The fair value for!fixed-rcne borrowings is based upon current
interest rates for comparable securities. The Company's floating-rate

instruments have carr)%ing values that approximate fair valve.

At December 31] 2002, the remaining mark-o-market gains

from currency, commodity, and certain interest rate hedges that
were included in accumulated ofher comprehensive loss totaled
approximately $1 million. If realized, substantially all of this balance
will be reclassified info earnings during the next 12 months. The
mark-to-market gains or losses on nonqualifying, excluded and
ineffective portions of| hedges are recognized in cost of sales or
other income and charges immediately. Such amounts did not have
a material impact on earnings during 2002.

At December 31, 2003, markto-market gains from raw
material, energy, and cerfain interest rate hedges that were
included in accumulated other comprehensive income {loss) totaled
approximately $4 million. If realized, approximately $1 million of
this balance will be freclassified into earnings during the next
12 months. The markfo-market gains or losses on nongualifying,
excluded, and ineﬁecti;ve portions of hedges are recognized in cost
of sales or other income and charges immediately. Such amounts
did not have a material impact on earnings for all periods presented.

|
NOTE 9 » RETIREMEN‘IT PLANS

Eastman maintains defined benefit plans that provide eligible employees
with retirement benefits. Prior to 2000, benefits were calculated using @
defined benefit formula ‘bcsed on age, years of service, and
employee's final average campensation as defined in the plans. Effective
January 1, 2000, the defined benefit pension plan, the Eastman
Refirement Assistance Plan, 1wcs amended. Employees’ accrued pension
benefits earned prior to January 1, 2000, are calculated based on
previous plan provisions using the employee’s age, years of service, and
final average compensation as defined in the plans. The amended
defined benefit pension plan uses a pension equity formula based on
age, years of service, and final average compensation to calculate an
employee’s retirement benefit from January 1, 2000, forward. Benefits
payable will be the combined pre-2000 and post-1999 benefits.
Benefits are paid to employees from trust funds. Contributions to the
plan are made os permitied by laws and regulations. The pension trust

fund does not directly own ?ny of the Company's common stock.

|
|
|
|
|
|
|
\
|

Pension coverage for employees of Eastman’s internaficnal
operations is provided, fo the extent deemed appropriate, through
separate plans. The Company systematically provides for obligations
under such plans by depositing funds with trustees, under insurance
policies, or by book reserves.

Below is o summary balance sheet of the change in plan assets
during 2003 and 2002, the funded status of the plans, amounts
recognized in the Statements of Financial Position, and o Summary of
Benefit Costs. The assumptions used to develop the projected benefit
obligation for the Company's significant defined benefit pension plans
are also provided in the following tables.

Summary Balance Sheet

{Dollars in millions} 2003 2002
Change in benefit obligation:
Benefit obligation, beginning of year $1,222 | $1,062
Service cost 42 36
Interest cost 84 80
Actuarial loss 94 72
New plans 28 72
Effect of currency exchange 10 -
Benefits paid (134} {100)
Benefit obligation, end of year $1,346 | $1,222
Change in plan assets:
Fair value of plan assets, beginning of year $ 574 1§ 697
Actual return (foss} on plan assets 189 (96)
New plans 19 70
Effect of currency exchange ) -
Company contributions 249 3
Benefits paid (134) | (100}
Fair value of plan assets, end of year $ 903 |$ 574
Benefit obligation in excess of plon assets $ 443 |$ 648
Unrecognized actuarial loss (535) (564)
Unrecognized prior service credit 73 96
Net amount recognized, end of year $ D9 ls 180
Amounts recognized in the Statements of

Financial Position consist of:
Prepaid benefit cost $ (33| -
Accrued benefit cost 14 180
Additional minimum liability 386 417
Accumulated other comprehensive loss {386) {417}
Net amount recognized, end of year $ (19)|$ 180

The accumulated benefit obligation basis at the end of 2003 and
2002 was $1,283 million and $1,179 million, respectively. The
Company uses a measurement date of December 31 for the majority of
its pension plans.
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A summary of the components of net periodic benefit cost recognized
for Eastman'’s significant defined benefit pension plans follows:

Summary of Benefit Costs

{Dollars in milflions) 2003 2002 2001
Components of net periodic benefit cost:
Service cost $ 42 $ 36 $32
Interest cost 84 80 72
Expected return on assets (82) 77) (72)
Amortization of:

Transition asset - (4) (4}

Prior service credit {11} (12) {12}

Actuarial loss 19 9 4
Net periodic benefit cost $52 $32 | $20
Weighted-average assumptions used

to determine benefit obligations

for years ended December 31:
Discount rate 6.18% | 6.72%| 7.25%
Expected return on assets 8.88% | 8.94%| 9.50%
Rate of compensation increase 3.77% | 4.00%| 4.00%
Weighted-average assumptions used

to determine net periodic pension cost

for years ended December 31:
Discount rate 672% | 7.25%| 7.75%
Expected return on ossets 8.94% | 9.50%| 9.50%
Rate of compensation increase 4.00% | 4.00%| 4.25%

The fair value of plan assets for the U.S. plans at December 371,
2003 and 2002 wos $835 million and $540 million, respectively, while
the fair value of plan assets at December 31, 2003 and 2002 for nonU.S.
plans was $68 million and $34 million, respectively. At December 31,
2003 and 2002, the expected long-term rate of return on the U.S. plan
assets was 9.00%, while the expected long-term rate of return on
nonU.S. plan assets was 7.36% and 8.00% at December 31, 2003 and
2002, respectively. The asset allocation for the Company’s U.S. pension
plans at December 31, 2003 and 2002, and the target allocation for
2004, by asset category, is as follows:

Target allocation Plan assets at Plan assets at

{Dollars in millions) for 2004 December 31, 2003 | December 31, 2002
Asset category
Equity securities 75% 80% 79%
Debt securities 10% 11% 8%
Real estate 5% 4% 5%
Cther Investments 10% 5% 8%

Total 100% 100% 100%

The Company's investment strategy for the U.S. defined benefit
pension plan is to maximize longerm rate of return on plan assets within
an acceptable level of risk in order to minimize the cost of providing
pension benefits. The investment policy establishes a target allocation
range for each asset class and the fund is managed within those ranges.

The plon uses o number of investment approaches including equity, real
estate, and fixed-income funds in which the underlying securities are
marketable in order to achieve this target allocation. The plan also invests
in privote equity and other funds.

The expected rate of return was determined by modeling the
expected longferm rates of return for broad categories of investments held
by the plan against a number of varicus potential economic scenarios.

The Company anticipates pension contributions to its US defined-
benefit plans for 2004 to be between $0 and $40 million, reflecting
quarterly contributions as required by the IRS code section 412.

As a result of the partial setlement of pension liabilities, the
Company recorded a charge of $7 million in 2001.

Defined Contribution Plans

The Company sponsors a defined contribution employee stock ownership
plon [the “ESOP"}, a qualified plan under Section 401(a) of the Internal
Revenue Code, which is a component of the Eastman Investment and
Employee Stock Ownership Plan (“EIP/ESOP”). Eastman anticipates that
it will make annual contributions for substantially all U.S. employees
equal to 5% of eligible compensation to the ESOP, or for employees who
have five or more prior ESOP contributions, to either the Eastman Stock
Fund or other investment funds within the EIP. Employees may diversify to
other investment funds within the EIP from the ESOP at any fime without
restrictions. Allocated shares in the ESOP totaled 2,582,229 shares,
2,774,676 shares, and 2,814,730 shares as of December 31, 2003,
2002, and 2001, respectively. Dividends on shares held by the EIP/ESOP
are charged to retained earnings. All shares held by the EIP/ESOP are
treated os outstanding in computing earnings per share.

Charges for confributions to the EIP/ESOP were $38 million,
$37 million, and $38 million for 2003, 2002, and 2001, respectively.

Postretirement Welfare Plans

Eastman provides life insurance and health care benefits for eligible
retirees, and health care benefits for retirees’ eligible survivors. In
general, Eastman provides those benefits to refirees eligible under the
Company's U.S. pension plans. Similar benefits are also provided to
refirees of Holston Defense Corporation ["HDC"), a wholly-owned
subsidiary of the Company that, prior to January 1, 1999, operated a
governmentowned ammunifions plant. HDC's contract with the Department
of Army {"DOA”} provided for reimbursement of allowable costs incurred
by HDC including certain postretirement welfare costs, for as long as
HDC operated the plant. After the confract was terminated at the end of
1998, the Army has not contributed further to these costs. The Company
continues to accrue for the costs related to HDC retirees while pursuing
extraordinary relief from the DOA for reimbursement of these and other
previously expensed employee benefit costs. Given the uncertain outcome
of discussions with the DOA, the Company will recognize the impact of
any reimbursement in the period setfled.

* A few of the Company’s nonU.S. operations have supplemental
health benefit plans for certain retirees, the cost of which is not significant
to the Company.
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The following tables sef forth the status of the Company’s U.S. plans

at December 31, 2003 cnd 2002:

Summary Balance Sheet !

The net periodic postretirement benefit cost follows:

Summary of Benefit Costs

approximately 40% relate to railcars. The obligations described above

{Dollars in millions) 2003 2002 2001

[Pollors in millions) 2003 2002 Components of net periodic benefit cost:
Change in benefit obligation: Service cost $ 8 $ 6 $ 6
Benefit obligation, beginning of year $89 | $779 Interest cost 58 57 52
Service cost 8 6 Expected return on assets i) (2) (2)
Interest cost 58 57 Amortization of:
Plan participants’ contributions 4 2 Prior service cost (4) (3) ()
Actuarial loss 70 97 Actuarial loss 13 4 5
Plan amendments ‘ (10) - Net periodic benefit cost $74 $67 $58
Benefits paid | (49) (45)
Benefit obligation, end of year $977 | $896 A 10% rafe of increase in the per capita cost of covered health care
Change in plan assets: } benefits is assumed for 2004. The rafe is assumed to decrease gradually
Fair value of plan assets, beginning of year $ 26 | § 35 to 5% for 2009 and remain at that leve! thereafter. A 1% increase in
Actual return on plan assets - 2 health care cost trend would have increased the 2003 service and interest
Company contributions 38 32 costs by $3 million, and the 2003 benefit obligation by $54 million. A
Plan participants’ contributions 4 2 1% decrease in health care cost trend would have decreased the 2003
Benefits paid (49) (43) service and interest costs by $3 million, and the 2003 accumulated
Fair value of plan assets, end jof year $ 19 | $ 26 postretirement benefit obligation by $46 million.
Benefit obligation in excess of plan assets $ 958 $ 870 The Company anficipates its payments for other postrefirement
Unrecognized actuarial loss | (338) (280 benefits will be $40 million in 2004.
Unrecognized prior service credit 36 30 On December 7, 2003, Congress passed the Medicare Prescription
Net amount recognized, end bf year $656 | $620 Drug, Improvement and Modernization Act of 2003 (“the Act”). As

A w permitted by FASB Staff Position {“FSP”) 106-1, “Accounting and Disclosure
Amounts recognized in the Statements of . . .

Financial Position consist oft Reqmremenrs.ReI.oted to the Medncc"re Prescription Drug, Improvement
Accrued benefit cost | $656 | $620 and Modernization Act of 2003,” the Company elected to defer
N , \ accounting for the effects of the Act. Accordingly, the Company'’s

et amount recognized, end of year $ 656 $620 . : S oo

1 accumulated postretirement benefit obligation and net periodic
f postretirement benefit cost disclosed above do not reflect the effects of the
1 Act. Specific authoritative guidance on the accounting for the federal
! 2003 2002 2001 subsidy is pending and that guidance, when issued, could require the
Weighted-average assumptions used to sponsor fo change previously reported information,
determine end of year benefit obligations:
Discount rate | 6.25% | 6.75% | 7.25%| NOTE 10 » COMMITMENTS
Rate of compensation increase 3.75% | 4.00% | 4.00%
Health care cost frend \ Purchase Obligations and Lease Commitments
e | o o ©
gg:‘iosing o ullimate trend of 1288;: ]gggoﬁ ]28802 At December 31, 2003, the Company had various purchose obligations
In year | 2009 | 2007 | 2006 fotaling approximately $2 billion over a period of approximately 15 years
; N for materials, supplies, and energy incident to the ordinary conduct of
Weighted-average assumptions used to busi The C Iso had various | mmitments for
determine end of year net benefit cost: usiness. The Company also had various lease co ents for property
Discount rate | 675% | 7250 | 7.75% and equipment under cancelable, noncancelable, and month-to-month
Rate of compensation increase 400% | 4.00% | 4.25% operating leases totaling approximately $195 million over a period of
Health care cost trend | several years. Of the total lease commitments, approximately 20% relate
Initil | 10.00% |10.00% | 7.00% to machinery and equipment, including computer and communications
Decreasing to ultimate trend of 5.25% | 5.00% | 5.00% equipment and production equipment; approximately 40% relate to
In year | 2007 | 2006 | 2006 real property, including office space, storage facilities, and land; and
|
|

are summarized in the following table:
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{Dollars in millions)

{Dollars in millions) Payments Due For

Commercial

Paper and

Notes and Other Purchase Operating

Period Debentures Borrowings Obligations Leases Toto!
2004 $ 504 $ - § 246 $45 1% 795
2005 - 196 246 40 482
2006 5 - 243 33 281
2007 - - 240 24 264
2008 250 - 140 13 403
2009-2013 396 - 643 29 1,068
Beyond 2013 1,242 - 259 11 1,512
Total $2,397 $196 $2,017 $195 | $4,805

It certain operating leases are terminated by the Company, it
guarantees a portion of the residual value loss, if any, incurred by the
lessors in disposing of the related assets. The Company believes, based
on current facts and circumstances, that a material payment pursuant
fo such guarantees in excess of the payments included above is
remote. Under these operating leases, the residual value guarantees at
December 31, 2003, totaled $93 million and consisted primarily of
leases for railcars, company aircraft, and other equipment.

Rental expense, net of sublease income, was approximately
$64 million, $80 million, and $83 million in 2003, 2002, and 2001,
respectively.

Accounts Receivable Securitization Program

In 1999, the Company entered info an agreement that allows the
Company to sell certain domestic accounts receivable under o planned
continuous sale program to a third party. The agreement permits the sale
of undivided interests in domestic frade accounts receivable. Receivables
sold to the third party totaled $200 million at December 31, 2003,
2002, and 2001. Undivided interests in designated receivable pools
were sold to the purchaser with recourse limited to the purchased interest
in the receivable pools. Fees paid by the Company under this agreement
are baosed on certain voricble market rate indices and fotaled
approximately $3 million, $4 million, and $9 million in 2003, 2002, and
2001, respectively. Average monthly proceeds from collections reinvested
in the continuous sale program were approximately $249 million,
$250 million, and $239 million, in 2003, 2002, and 2001, respectively.
The portion that continues to be recognized in the Statements of Financial
Position is domestic trade receivables of $91 million, $93 million, and
$124 million at December 31, 2003, 2002, and 2001, respectively.

Guarantees

In November 2002, the Financial Accounting Standards Board {"FASR")
issued FASB Interprefation No. 45 (“FIN 45"), "Guarantor’s Accounting
and Disclosure Requirements for Guarantees, Including Indirect
Guaorantees of Indebtedness of Others,” an interpretation of FASB
Statements No. 5, 57 and 107 and Rescission of FASB Interpretation
No. 34. FIN 45 clarifies the requirements of SFAS No. 5, “Accounting
for Contingencies,” relating to the guarantor's accounting for, and
disclosure of, the issuance of certain types of guarantees. The Company
has adopted the disclosure requirements of the interprefation as of
December 31, 2002. Disclosures about each group of similar
guarantees are provided below and summarized in the following table:

Obligations of equity offiliates $131
Residual value guarantees 93
Total $224

Obligations of Equity Affiliates

Eastman has longterm commitments relating to joint ventures as described
in Note 5 to the Company’s consolidated financial statements. The Company
guarantees up fo $131 million of the principal amount of the joint
ventures’ third-party borrowings, but believes, based on current facts and
circumstances and the structure of the ventures, that the likelihood of o
payment pursuant fo such guarantees is remote.

Residual Value Guarantees

If certain operating leases are terminated by the Company, it guarantees
a portion of the residual value loss, if any, incurred by the lessors in
disposing of the related assets. Under these operating leases, the
residual value guarantees at December 31, 2003, totaled $93 million
and consisted primarily of leases for railcars, company aircraft, and
other equipment. The Company believes, based on current facts
and circumstances, that a material poyment pursuant to such guarantees
is remote.

Equity Investment Guarantees

In addition, the Company has committed to funding obligations related to
certain venture capital investments. If required, the Company’s commitment
could total $26 million over the next five years.

Other Guarantees

Guarantees and claims arise during the ordinary course of business from
relationships with suppliers, customers, and nonconsolidated affiliates
when the Company undertakes an obligation to guarantee the performance
of others if specified triggering events occur. Nonperformance under a
contract could trigger an obligation of the Company. These potential
claims include actions based upon alleged exposures to products,
intellectual property and environmental matters, and other indemnifications.
The ultimote effect on future financial results is not subject fo reasonable
estimation because considerable uncertainty exists as 1o the final ovicome
of these claims. However, while the ultimate liabilities resulting from such
claims may be significant to results of operations in the period recognized,
management does not anticipate they will have a material adverse effect
on the Company’s consolidated financial position or liquidity.

Product Warranty Liability

The Company warrants to the original purchaser of its products that it will
repair or replace without charge products i they fail due to a
manufacturing defect. However, the Company's historical claims
experience has not been material. The estimated product warronty
liability for the Company’s products as of December 31, 2003, is less
than $1 million. The Company accrues for product warranties when it is
probable that customers will make claims under warranties relating
to products that have been sold and a reasonable estimate of the costs
can be made.

¥y &7 <«



|
» NOTES TO CONSOLIDJATED FINANCIAL STATEMENTS

Eastmon Chemicel Company and Subsidiaries

!

\
NOTE 11 » ENVIRONMENTAL MATTERS

Certain Eastman manufacturing sites generate hazardous and
nonhazordous wastes, the treatment, storage, transportation,
and disposal of which are regulated by various governmental
agencies. In connection with} the cleanup of various hazardous waste
sites, the Company, along with many other entities, has been designated
a potenticlly responsible party {"PRP”), by the U.S. Environmental
Protection Agency under the| Comprehensive Environmental Response,
Compensation and Liability Act, which potentially subjects PRPs to joint
and several liability for such! cleanup costs. In addition, the Company
will be required to incur costs! for environmental remediation and closure
and postclosure under the federal Resource Conservation and Recovery
Act. Adequate reserves for| environmental contingencies have been
established in accordance w‘ith Eastman’s policies described in Note 1
and 23 to the Company's consolidated financial statements. Because of
expected sharing of costs, the availability of legal defenses, and the
Company's preliminary assessment of actions that may be required, it
does not believe its liability for these environmental matters, individually
. . | . ' )
or in the aggregate, will be material to the Company’s consolidated
financial position, results of operations, or cash flows. The Company's
reserve for environmental contingencies was $61 million and $60 millien
at December 31, 2003 and 2002, respectively, represenfing the
minimum or best estimate for|remediation costs and, for asset retirement
obligation costs, the amount accrued to date over the faciliies’ estimated

useful lives.

|
NOTE 12 » LEGAL MATTERS

General

From time to time, the Company and its operations are parties to, or
targets of, lawsuits, claims, investigations, and proceedings, including
product liability, personcl linjury, asbestos, patent and inteliectual
property, commercial, confract, environmental, anfitrust, health and
safety, and employment matters, which are being handled and defended
in the ordinary course of business. While the Company is unable to
predict the outcome of these matters, it does not believe, based upon
currently available facts, that the ultimate resolution of any such pending
matters, including the sorbtes litigation and the asbestos litigation
described in the following paragraphs, will have a material adverse
effect on its overall financial condition, results of operations, or cash flows.
However, adverse developments could negatively impact earnings or

cash Hlows in a particular fu!iure period.

Sorbates Litigation |

l

As previously reported, on SFprember 30, 1998, the Company entered

into a voluntary plea agreement with the U.S. Department of Justice and
agreed to pay an $11 million fine to resolve a charge brought against
the Company for violation of| Section One of the Sherman Act. Under the
agreement, the Company entered a plea of guilty to one count of price-
fixing for sorbates, a class of food preservatives, from Jonuary 1995
through June 1997. The p|e‘c agreement wos approved by the United
States District Court for the Northern District of California on October 21,
1998. The Company recognized the entire fine os a charge against
earnings in the third quarter of 1998 and paid the fine in installments

over a period of five years. On October 26, 1999, the Company
pleaded guilty in a Federal Court of Canada to a violation of the
Competition Act of Canado ond was fined $780,000 (Conadion).
The plea in Canada cdmitted that the same conduct that was the subject
of the United States guilty plea had occurred with respect to sorbates sold
in Canada, and prohibited repetition of the conduct and provides for
future monitoring. The Canadian fine has been paid and was recognized
as a charge against earnings in the fourth quarter of 1999.

Following the September 30, 1998, plea agreement, the Company,
along with other defendants, was sued in federal, state, and Canadian
courts in more than twenty putative class action lawsuits filed on behalf
of purchasers of sorbates and products containing sorbates, claiming
those purchasers paid more for sorbates and for producis containing
sorbates than they would have paid in the absence of the defendants’
price-fixing. Only two of these lawsuits have not been resolved via
seftlement. One of the cases has been inactive for more than a year. In
the other case, the trial court decided in October 2002 that the case
would not proceed as a class action, though that decision has been
appealed by the plaintiff.

In addition, six states have sued the Company and other defendants
in connection with the sorbates motter, seeking damages, restitution, and
civil penalties on behalf of consumers of sorbates in those respective
states. One of those six cases has been settled; defense motions to dismiss
were granted in four state cases; one of those dismissals has been
appecled and none of the other three are yet final. Seven other states
have advised the Company that they intend to bring similor actions
against the Company and others. A setilement with those seven states has
fentatively been reached.

The Company has recognized charges to earnings for estimated
and actua! costs, including legal fees and expenses, related to the
sorbates fine and litigation. While the Company infends to continue to
defend vigorously the remaining sorbates actions unless they can be
sefled on acceptable terms, the ultimate outcome of the matters still
pending and of additional claims that could be made is not expected to
have a material impact on the Company's financial condifion, results of
operations, or cash flows, although these matters could result in the
Company being subject to monetary damages, costs, or expenses and
charges against earnings in particular periods.

Asbestos Litigation

Over the years, Eastman has been named as o defendant, along with
numerous other defendants, in lawsuits in various state courts in which
plaintiffs alleged injury due to exposure to asbestos at Eastman’s
manufacturing sites and sought unspecified monetary damoges and other
relief. Historically, these cases were dismissed or settled without a
material effect on Eastman’s financial condition, results of operations, or
cash flows.

In recently filed cases, plaintiffs allege exposure to asbestos-
containing products cllegedly made by Eostman. Based on its
investigation to date, the Company has information that it monufactured
limited amounts of an asbestos-containing plastic product between the
mid-1960’s ond the early 1970's. The Company's investigation has
found no evidence that any of the plaintiffs worked with or around any
such product alleged to have been manufactured by the Company.

|
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The Company recently reached an agreement with plaintiffs” counsel
fo resolve many of these claims. The Company intends to defend
vigorously the approximately 2,000 remaining claims or to seftle them on
acceptable terms.

The Company continues to evaluate the allegations and claims
made in recent asbestos-related lawsuits and its insurance coverages.
Based on such evaluation to date, the Company continues to believe that

NOTE 13 » STOCKHOLDERS’ EQUITY

the ultimate resolution of asbestos cases will not have a material impact
on the Company's financial condition, results of operations, or cash
Hows, although these matters could result in the Company being subject
to monetary damages, costs, or expenses and charges against earnings
in parficular periods. To date, costs incurred by the Company related to
the recent asbestos-related lawsuits have not been material.

A reconciliation of the changes in stockholders’ equity for 2001, 2002, and 2003 is provided below:

Accumulated
Common Other Treasury Total
Stock at Paid-n Retoined | Comprehensive Stock at | Stockholders’
{Dollors in millions) Par Value Capita! Earnings Income (Loss) Cost Equity
Balance at January 1, 2001 $1 $100 $2,266 $(117) $(438) $1,812
Net Earnings {Loss) (175) (175)
Cash Dividends {135) (135)
Other Comprehensive Income (Loss) (134) (134)
Other ltems 18 (4) 14
Balance at December 31, 2001 1 118 1,956 (251) (442) 1,382
Net Earnings 61 61
Cash Dividends (135) (135)
Other Comprehensive Income {Loss) (44) {44)
Other ltems 1 ) 7
Balance at December 31, 2002 1 119 1,882 (295) (439) 1,271
Net Earnings (Loss) (270) (270}
Cash Dividends [136) {134)
Other Comprehensive Income (Loss) (174) (174)
Other ltems 3 1 4
Balance at December 31, 2003 $1 $122 $1,476 $(121) ${435) $1,043
ACCUMULATED OTHER Except for cumulative translation adjustment, amounts of other
COMPREHENSIVE INCOME (LOSS) comprehensive income (loss) are presented net of applicable taxes.
Because cumulative translation adjustment is considered a component of
Unfonded | Unrealized U“’Ge;'fd Accumuloted permanently invested unremitted earnings of subsidiaries outside the
Cumdative | Minimum Goins | (tosses) on Other United States, no taxes are provided on such amounts.
Translation | Pension | (losses) on | Cash Flow | Comprehensive The Company is authorized to issue 400 million shares of all classes
{Dollars in millions) Adijustment Liability Investments Hedges Income (Loss) of STOCI(, of which 30 million may be preFerred SfOCk, par value
Balance ot $0.01 per share, and 350 million may be common stock, par
December 31, value $0.01 per share. The Company declared dividends of
2001 $(133) | $(116) $ - $2) | s(251) $1.76 per share in 2003, 2002 and 2001.
Period change 102 (14) @) ! (44) The Company established a benefit security frust in 1997 to provide
Balance ot a degree of financial security for unfunded obligations under certain plans
December 31, and contributed to the frust @ warrant to purchase up to 1,000,000 shares
2002 (31) (261) 2 { (295) of common stock of the Company for par value. The warrant, which
Period change 150 19 - 2 174 remains outstanding, is exercisable by the trustee if the Company does
Balance at not meet certain funding obligations, which obligations would be triggered
December 31, by certoin occurrences, including a change in control or potential change
2003 $119 | $(242) $12) $4 $n2y) in control, as defined, or failure by the Company to meet its payment

obligations under covered unfunded plans. Such warrant is excluded
from the computation of diluted earnings per share because the conditions
upon which the warrant is exercisable have not been met.
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The additions to pcid-ir}w capital for 2003 primarily reflect the vesting

of restricted stock. The additions to paid-in-capital for 2002 and 2001
are primarily the result of exercises of stock options by employees.

The Company is currently authorized to repurchase up fo
$400 million of its commen stock. No shares of Eastman common stock
were repurchased by the Compony during 2003 and 2002. During
2001, 77,069 shares of common stock at a total cost of approximately
$4 million, or an average price of $53 per share, were repurchased. The
repurchase in 2001 was the result of a reverse/forward stock split of
the Company’s common stock which was approved by the stockholders
on May 3, 2001, in order to consolidate small shareholdings and reduce
administrative costs. Repurchased shares may be used to meet common
stock requirements for compensation and benefit plans and other corporate
purposes. In the first quarter 2002, the Company issued 126,614 previously
repurchased shares as the annual Company contribution to the Eastman
Investment and Employee Stock Ownership Plan.

The Company's charitable foundation held 144,825 shares of
Eastman common stock ét December 31, 2003 and 2002, and
158,424 shares ot December 31, 2001.

For 2003, 2002, ond 2001, the weighted average number of
common shares outstanding used to compute basic earnings per share was
77 .1 million, 77.1 million, énd 76.8 million, respectively, and for diluted
earnings per share was 77.1 million, 77.2 million, and 76.8 million,
respectively, reflecting the|effect of dilutive options outstanding only
in 2002. As a result of the net loss reported for 2003, common shares
underlying options to purchase 10,338,100 shares of common stock af
a range of prices from $29.90 to $73.94 have been excluded from
the calculation of diluted earnings (loss) per share. Excluded from the
2002 calculation were |shares underlying options to purchase
8,208,355 shares of commjon stock at a range of prices from $42.75 to
$73.94, because the exercise price of the options was greater than the
average market price of the underlying common shares. As a result of
the net loss reported for 2001, common shares underlying options to
purchase 7,006,410 shores of common stock at a range of prices from
$33.01 to $73.94 were | excluded from the calculation of diluted
earnings (loss) per share. |

In 1999, several key executive officers were awarded performance-
based stock options to further align their compensation with the return to
Eastman'’s stockholders and 1o provide additional incentive and opportunity
for reward to individuals i key positions having direct influence over
corporate actions that are exkected to impact the market price of Eastman’s
common stock. As a result of the net loss reported for 2001, 156,060 shares
underlying such opfions were excluded from the calculation of diluted
earnings {loss) per share béccuse their effect would be anti-dilutive.

Additionally, 200, OOO shares underlying an option issued to the
former Chief Executive Of‘flcer in 1997 were excluded from diluted
earnings per share calculgtions for 2001 because the stock price
conditions fo exercise had |not been met as to any of the shares as of
December 31, 2001. The entire option was cancelled and forfeited on
September 16, 2002, as nonTe of the price vesting conditions had been met.

2003 2002 2001

Shares of common stock issues!"
Balance ot beginning of year
Issued for employee
compensation and
benefit plans

85,135,117 1 85,053,349 | 84,739,902

42,350 81,768 313,447
85,177,467 | 85,135,117 | 85,053,349

Balance at end of year

“ncludes shares held in treasury

NOTE 14 » STOCK OPTION AND COMPENSATION PLANS

Omnibus Plans

Eastman’s 2002 Omnibus Long-Term Compensation Plan {the “2002
Omnibus Plan”), which is substantially similar to and intended to replace
the 1997 Omnibus Long-Term Compensation Plan (the “1997 Omnibus
Plan”), which formerly replaced the 1994 Omnibus LongTerm
Compensation Plan [the “1994 Omnibus Plon"), provides for grants to
employees of nonqualified stock options, incentive stock options, tandem
and freestanding stock appreciation rights (“SAR's”), performance
shares, and various other stock and stock-based awards. Certain of these
awards may be based on criteria relating to Eastman performance as
estoblished by the Compensation and Management Development
Committee of the Board of Directors. No new awards have been made
under the 1994 Omnibus Plan or the 1997 Omnibus Plan foliowing the
effectiveness of the 2002 Omnibus Plan. Outstanding grants and awards
under the 1994 Omnibus Plan or the 1997 Omnibus Plan are unaffected
by the replacement of the 1997 Omnibus Plan {and 1994 Omnibus Plan)
with the 2002 Omnibus Plan. The 2002 Omnibus Plan provides that
options can be gronted through May 2, 2007, for the purchase of
Eastman common stock at an option price not less than 100% of the per
share fair market value on the date of the stock option's grant.
Substantially all grants awarded under the 1994 Omnibus Plan, the
1997 Omnibus Plan, and the 2002 Omnibus Plan have been at
option prices equal fo the fair market value on the date of grant. Options
typically vest in 50% increments on the first two anniversaries of the grant
date and expire ten years after grant. There is a maximum of 7.5 million
shares of common stock available for option grants and other awards
during the term of the 2002 Omnibus Plan. The maximum number of
shares of common stock with respect to one or more opficns and/or
SAR's that may be granted during any one calendar year under the
2002 Omnibus Plan to the Chief Executive Officer or to any of the nexi
four most highly compensated executive officers [each a “Covered
Employee”) is 300,000. The maximum fair market value of any awards
(other than options and SAR’s) that may be received by a Covered
Employee during any one calendar year under the 2002 Omnibus Plan
is the equivalent value of 200,000 shares of common stock as of the first
business day of such calendar year.
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Director Long-Term Compensation Plan

Eastman’s 2002 Director Long-Term Compensation Plan (the “2002
Director Plan”), which is substantially similar to and intended 1o replace
the 1999 Director Long-Term Compensation Plan (the “1999 Director
Plan”), which formerly replaced the 1994 Director Long-Term
Compensation Plan (the “1994 Director Plan”), provides for grants of
nonqualified stock options and restricted shares to nonemployee
members of the Board of Directors. No new awards have been made
under the 1994 Director Plan or the 1999 Director Plan, following the
effectiveness of the 2002 Director Plan. Outstanding grants and awards
under the 1994 Director Plan or the 1999 Director Plan are unaffected
by the replacement of the 1999 Director Plan {and the 1994 Director
Plan) with the 2002 Director Plan. Shares of restricted stock are granted
upon the first day of the directors” initial term of service and nonqualified
stock options and shares of restricted stock are granted each year
following the annual meeting of stockholders. The 2002 Director Plan
provides that options can be granted through the later of May 1, 2007,
or the date of the annual meeting of stockholders in 2007 for the purchase
of Eastman common stock at an option price not less than the stock’s fair
market value on the date of the grant. The options vest in 50% increments
on the first two anniversaries of the grant date and expire ten years after
grant. The maximum number of shares of common stock that shall be
availoble for grant of awards under the 2002 Director Plan during its
term is 200,000.

Nonemployee Director Stock Option Plan

Eastman’s 1996 Nonemployee Director Stock Option Plan provides for
grants of nonqualified stock opfions to nonemployee members of the
Board of Directors in lieu of ali or a portion of each member's annual
retainer. The Nonemployee Director Stock Option Plan provides that
options may be granted for the purchase of Eastman common stock af
an option price not less than the stock’s fair market value on the date of
grant. The options become exercisable six months after the grant date.
The maximum number of shares of Eastman common stock available for
grant under the Plan is 150,000.

Stock Option Balances and Activity

The fair value of each option is estimated on the grant date using the
Black-Scholes option-pricing model, which requires input of highly
subjective assumptions. Some of these assumptions used for grants in
2003, 2002, and 2001, respectively, include: average expected volatility
of 27.90%, 27.57%, and 27.07%; average expected dividend yield of
5.90%, 3.71%, and 3.67%; and average riskfree interest rates of 3.50%,
5.06%, and 4.72%. An expected option ferm of six years for all periods
was developed based on historical experience information. The expected
term for reloads was considered as part of this calculation and is equivalent
to the remaining term of the original grant at the time of reload.

Because the Company’s employee stock options have characteristics
significantly different from those of fraded options, and because changes
in the subjective input assumptions can materially affect the fair value
estimate, in management’s opinion, the existing models do not necessarily
provide a relicble single measure of the fair value of its employee
stock opfions.

A summary of the status of the Company’s stock option plans is
presented below:

2003 2002 2001
Weighted- Weighted: Weighted-
Average Average Averoge
Exercise Exercise Exercise

Options Price Options Price Options Price

Outstanding at
beginning of year 8,511,597| $49| 7.008410| $50| 5,801,348  $50
Granted 1,987,100 30| 1,860,360 47 | 1,608,793 48
Exercised - - (64,384} 39 {330,989 42
Forfeited or canceled {160,597} 45 (290,789} 57 (72,742) 52
Qutstanding at
end of year 10,338,100 $45 | 8,511,597 $49 | 7,006,410 $50
Options exercisable
at yearend 7,412,800 5,965,433 4,773,210
Available for grant
at end of year 5,778,900 7.766,204* 1,911,557

*Increased number of shares available for grant is the result of new plans adopted during 2002 as
discussed above.

The weighted average fair value of options granted during 2003,
2002 and 2001 were $4.55, $11.16 and $10.95, respectively.

The following table summarizes information about stock options
outstanding ot December 31, 2003:

Options Qutstanding Options Exercisable
Weighted-
Average Weighted- Weighted-
Range of Number Remaining Average Number Average
Exercise Outstanding Contractual Exercise Exercisable Exercise
Prices at 12/31/03 Life Price at 12/31/03 Price
$30-42 2,276,900 8.8 Years $31 295,500 | $38
$43-46 | 2,807,600 | 3.5 Years 45 | 2,799,600 | 45
$47-49 3,133,100 7.7 Years 48 | 2,197,200 48
$50-74 2,120,500 3.2 Years 58 | 2,120,500 58
10,338,100 5.9 Years $45 | 7,412,800 | $49

Eastman Performance Plan

Eligible Company employees participated in the Eastman Performance
Plan (the “EPP”), a variable pay program which made a portion of each
employee’s total annual compensation dependent upon the Company’s
financial performance. Effective with the 2003 performance year, the
executive officers of the Company were excluded from participation in
the EPP. Following the 2003 performance year, the Company
terminated the EPP. The amount anticipated 1o be paid under the EPP
for 2003 is $14 million. For 2002, the amount paid under the EPP was
$15 million. No amounts were paid under the EPP for 2001.

Unit Performance Plan

Eastman managers and executive officers participate in the Unit
Performance Plan {the “UPP"), a variable pay program which makes a
portion of each participant’s total annual cash compensation dependent
upon organizational and individual performance. The amount anticipated
to be paid under the UPP for 2003 is $5 million. For 2002, the amount
paid under the UPP was $5 million. No amounts were paid under the
UPP for 2001.
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NOTE 15 » IMPAIRMENTS AND RESTRUCTURING
CHARGES}, NET

Impairments and resfrucfuring charges totaled $523 million during 2003,
with noncash asset impairments of $500 million and restructuring
charges of $23 million. The followmg table summarizes the 2003, 2002,
and 2001 charges:

[Dollars in millions) l 2003 2002 2001
Eastman Division Segments:
Coatings, Adhesives, Specialty Polymers,
and Inks ("CASPI”) Segment:
Fixed asset impairments $195 $2 $ 59
Intangible asset impairments 175 - -
Goodwill impairments 34 - -~
Severance charges 13 - 8
Site closure costs | 3 3 10
Performance Chemicals and
Intermediates {“PCI”) Segment:
Fixed asset impairments 95 (1 69
Severance charges ‘ 4 - 3
Site closure costs - - 1
Specialty Plastics (“SP”) Segment:
Fixed asset impairments - - 15
Severance charges 1 - ~
Total Eastman Division 520 4 165
Voridian Division Segments:
Polymers Segment:
Fixed asset impairments $ 1 $1 $123
Severance charges 1 - ~
Termination of raw materjal
supply agreement | - - 108
Fibers Segment: 1
Severance charges i 1 - ~
Total Voridian Division | 3 1 231
Total Eastman Chemical Company $523 $3 $396
Total asset impairments and 1
restructuring charges, net | 489 5 396
Total goodwill impairments | 34 - ~
Total Eastman Chemical Com:pcmy $523 $5 $396

I
|
\
CASPI SEGMENT |

2003

In the third quarter, the Company reorganized the operating structure
within its CASPI segment and changed the segment’s business strategy
in response to the financial performance of certain underlying product
flines. Those product lines include: acrylate ester monomers; composites
{unsaturated polyester resins); inks and graphic arts raw materials; liquid
resins; powder resins; and fextile chemicals. Prior to the third quarter,
manogement was pursuin? growth strategies aimed at significantly

improving the financial performance of these product lines. However, due
to the continued operating losses and deteriorating market conditions,
management decided to pursue olternalive strategies including
restructuring, divestiture, and consolidation. This change affected both the
manner in which certain assets are used and the financial outlook for
these product lines, thus triggering the impairments and cerlain
restructuring charges.

The third quarter fixed asset impairments charges of $194 million
primarily relate to assets associated with the above mentioned product
lines, and primarily impact manufacturing sites in the North American
and European regions that were part of the Lawter Internaticnal, Inc.
("Lawter”), McWhorter Technologies, Inc {“McWhorter”), and Chemicke
Zavody Sokolov {"Sokolov”) acquisitions. Within these product lines, nine
sites in North America and six sites in Europe were impaired. As the
undiscounted future cash flows could not support the carrying value of
the assets, the fixed assets were written down to fair value, as established
primarily by appraisal.

The third quarter intangible asset impairments charges relate to
definite-lived intangible assets of approximately $128 million and
indefinite-lived intangibles of approximately $47 million. The definite-
lived intangibles relate primarily to developed technology and customer
lists, and the indefinite-lived intangibles primarily relate to trademarks.
These intangible assets were primarily associated with the acquisitions of
Lawter and McWhorter. As the undiscounted future cash flows could not
support the carrying value of the definite-lived intangible assets, these
assets were written down to fair value, as established primarily by
appraisal. Indefinite-lived intangible assets were written down to fair
value, as established by appraisal.

Upon adoption of SFAS No. 142, “Goodwill and Other Intangible
Assets,” the Company defined reporfing units as one level below
the operating segment level and considered the criteria set forth in
SFAS No. 142 in aggregating the reporfing units. This resulted in the CASPI
segment being deemed a single reporting unit. In the third quarter 2003,
the reorganization of the operating structure within the CASP! segment
resulted in new reporting units one level below the operating segment. Due
to the change in strategy and lack of similer economic characteristics,
these reporting units did not meet the criteria necessary for aggregation.
As a result, the goodwill associoted with the CASP] segment wos reassigned
to the new reporting units based upon relative fair values. The reporting
unit that contained the above-mentioned product lines was assigned
$34 million of goodwill out of the total CASPI segment goodwill
of $333 million. Because the Company determined that this reporting
unit could no longer support the carrying value of its assigned goodwill,
the full amount of that goodwill was impaired. The fair value of the other
reporting unit within CASP) was sufficient to support the carrying value
of the remainder of the goodwill.

In the fourth quarter, the Company recognized fixed asset impairments
and site closure costs of $1 million and $3 million, respectively. The fixed
asset impairments relate to additional impairments associated with the
CASPI reorganization procedures, as discussed above.

Severance charges of $13 million for 2003 are discussed in further
detail below.
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2002

A change in estimate for site closure costs for Philadelphia, Pennsylvania,
and Portland, Oregon, resulted in a $1 million credit to earnings in the
third quarter. In the fourth quarter, the Company recognized restructuring
charges of approximately $4 million related to closure of plants in
Duesseldorf, Germany; Rexdale, Canada; and LaVergne, Tennessee; and
additionally recognized an asset impairment charge of approximately
$2 million related to certain other European assets,

2001

in the second quarter, the Company recognized a charge of
approximately $20 million related to the closure of plants in Philadelphia,
Pennsylvania, and Portland, Oregon, that were obtained in the acquisition
of McWhorter Technologies, Inc. {“McWhorter”). In the third quarter, the
Company recognized a charge of approximately $21 million related to
the closure of a Moundville, Alabama, plant that was obtained in the
acquisition of Lawter International, Inc.

In the fourth quarter, the Company recognized a charge of
approximately $27 million related to the closure of an operating site in
Duesseldorf, Germany. Alsc in the fourth quarter, charges of approximately
$6 million and $3 million, respectively, were recognized related to
the impairment of other operating assets in Savannah, Georgia, and
Banbury, England.

The restructuring charges inciude write-downs of the fixed assets at
these facilities, severance cccruals for employees impacted by the
plont shutdowns, and other costs associated with closing the facilities.
The Philodelphia and Portland facilities were closed in 2001, and the
Moundville, Duesseldorf, and Banbury sites closed in 2002. The Savannah
site closed in 2003. The fair value of the impacted assets was determined
using the discounted estimated net cash flows related to the products
produced by the impacted assets.

PCl SEGMENT

2003

In the second quarter, the Company recorded an asset impairment
charge of approximately $15 million related to the impairment of certain
fixed assets used in the PCl segment's fine chemicals product lines that
are located in Langefni, Wales. In response to industry conditions, during
the second quarter 2003 the Company revised its strategy and the
earnings forecast for the products manufactured by these assets. As
the undiscounted future cash flows could not support the carrying value of
the asset, the fixed assets were written down fo fair value, as established
primarily by discounted future cash flows of the impacted assets.

In the third and fourth quarters, the PCl segment incurred charges of
$80 million related to the impairment of fixed assets used in certain
commodity and performance chemicals product lines as a result of
increased competition and changes in business sirategy in response fo a
change in market conditions and the financiel performance of these
product lines. Within the commodity product lines, the fixed-asset

impairments charge relates to assets of the Sokolov, Czech Republic,
facility. Within the specialty organic chemicals product lines, the fixed-
asset impairments charge relates to assets located ot the Kingsport,
Tennessee facility.

Severance charges of $4 million for 2003 are discussed in further
detail below.

2002

In the fourth quarter, a net $1 million credit fo earnings was recorded due
to a $2 million credit associated with previously impaired fine chemicals
product lines assets, and a charge of $1 million related to impaired
assets used in certain research and development activities.

2001

As a part of the 2001 restructuring of the Company’s fine chemicals
product lines, Eastiman recorded restructuring charges, including related
asset write-downs, totaling approximately $70 million. These charges
resulted from the Company’s ongoing restructuring of its fine chemicals
product lines to reduce costs, and from the writedown of assets determined
to be impaired. The restructuring initictive and related asset impoirments
involve manufacturing sites within the United States at Tennessee and
Arkansas, and outside the United States at Llangefi, Wales, and Hong Kong.

Charges in the fourth quarter and the third quarter of $1 million and
$6 million, respectively, pertained primarily to severance accruals for
employees impacted by the plant shutdowns, closure costs, and write-downs
of fixed assets. Charges totaling approximately $63 milfion recorded
during the second quarter related to certain fine chemicals product lines
that did not fit the Company’s long-term strategic objectives and for assets
determined to be impaired.

The impairments at the foreign sites included the write-down of fixed
assets and other longterm deposits. The reskructuring and asset impairments
at the domestic sites primarily pertained fo write-downs of fixed assets,
net of the effect of a reversal of a customer deposit, related to a custom
synthesis product contract. In 2001, the Company reported that a large
customer of the PCl segment did not intend fo renew its contract for o
custom synthesis product beyond June 30, 2002. As a consequence,
impairment charges totoling approximately $70 million related to the
impacted assets were recorded during 2001 as part of the restructuring
of the fine chemicals product lines. These assets were written down to fair
value in the second quarter of 2001 using discounted estimated net cash
flows from contracts that were currently in effect. Subsequently, the
customer initiated discussions with the Company which resulted in two
amendments to the agreement to extend the custom synthesis product
contract through June 2004 based on renegotiated terms. Effective July 1,
2003, Eastman and the customer entered info a multi-year agresment in
which the Company will remain the sole global supplier for the customer's
custom synthesis product.

Also during 2001, PCl incurred asset impairment charges of
$3 million for certain European assets. The fair value of these assets was
determined using the discounted estimated cosh flows related to the
products produced by these assets.
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SP SEGMENT

During 2001, Specialty Plastics incurred a $15 million asset impairment
charge related to deterioration of demand for certain specialty plastics
products produced in Kingsport, Tennessee. The fair value of these assets
was determined using the discounted estimated cash flows related to the
products produced by these assets.

Severance charges of $1 million for 2003 are discussed in further
detail below. ‘

POLYMERS SEGMENT

2003 1

In the fourth quarfer, an asset impairment charge of $1 million was
recorded related to assets élcssified as held for sale at the Company's
Kirkby manufacturing site. The fair value of these assets was defermined
using the estimated proceeds from sale less cost to sell.

Severance charges of $1 million for 2003 are discussed in further

detail below.
2002

[n 2002, the Company rec\‘orded charges related to the write-down of
underperforming polyethylene assets totaling approximately $1 million.

2001

During the second quarter,| Eastman terminated an agreement with a
supplier that guaranteed the|Company's right to buy « specified quantity
of a certain raw material annually through 2007 at prices defermined by
the pricing formula specified in the agreement. In prior years, the
Company paid a total of $239 million to the supplier and deferred those
costs to be amortized over the 15-year period during which the product
was to be received. The Conjwpony began amortizing those costs in 1993
and had recorded accumulated amortization of $131 million at March 31,
2001. As a result of the termination of this agreement, a charge of
$108 million, representing unamortized deferred cost, was charged to
the Polymers segment’s earnings during the second quarter 2001 as no
continuing economic benefits will be received pertaining to this contract.

Also during the seco‘nd quarter, management identified and
announced certain assefs thct were infended to be spun off at year-end
2001 related to the Compony s efforts to spin off the specialty chemicals
and plastics businesses. An indirect result of these decisions would have
been that the continuing éperonons would have been required to
purchase certain raw materials and utilities that were historically
produced internally for use in the monufacture of polyethylene.
Considering the purchase price of these row materials and utilities,
the carrying value of certain assets used to consume ethylene at the
Longview, Texas, facility in the manufacture of polyethylene exceeded
the expected future cash flows aftributable to such assets.

Subsequent to the second quarter, the spin-off was canceled.
However, management defermined that the confinued operation of these
assets was not economlcolly aftractive. Based upon the resulting cash
flows from the probable futur‘e use of these assets, an impairment loss of
$103 million was charged to the Polymers segment's earnings during
the second quarter 2001. The impairment represents the excess of the
carrying value over the d|sco‘untec| estimated future cash flows related to

the products produced by the impacted assets.

|
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Also during 2001, the Company recorded osset impairment
charges related to under-utilized assets including $10 million related to
the discontinuation of the precolored-green PET polymers product line in
Kingsport, Tennessee; and $10 million related to cessation of
production at the Company’s solid-stating facility in Toronto, Ontario. The
fair value of these assets was determined using the discounted estimated
cash flows related to the products produced by these assets.

Severance Charges - 2003

In the first half of the year, severance costs of $3 million were incurred
within the CASPI segment related primarily to consolidetion and
restructuring activities and changes in previously accrued amounts. In the
third quarter 2003, the Company recognized $14 million in restructuring
charges related to the actual and probable involuntary separations of
approximately 300 employees. These workforce reductions are the result
of decisions made as part of the restructuring of the CASPl segment
discussed above, the Company’s annual budgeting process, and site
closure costs associated with the PCI segment. During the fourth quarter,
severance charges were recorded in the CASPI and Fibers segment
totaling $2 million and $1 million, respectively, due to the ongoing
restructuring of the CASPI segment and the annual budgeting process
discussed above.

During 2003, terminations related to actual and probable
involuntary separations totaled approximately 500 employees. As of the
end of 2003, approximately 350 of these terminations had been incurred,
with the remaining primarily relating to previously announced consolidation
and restructuring activities of certain European CASPI manufacturing sites
that will be completed in early 2004.

Balance at Balance at
January 1, | Provision/ Noncash Cash December 31,
(Dollars in millions) 2001 Adjustments | Reductions Reductions 2001
Noncash charges $ - $373 $(373) $ $ -
Severance costs - 16 - (6) 10
Site closure costs 10 10 - 7) 13
Total $10 | $399 | $(373) | $(13) $23
Balance at Balance ot
Jonuary 1, Provision/ Noncash Cash December 31,
(Dollars in millions) 2002 Adjustments | Reductions Reductions 2002
Noncash charges | § - $ 2 $ (2 $ - $ -
Severance costs 10 2 - (10) 2
Site closure costs 13 3 - (%) 7
Total $2. |$ 7 |$ (2 | $09) $ 9
Balance at Balance at
Janvary 1, | Provision/ Noncash Cash December 31,
{Dollars in millions) 2003 Adjustments | Reductions Reductions 2003
Noncash charges $ - $500 $(500} $ - $ -
Severance costs 2 20 - (12) 10
Site closure costs 7 3 - (5) 5
Total $9 | $523 | $(500] | $17) $15
Substantially oll severance and site closure costs are expected to be applied to the reserves within
one year.
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NOTE 16 » OTHER OPERATING (INCOME) EXPENSE
AND OTHER (INCOME) CHARGES, NET

{Dollars in millions) 2003 2002 2001
Other operating income $(33) $- $ -
Other operating expense $ - $- $50

Other operating income for 2003 totaled approximately
$33 million and reflected gains of approximately $20 million on the sole
of the Company's high-performance crystalline plastic assets in the first
quarter, and approximately $13 million on the sale of the Company's
colorant product lines and related assets in the fourth quarter. These items
were reflected within the SP and CASPI segments, respectively.

Other operating expense of $50 million was recognized in 2001,
These items consisted of approximately $20 million in charges associated
with efforts to spin off the specialty chemicals and plastics businesses; an
$18 million write-down of accounts receivable for credit risks resulting
from the devaluation of the Argentine peso; a $7 million pension
setllement charge; and a $5 million writeoff of acquired in-process
research and development related to the acquisition of the hydrocarbon
resins and select portions of the rosin-based resins business from Hercules
Incorporated [“Hercules Businesses”). Approximately $26 million of these
items were reflected in the Polymers segment, $11 million in the CASP!
segment, $7 million in the PCl segment, $4 million in the SP segment,
and $2 million in the Fibers segment.

{Dollors in millions) 2003 2002 2001
Other income $(28) $014) sy
Other charges 18 16 42
Other (income) charges, net $(10) $ 2 $ 31

Included in other income are the Company’s portion of earnings
from its equity investments, royalty income, net gains on foreign
exchange transactions, and other miscellaneous items. Included in other
charges are net losses on foreign exchange transactions, the Company's
portion of losses from its equity investments, fees on securitized
receivables, and other miscellaneous items.

Other income for 2003 primarily reflects net gains on foreign
exchange transactions of $13 million and the Company’s portion of
earnings from its equity investment in Genencor of $10 million. Other
charges for 2003 consist primarily of write-downs to fair value of certain
technology business venture investments due to other than temporary
declines in value of $4 million, fees on securitized receivables of
$3 million, and other miscellanecus charges.

Other income for 2002 primarily reflected $9 million of earnings
from the Company’s equity investment in Genencor, net of a restructuring
charge of $5 million. Additionally, other income included a net gain on
foreign exchange transactions of $4 million. Other charges for 2002
primarily reflected a writedown to fair value of certain technology
business venture investments due to other than temporary declines in
value of $8 million and fees on securitized receivables of $4 million.

Other income for 2001 primarily reflected the Company’s portion
of earnings from its equity investment in Genencor. Other charges for

2001 included a $12 million charge for currency losses resulting from the
devaluation of the Argentine peso, an $8 million charge for sorbates civil
lifigation sefflement costs, and other miscellaneous items.

For more information on the Company’s equity investment in
Genencor, refer to Notes 1 and 5.

NOTE 17 » ACQUISITIONS

Ariel Research Corporation

In January 2002, Eastman acquired Ariel Research Corporation {“Ariel”)
for approximately $8 million, including $6 million cash paid at closing
and a $2 million promissory note to be paid in 2003, subject to certain
post<losing adjustments. Ariel is a provider of worldwide regulatory
information, soffware products, and services that enable corporations to
manage product safety and stewardship functions, including requirements
for workplace, environmental, and dangerous goods compliance.

The transaction, which was financed with available cash and
commercial paper borrowings, was accounted for by the purchase
method of accounting and, accordingly, the results of Ariel for the period
from the acquisition date are included in the accompanying consclidated
financial statements and reported in the Developing Businesses segment.
Tangible assets acquired were recorded at their fair values. Definife-lived
intangible assets of approximately $7 million are being amorfized on a
straightline basis over three to ten years. Assuming this transaction had
been made at January 1, 2001, the consolidated pro forma results for
2001 would not be materially different from reported results.

Certain Businesses of Hercules Incorporated

On May 1, 2001, the Company completed the asset acquisition of the
Hercules Businesses for approximately $252 million. The facilifies
acquired are located in the United States, the Netherlands, and Mexico.
Additionally, certain assets acquired are operated under contracts with
Hercules at a shared facility in the United States.

The transaction, which was financed with available cash and
commercial paper borrowings, was accounted for by the purchase
method of accounfing and, accordingly, the results of the Hercules
Businesses for the period from the acquisition date are included in the
accompanying consolidated financial statements and reported in
the CASPI segment. Tangible assets acquired were recorded at their fair
values. Goodwill and other intangible assets of approximately
$33 million, which represents the excess of cost over the fair value of net
tangible assets acquired, were being amortized on a straightline basis
over 17 to 40 years. Effective January 1, 2002, in connection with the
adoption of SFAS No. 142, “Goodwill and Other Intangible Assets,”
definite-lived intangible assets of approximately $2 million are being
amortized on a straightline basis over 17 years. Acquired in-process
research and development of approximately $8 million was written off
during the second quarter 2001, and subsequently revised to $5 million
with a $3 million credit to earnings in the third quarter 2001. Assuming
this transaction had been made ot January 1, 2001, the consolidated
pro forma results for 2001 would not be materially different from
reported results.
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The below table details the acquisitions of Ariel and Hercules that Differences between the provision (benefit) for income taxes
occurred in 2002 and 2001 The Company made no acquisifions in 2003.  and income taxes computed using the U.S. federal statutory income tax
rate follow:
{Dollars in millions) 2002 2001
Details of acquisitions are as follows: [Dollars in miltions) 2003 2002 2001
Fair value of assets acquired $8 $261 Amount computed using the statutory rate $(133) $29 | $102)
Liabilities assumed ‘ 2 4 State income taxes, net (4) 6 (6}
Net cash paid for acquisitions 6 257 Foreign rafe variance 27 2 (6
Cash acquired in acquisitions - - Foreign sales corporation/extraterritorial
. 1 income exclusion (9) (14) {4)
Cash paid for acquisitions $6 $257 ESOP dividend payout 2 2l (1)
Change in reserves for tax contingencies - (17} -
| Goodwill Impairment 12 - _
NOTE 18 » INCOME TAXES Other 1 1 3
Components of earnings (loss) before income taxes and the provision Provision (benefif) for income faxes 5108 | $ 5 | $(119)
(benefit] for U.S. and other jncome toxes follow:

1 The significant components of deferred tax assets and
{Dollars in millions} | 2003 2002 2001

liabilities follow:
Earnings (loss) before income ftaxes
United States . $(309) $ 98 $(293) December 31,
Qutside the United States (72) (14) 2 {Dollars in millions) 2003 2002
Total | $(381)] $ 84 $(291) Deferred tax assets
Postemployment obligations $393 | $398
Provision {benefit) for income taxes Payroll and related items 33 64
United States Miscellaneous reserves 41 36
Current $ 16| $(113]| $ (44) Net operating loss carry forwards 195 133
Deferred (102} 100 (68) Other 23 92
Non-United States ‘\ Total deferred tax assets 755 723
Current 10 16 ° L luation all 175 132
Deferred (29) 7) (3) ess valuation allowance (175) (132)
State and other Deferred tax assets less valuation allowance $580 | §59
Current 3 7 {3) Deferred tax liabilities
Deferred 16} 2 ) Depreciation $(694)| $(774)
Total $pos)l s 5| $11¢) Inventories (31 {27)
Purchase accounting adjustments {7) (76)
The following represents deferred tax charge (benefit] recorded as Other — 21) 199)
a component of accumulated other comprehensive income {loss) in Total deferred tox liabilities $(853)] $(97¢)
stockholders’ equity. ‘ Net deferred tax liabilities $(273)| $(385)
\
| . .
Dol in miliond \ 2003 2002 2001 As recorded in the Consolidated
‘ ‘ Statements of Financial Position:
Minimum pension liability | $(12) $86 $65 Other current assets $ 8] $ 32
Unreolized. losses on investments - 1 1 Other noncurrent assets 42 47
Net unreghz?d gains (losses} | Payables and other current liabilities (7) -
on derivative instruments {3) (M ! Deferred income tax liabilities [316]| (464
Total $(15) $86 $67 Net deferred tax liabilities $(273)] $(385)
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Unremitted earnings of subsidicries outside the United States,
considered to be reinvested indefinitely, totaled $414 million ot
December 31, 2003. It is not practicable to defermine the deferred tax
liability for temporary differences related to those unremitted earnings.

For certain consolidated foreign subsidiaries, income and losses
directly flow through to taxable income in the United States. These entities
are also subject to taxation in the foreign tax jurisdictions. Net operating
loss carryforwards exist to offset future taxable income in foreign tax
jurisdictions and valuation allowances are provided to reduce deferred
related tax assets if it is more likely than not that this benefit will not be
realized. Changes in the estimated realizable amount of deferred tax
assets associated with net operating losses for these entities could result
in changes in the deferred tax asset valuation allowance in the foreign
tax jurisdiction. At the same time, because these entities are also subject
fo tax in the United States, a deferred tax liability for the expected future
taxable income will be established concurrently. Therefore, the impact of
any reversal of veluation allowances on consolidated income tax
expense will only be to the extent that there are differences between the
United States sfatutory tax rate and the tax rate in the foreign jurisdiction.

At December 31, 2003, net operating loss carryforwards totaled
$442 million. Of this total, $94 million will expire in 3 to 15 years;
$348 million will never expire.

Amounts due to and from tax cuthorities as recorded in the
Consolidated Statements of Financial Position:

December 31,
{Dollars in millions) 2003 2002
Miscellaneous receivables $ - $(63)
Other noncurrent assets - (6)
Payables and other current liabilities 23 21
Other long-erm liabilities 36 45
Total income taxes payable (receivable] $59 $ (3)

NOTE 19 » SUPPLEMENTAL CASH FLOW INFORMATION

(Dollars in millions} 2003 2002 2001

Cash paid for interest and
income toxes is as follows:
Interest {net of amounts capitalized) $133 $125 $152
Income taxes poid {received) (43) (40) 7
The Company's portion of earnings
from its equity investments included
in cash flows from operating activities| $ 12 $ N $ 6

Derivative financial instruments and related gains and losses are
included in cash flows from operating activities. The effect on cash of
foreign currency transactions and exchange rate changes for all years
presented was insignificant.

NOTE 20 » SEGMENT INFORMATION

The Company's products and operations are managed and reported in three
divisions comprising six operating segments. Eastman Division consists of
the CASPI segment, the PCl segment, and the SP segment. Voridian
Division contains the Polymers segment and the Fibers segment. The
Developing Businesses Division consists of the Developing Businesses
Segment. The divisional structure has allowed the Company to align costs
more directly with the activities and businesses that generate them.

Goods and services are transferred between the divisions at
predetermined prices that may be in excess of cost. Accordingly, the
divisional structure results in the recognition of interdivisional sales
revenue and operating earnings. Such interdivisional transactions are
eliminated in the Company’s consolidated financial statements. Prior to
2002, segment sales revenue reflected only actual sales to third-parties,
and the intersegment transfer of goods and services, recorded at cost,
had no impact on segment earnings.

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 CASP! segment's products consist
of binders and resins, liquid vehicles, additives, unsaturated polyester
resins, and polyester and acrylic emulsions. Binders and resins, such as
alkyd and polyester resins, hydrocarbon resins, and rosins and rosin
esters, are used in adhesives and as key components in paints and inks
to form a protective coating or film, and bind color fo the substrate.
Liquid vehicles, such as ester, ketone, and alcohol solvents, maintain the
binders in liquid form for ease of application. Addifives, such as cellulosic
polymers, Texanol™ ester alcohol, and chlorinated polyolefins, provide
different properties or performance enhancements to the end product.
Unscturated polyester resins are used primarily in gel coats and
fiberglass reinforced plastics. Polyester and acrylic emulsions are
traditionally used as textile sizes to protect fibers during processing in
textile manufacturing, and the technology is also used in water-based
paints, coatings, and inks. Additional products are developed in response
to, or in anticipation of, new applications where the Company believes
significant value can be achieved.

The 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, photogrophic chemicals, pharmaceutical intermediates,
polymer compounding, and chemical manufacturing intermediates. The
PCI segment also offers custom manufacturing services through its custom
synthesis business.

The SP segment produces highly specialized copolyesters, cellulosic
plastics, and compounded polyethylene plastics that possess unique
performance properties for value-added end uses such as appliances,
store fixtures and displays, building and construction, electronics and
electronic packaging, medical packaging, personal care and cosmetics,
performance films, tape and labels, biodegradeables, cups and lids,
fiber and strapping, photographic and optical film, graphic arts, and
general packaging. The SP segment’s key products include engineering
and specialty polymers, specialty film and sheet products, and packaging
film and fiber products.
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The Polymers segment manufactures and supplies PET polymers for
use in beverage and Food‘packaging and other applications such as
custom-care and cosmetics packaging, health care and pharmaceutical
uses, household products, and industrial. PET polymers serve as source
products for packaging a wide variety of products including carbonated
soft drinks, water, beer, and ‘personcl care items, and food containers that
are suitable for both conventional and microwave oven use. The Polymers
segment also manufactures low-density polyethylene and linear low-density
polyethylene, which are used primarily for packaging and film applications
and in extrusion coated containers such as milk and juice cartons.

The Fibers segment |manufactures Estron™ acetate fow and
Estrobond™ triacetin plasticizers which are used primarily in cigarette
filters; Estron™ and Chromspun™ acefate yarns for use in apparel, home
furnishings, and industrial fébrics; and acetyl chemicals.

The Developing Businesses segment includes new businesses and
certain investments in nontraditional growth opportunities that leverage
the Company'’s technology e‘xpertise, intellectual property, and know-how
info business models that extend to new customers and markets. The
segment includes, among other new and developing businesses, Cendian
Corporation (“Cendian”), o} logistics provider for chemical companies;
Avriel Research Corporation {['Ariel”), a provider of international chemical
and regulatory compliance solutions for environmental, health, and safety
operations; and Eastman'’s gasification services.

Effective January 1, 2003, sales, operating results, and assets for
the Developing Businesses Division were moved from the CASPI, PCl, and
SP segments to the Developibg Businesses segment. During 2002, these
amounts were included within the CASPI, PCl, and SP segments. During
20071, these amounts had been split among all segments. Accordingly,
the prior year amounts for| sales and operating earnings have been
reclassified for all periods presented, while asset amounts for 2001 have
not been revised because of the implementation date of the divisional
structure. In addition, during the second quarter of 2003, the Company
revised the Assets by Divisio:n and Segment as of December 31, 2002,
to appropriately reflect the |allocation of certain assets shared by the
segments comprising Eastman Division. These revisions had no effect on

the consolidated financial statements.

2002
External  flnterdivisional]  Total
{Dallars in millians) Sales Sales Sales
Sales by Division and Segment
Eastman Division Segments
CASPI Segment $1,540 $ - $1,540
PCl Segment 1,084 383 1,467
SP Segment 528 45 573
Total 3,152 428 | 3,580
Voridian Division Segments
Polymers 1,510 55| 1,565
Fibers 642 72 714
Total 2,152 127 | 2,279
Developing Businesses Division
Developing Businesses 16 330 346
Total 16 330 346
Total Eastman Chemical Company $5,320 $885 | $6,205
2001
External  {Interdivisional|  Total
{Dollars in millions) Sales Sales Sales
Sales by Division and Segment
Eastman Division Segments
CASP| Segment $1,508 $ -1 $1,508
PCl Segment 1,132 - 1,132
SP Segment 535 - 535
Totcl 3,175 - 3175
Voridian Division Segments
Polymers 1,587 -| 1,587
Fibers 628 - 628
Total 2,215 -1 2215
Developing Businesses Division
Developing Businesses - 110 110
Total - 110 110
Total Eastman Chemical Company $5,390 $110 | $5,500

| 2003
i External  |Interdivisional|  Total
{Dollars in millions) | Sales Sales Sales
Sales by Division and Segme:nf
Eastman Division Segments l
CASP! Segment | $1597 | § - $1,597
PCI Segment 1 1,184 495 1,679
SP Segment ! 559 49 608
Total 3,340 544 | 3,884
Voridian Division Segments |
Polymers | 1,756 68 1,824
Fibers | 635 80 715
Total ‘ 2,391 148 | 2,539
Developing Businesses Divisjon
Developing Businesses 69 396 465
Total 69 396 465
Total Eastman Chemical Company $5,800 | $1,088 | $6,888
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{Dollars in millions) 2003 2002 2001 {Dollars in millions) 2003 2002 2001
Operating Earnings (Loss)™ Depreciation Expense
Eastman Division Segments Eastman Division Segments
CASP! Segment $(358)| $ 581 $ (25) CASPI Segment $ 79 $ 08 $101
PCl Segment (89) 14 (60} PCl Segment 94 97 78
SP Segment 63 34 51 SP Segment 41 49 63
Total (384) 106 {34) Totcl 214 244 242
Voridian Division Segments Voridian Division Segments
Polymers 62 35 (187) Polymers 69 69 94
Fibers 125 133 147 Fibers 37 37 43
Total 187 168 (40 Total 106 106 137
Developing Businesses Division Segment Developing Businesses Division Segment
Developing Businesses [65) {70) [46) Developing Businesses 14 8 )
Total (65 (70) (46) Total 14 8 6
Eliminations (5) 4 - Total Eastman Chemical Company $334 $358 $385
Total Eastman Chemical Company $(267)| $208 $(120) Capital Expenditures
" Operating earnings {loss) includes the impact of asset impairments and restructuring charges, Eastman Division Segmenfs
goodwill impairments, and other operating income and expense as described in Notes 15 and 16. CASPi Segmem $ 77 $147 $ 35
PCi Segment 56 140 53
{Dollars in millions) 2003 2002 2001 SP Segmeni 7 61 43
Assets Total 140 348 131
Eastman Division Segments Voridian Division Segments
CASP! Segment $1,644 | $1,975 | $1,916 Polymers 52 49 67
PCl Segment 1,753 1,655 1,249 Fibers 34 24 30
SP Segment 821 795 925 Total 86 73 97
Total 4218 4,425 4,090 Developing Businesses Division Segment
Voridian Division Segments Developing Businesses 4 6 6
Polymers 1,441 1,269 | 1,379
' ) ' 4
Fbers W1 B M ETOMl Chemical C $230 $42§ $23f1
Total 1961 1820 1975 ofal Eastman Chemical Company
Developing Businesses Division Segment . .
Developing Businesses 51 42 27 Geographic Information
Total 31 42 27 {Dollars in millions] 2003 7002 2001
Total Eastman Chemical Company $6,230 | $6,287 | $6,092 Revenves
United States $3,074 | $2,887 | $2,990
All foreign countries 2,726 2,433 2,400
Total $5,800 | $5,320 | $5,390
Long-Lived Assets, Net
United States $2,542 | $2,805 | $2,760
All foreign countries 877 948 867
Total $3,419 | $3,753 | $3,627
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NOTE 21 » QUARTERLY SALES AND

EARNING!S DATA - UNAUDITED

! First | Second Third Fourth
{Dollars in millions, except per share }::mounts] Quarter*| Quarter*| Quarter*|  Quarter*
2003 \
Sales ; $1,441 [$1,481 131,444 |$1,434
Gross profit ‘ 184 241 200 185
Asset impairments and ‘
restructuring charges 2 161 462 9
Goodwill impairments | - - 34 -
Other operating income ; (20) - - (13)
Operating earnings (loss) | 59 75| [440) 39
Earnings (loss) before income‘taxes
ond cumulative effect of change in
accounting principles i 29 49| (471) 12
Provision (benefit) for income taxes T 14| (135 2
Earnings {loss) before cumulative effect
of change in accounting principles 18 35| (334 10
Cumulative effect of change in
accounting principles, net \ 3 - - -
Net earnings (loss) | 21 35| (334 10
Basic
Earnings (loss) per share before
cumulative effect of change in
accounting principles $ 0.23|$ 0.46|%(4.35)|% 013
Cumulative effect of change in
accounting principles, net‘ 0.04 - - -
Net earnings {loss) per share $ 0.27 1% 0.46($ (4.35)|$ 0.13
Diluted
Earnings (loss} per share before
cumulative effect of change in
accounting principles l $ 023([$ 0.46($(4.35)(% 0.13
Cumulative effect of change]in
accounting principles, net 0.04 - - -
Net earnings {loss) per sht‘;re‘** $ 0.27 |$ 0.46 |$(4.35)]$ 0.13

caleulated full-year amount.

* Each quarter is calculated as a disTere period; the sum of the four quarters may not equal the

|
i First | Second Third Fourth
{Dollars in millions, except per share amounts) Quarter*| Quarter*] Quarter*]  Quarter*®
2002 |
Sales \ $1,236 |$1,3951$1,374 1$1,315
Gross profit | 205 | 229 202 143
Asset impairment and |
restructuring charges “ - - {n) 6
Operating earnings {loss) 77 81 61 (1)
Earnings (loss) before income toxes
and cumulative effect of change in
accounting principles ‘ 33 60 28 {37)
Provision [benefil) for income tdxes 9 16 4 (24)
Earnings [loss) before cumulative effect
of change in accounting principles 24 44 24 (13)
Cumulative effect of change in ‘
accounting principles, net (18) - - -
Net earnings {loss) $ 618 448 24 1|% (13

First | Second Third Fourth
{Dollars in millions, except per share amounts} Quarter*|  Quarter*| Quarter*]  Quarter®
Basic
Earnings (loss} per share before
cumulative effect of change in
accounting principles $0.30| $0.58 1 $0.31 ) ${0.16)
Cumulative effect of change in
accounting principles, net (0.23) - - -
Net earnings (loss] per share $0.07 | $0.58 | $0.31| ${0.1¢)
Diluted
Earnings {loss) per share before
cumulative effect of change in
accounting principles $0.30 | $0.58 | $0.31| $(0.16)
Cumulative effect of change in
accounting principles, net (0.23) - - -
Net earnings {loss) per sharevt $0.07 | $0.58 | $0.31| $(0.16)
i Results for the first quarter 2002 included a $5 million charge related to the previously anncunced
restructuring of Genencor.
*'Each quarter is calculated as a discrete period; the sum of the four quarters may not equal the
calculated fullyear amount.

NOTE 22 » RECENTLY ISSUED ACCOUNTING STANDARDS

In April 2002, the FASB issued SFAS No. 145, “Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13,
and Technical Corrections.” This Statement, which updates, clarifies, and
simplifies existing accounting pronouncements, addresses the reporting
of debt extinguishments and accounting for certain lease modifications
that have economic effects that are similar to sale-leaseback transactions.
The provisions of this Statement are generally effective for the Company's
20083 fiscal year, or in the case of specific provisions, for transactions
occurring after May 15, 2002, or for financial statements issued on or
after May 15, 2002. The provisions of this Statement have not had and
are not expected to have a material impact on the Company’s financial
condition or results of operations.

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs
Associated with Exit or Disposal Activities.” This Statement addresses
financial accounting and reporting for costs associated with exit or
disposal activities and nullifies Emerging lIssues Task Force [“EITF”} Issue
No. 94-3, “liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring).” This Statement requires that a liability for a
cost associated with an exit or disposal activily be recognized when the
liability is incurred, and concludes that an enfity’s commitment fo an exit
plan does not by itself create a present obligation that meets the definifion
of a liability. This Statement also establishes that fair value is the objective of
initial measurement of the liability. The provisions of this Statement are
effective for exit or disposal activities that are initiated after December 31,
2002, with early application encouraged. The adoption of this statement
did not have a material impact on the Company's consolidated financial
position, liquidity, or results of operations.

in November 2002, the Emerging Issues Task Force (“EITF"} reached
a consensus on lssue No. 00-21, “Revenue Arrangements with Multiple
Deliverables.” EITF Issue No. 0021 provides guidance on how to
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account for arrangements that involve the delivery or performance of
multiple products, services, and/or rights to use assets. The provisions of EITF
Issue No. 0021 apply to revenue arrangements entered into in fiscal
periods beginning after June 15, 2003. The adoption of this statement
did not have a material impact on the Company's consolidated financial
position, liquidity, or results of operations.

In November 2002, the FASB issued FASB Interpretation No. 45
{"FIN 45"}, “Guarantor's Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, an
interpretation of FASB Statements No. 5, 57 and 107 and Rescission of
FASB Interpretation No. 34.” FIN 45 clarifies the requirements of SFAS
No. 5, "Accounting for Contingencies,” relating to the guarantor’s
accounting for, and disclosure of, the issuance of certain types of
guarantees. The disclosure provisions of FIN 45 are effective for the
current fiscal year and the Company hes included this information in
Note 10 to the Compony's consolidated financia! statements. However,
the provisions for initial recognition and measurement are effective on a
prospeciive bosis for guarantees that are issued or modified after
December 31, 2002, irrespective of a guarantor's yearend. The
adoption of FIN 45 did not have o material impact on the Company's
financial position, liquidity, or results of operations. See Note 10 to the
Company's consolidated financial statements for additional information
regarding the Company’s guarantees.

In December 2002, the FASB issued SFAS No. 148, “Accounting
for Stock-Based Compensation — Transition and Disclosure, amendment
of FASB Statement No. 123.” This Statement provides additional
transition guidance for those entities that elect to voluntarily adopt the
provisions of SFAS No. 123, “Accounting for Stock-Based Compensation.”
Furthermore, SFAS No. 148 mandates new disclosures in both interim
and yearend financial statements within Note 1, “Significant Accounting
Policies,” to the Company's consolidated financial statements. The
Company has elected not to adopt the recognition provisions of SFAS
No. 123, as amended by SFAS No. 148. However, the Company
has adopted the disclosure provisions for the current fiscal year and has
included this information in Note 1 to the Company’s consolidated
financial statements.

Effective July 1, 2003, the Company’s method of accounting for
arrangements containing a lease changed as a result of the adoption of
Emerging Issues Task Force (“EITF") Issue No. 01-08, “Determining
Whether an Arrangement Contains a Lease.” EITF Issue No. 01.08
provides guidance on how to determine if an arrangement contains a
lease that is within the scope of SFAS No. 13, “Accounting for Leases.”
The provisions of EITF Issue No. 01-08 apply primarily to arrangements
agreed to or committed to after the beginning of an entity’s next reporting
period beginning afler May 28, 2003, or previous arrangements
modified after the beginning of an entity’s next reporting period
beginning after May 28, 2003. The adoption of EITF Issue No. 01-08
did not have a material impact on the Company’s financial position,
liquidity, or results of operations.

In January 2003, the FASB issued FASB Interpretation No. 46
{"FIN 46"), “Consolidation of Variable Interest Entities.” FIN 46 clarifies
the application of Accounting Research Bulletin No. 51, “Consolidated
Financial Statements,” to certain entities in which equity investors do not
have the characteristics of a controlling financicl inferest or do not have

sufficient equity at risk for the entity to finance its activities without
additional subordinated financial support from other parties. FIN 46
applies immediately to variable interest entities {"VIEs") created after
January 31, 2003, and to VIEs in which a public company obtains an
interest after that date. In December 2003, the FASB published a revision
to FIN 46 ["FIN 46R") to clarify some of the provisions of the
inferpretation and to defer the effective date of implementation for certain
entities. Under the guidance of FIN 46R, public companies that have
interests in VIEs that are commonly referred to as special purpose entities
are required to apply the provisions of FIN 46R for periods ending after
December 15, 2003. A public company that does not have any interests
in special purpose entities but does have a variable inferest in a VIE
created before February 1, 2003, must apply the provisions of FIN 46R
by the end of the first inferim or annual reporting period ending cfter
March 14, 2004. During the fourth quarter of 2003, the Company
assessed certain of its lease arrangements as well as its accounts
receivable securitization program according to the provisions of FIN 46R.
The Company concluded that such enlities did not meet the criteria for
consolidation under FIN 46R. In addition, the Company has identified
certain joint venture partnerships as well as other contractual
arrangements created before February 1, 2003, as potential VIEs. The
Compony is currently evaluating the effect of these potentiol VIEs on its
financial position, liquidity, or results of operations. See Note 10 fo the
Company’s consolidated financial statements for further discussions about
the Company’s potential ViEs.

in April 2003, the FASB issued SFAS No. 149, “Amendment
of Statement 133 on Derivative Instruments ond Hedging Activities.”
SFAS No. 149 amends and clarifies accounting for derivative
instruments, including certain derivative instruments embedded in other
contracts, and for hedging activities under SFAS No. 133. SFAS
No. 149 amends SFAS No. 133 fo require that contracts with
comparable characteristics be accounted for similarly. SFAS No. 149
clarifies the circumstances under which a contract with an initial net
investment qualifies as o derivative and clarifies when a derivative
contains a financing component that warrants special reporting in the
statement of cash flows. This Statement is effective for contracts entered
into or modified after June 30, 2003, except for hedging relationships
designated after June 30, 2003, where the guidance should be applied
prospectively. The adoption of this statement did not have a material
impact on the Company's financial position, fiquidity, or results of operations.

In May 2003, the FASB issued SFAS No. 150, “Accounting for
Certain Financial Instruments with Characteristics of both Liabilities and
Equity.” SFAS No. 150 requires certain financial instruments, which
under previous guidance were accounted for as equity, be classified as
liabilities or assets in statements of financial position. This Statement is
effective for financial instruments entered into or modified after May 31,
2003, and otherwise effective at the beginning of the first interim pericd
beginning after June 15, 2003. The adoption of this statement did not
have a material impact on the Company's financial position, liquidity, or
results of operations.

In December 2003, the FASB issued a revision to SFAS No. 132,
"Employers’ Disclosures about Pensions and Other Postretirement
Benefits.” This statement revises employers’ disclosures about pension plans
and other postretirement benefit plans. It requires addifional disclosures
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related to the assets, obligor‘ions, cash flows, and net periodic benefit cost
of defined benefit pension p‘lcns and other defined benefit postretirement
plans. It does not change th“e measurement or recognition of those plans.
The Company has adopted the provisions of this statement. See Note 9
to the consolidated financial statements for mare information.

On January 12, 2004, the FASB staff issued FSP 104-1,
"Accounting and Disclosure Requirements Related fo the Medicare
Prescription Drug, lmprover]nenr and Modernization Act of 2003.” FSP

106-1 permits a sponsor lof a postretirement health care plan that
provides a prescription drug benefit to make a oneime election to defer
accounting for the effects of the Medicare Prescription Drug, Improvement
and Modernization Act of 2003 {“the Act’) that would be required in
accordance with SFAS 106, “Employers Accounting for Postretirement
Benefits Other than Pensions.” Regardless of whether o sponsor elects
that deferral, FSP 106-1 req‘uires certain disclosures in annual or interim
financial statements. FSP 106-1 is effective for interim or annual financial
statements of fiscal years encging after December 7, 2003. The Company
elected to defer accounting|for the effects of the Act and has made the
required disclosures in Note 9 to the Company’s consolidated financial
statements. The Company is currently evaluating the effect FSP 106-1 will
have on its financial position,

\ liquidity and results of operations.

NOTE 23 » CUMULATIVE EFFECT OF CHANGES IN
ACCOUNT\ING PRINCIPLES, NET OF TAX
SFAS No. 143 i

Effective January 1, 2003, [the Company's method of accounting for
environmental closure and postclosure costs changed as a result of the
adoption of Statement of chncnol Accounting Stondards {“SFAS”)
No. 143, “Accounting for Assef Retirement Obligations.” Upon the initial
adoption of the provision, entities are required to recognize a liability for
any existing asset retirement &bligotions adjusted for cumulative accretion
to the date of adoption of this Stotement, an asset retirement cost
capitalized as an increase tolthe carrying amount of the associated long-
lived asset, and accumuloteh depreciation on that capitalized cost. In
accordance with SFAS No. 143, the Company recorded asset refirement
obligations primarily related to closure and postclosure environmental
liabilities associated with certain property, plant, and equipment. This
resulted in the Company recording asset refirement obligations of
$28 million and an aftertax|credit to earnings of $3 million.

If the asset refirement |obligation measurement and recognition
provisions of SFAS No. 143 had been in effect on January 1, 2002 and
2001, the aggregate corrying amount of those obligations on that date
would have been $27 mllhon and $26 million, respectively. If the
amortization of asset rer|remenf cost and accretion of asset retirement
obligation provisions of SFAS No. 143 had been in effect during 2002
and 2001, the impact on “Edrnings before cumulative effect of changes

. T \ , ;
in accounting principles” would have been immaterial.

SFAS No. 142

The Company adopted the provisions of SFAS No. 142, “Goodwill and
Other Intangible Assets,” effective January 1, 2002. The provisions of
SFAS No. 142 prohibit the amortization of goodwill and indefinite-lived
intangible assets; require that goodwill and indefinite-lived intangible
assets be tested at least annually for impairment; require reporting units
to be identified for the purpose of assessing potential future impairments
of goodwill; and remove the forty-year limitation on the amortization
period of intangible assets that have finite lives.

In connection with the adoption of SFAS No. 142, the Company
completed in the first quarter 2002 the impairment fest for intangible
assets with indefinite useful lives other than goodwill. As a result of this
impairment test, it wos determined that the fair value of certain
trademarks related to the CASPI segment, as established by appraisal
and based on discounted future cash flows, was less than the recorded
value. Accordingly, the Company recognized an aftertax impairment
charge of approximately $18 million in the first quarter of 2002 to reflect
lower than previously expected cash flows from certain related products.
This charge is reported in the Consolidated Statements of Earnings (Loss),
Comprehensive Income (Loss}, and Retained Earnings as the cumulative
effect of a change in accounting principles. Additionally, the Company
reclassified $12 million of its intangible assets related to assembled
workforce and the related deferred tax liabilities of approximately
$5 million to goodwill. During the second quarter 2002, the Company
performed the transitional impairment test on its goodwill as required
upon adoption of this Statement, and determined that no impairment of
goodwill existed as of January 1, 2002. The Company completed its
annual testing of goodwill and indefinitelived intangible assets for
impairment in the third quarter 2002 and determined that no impairment
existed as of September 30, 2002. The Company plans to continue its
annual testing of goodwill and indefinitelived intangible assets for
impairment in the third quarter of each year, unless events warrant more
frequent testing.

In the third quarter 2003, the Company impaired certain goodwill
and indefinite-lived intangible assets in the CASPl segment as discussed
in Note 15 cbove. Additionally, the Company completed its annual
impairment review of the remaining goodwill and indefinitelived intangible
assets. No further impairment of goodwill or indefinite-lived
intangible assets was required due to this review.

NOTE 24 » SUBSEQUENT EVENTS

On January 15, 2004, the Company refired $500 million of 6 3/8%
coupon debt. These bonds were reffected in borrowings due within one
year in the Consolidated Statements of Financial Position at December 31,
2003. This debt was refired with a combination of cash generated from
business activities, new longterm borrowings, and available shortterm
borrowing capacity.
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Management is responsible for the preparation and integrity of the
accompanying consolidated financial statements of Eastmen appearing
on poges 54 through 82. Ecstman has prepared these consolidated
financial statements in accordance with accounting principles generally
accepted in the United States of America, and the statements of necessity
include some amounts that are based on management's best estimates
and judgments.

Eastman’s accounting systems include exiensive internal controls
designed fo provide reasonable assurance of the reliability of its financial
records and the proper safeguarding and use of its assets. Such controls
are based on established policies and procedures, are implemented by
trained, skilled personnel with an appropriate segregation of duties, and
are monitored through a comprehensive internal audit program. The
Company’s policies and procedures prescribe that the Company and all
employees are to maintain the highest ethical standards and that its
business practices throughout the world are fo be conducted in a manner
that is above reproach.

The consolidated financial statements have been audited by
PricewaterhouseCoopers LLP, independent accountants, who were
responsible for conducting their audits in accordance with audifing
standards generally accepted in the United States of America. Their
report is included herein.

REPORT OF INDEPENDENT AUDITORS

TO THE BOARD OF DIRECTORS AND STOCKHOLDERS
OF EASTMAN CHEMICAL COMPANY

In our opinion, the consolidated financial statements appearing on
pages 54 through 82 present fairly, in all material respects, the financial
position of Eastman Chemical Company and its subsidiaries at
December 31, 2003 end 2002, and the results of their operations and
their cash flows for each of the three years in the period ended
December 31, 2003 in conformity with accounting principles generally
accepted in the United States of America. These financial statements are
the responsibility of the Company’s management; our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits of these statements in accordance with auditing
standards generally accepted in the United States of America, which
require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates

The Board of Directors exercises its responsibility for these financial
statements through its Audit Committee, which consists entirely of
nonmanagement Board members. The independent accountants and
internal auditors have full and free access to the Audit Committee. The
Audit Committee meets periodically with PricewaterhouseCoopers LLP
and Eastman’s director of internal auditing, both privately and with
management present, to discuss accounting, auditing, policies and
procedures, internal controls, and financial reporting matters.

lbecsn Bar—

J. Brian Ferguson
Chairman of the Board and
Chief Executive Officer

INUIAY TSNS
Richard A. Lorraine

Senior Vice President and
Chief Financial Officer

March 5, 2004

made by management, and evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis
for our opinion.

As discussed in Notes 1, 4 and 23 to the consolidated financial
statements, on January 1, 2003, Eastman Chemical Company adopted
Statement of Financial Accounting Standards No. 143, “Accounting
for Asset Retirement Obligations,” and on January 1, 2002, adopted
Statement of Financial Accounting Standards No. 142, “Goodwill and
Other Intangible Assets.”

P woéwtﬂm_cw\ae/s LA
PRICEWATERHOUSECOQOPERS LLP

Philadelphia, Pennsylvania
March 3, 2004
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Certain information obout the Company’s executive officers is
provided below: ‘

J. Brian Ferguson, age 49 is Chairman of the Board and Chief
Executive Officer. Mr. Ferguson jcined the Company in 1977. He was
named Vice President, Industry and Federal Affairs in 1994, became

Managing Director, Greatér China in 1997, was named Pres:dent

Eastman Chemical Asia PaFiFic in 1998, became President, Polymers
Group in 1999, became Pre‘sident, Chemicals Group in 2001, and was
elected to his current position in 2002.

\
James P. Rogers, age 52‘ was appointed Executive Vice President
of the Company and ﬁres:denf of Eastman Division effective
November 2003. Mr. Rogers joined the Company in 1999 as Senior
Vice President and Chief Financial Officer and in 2002, was also
appointed Chief Operations Officer of Eastman Division. Mr. Rogers
served previously as Executive Vice President and Chief Financial Officer
of GAF Matericls Corporation ("GAF”). He also served as Executive Vice
President, Finance, of Infernational Specialty Products, Inc., which was
spun off from GAF in 1997

Allan R. Rothwell, age 56,‘1’5 Executive Vice President of the Company
and President of Voridian Division. Mr. Rothwell joined the Company in
1969, became Vice President and General Manager, Container Plastics
Business Organization in 1994, and was appointed Vice President,
Corporate Development and Strategy in 1997, He was named Senior
Vice President and Chief Financial OFficer in 1998, became President,
Chemicals Group in 1999, became President, Polymers Group in 2001,

and was appointed fo his cUrrent position in 2002.

Theresa K. lee, age 51, is Senior Vice President, Chief legal Officer and
Corporate Secretary. Ms. Lee joined Eastman as a stoff attorney in 1987,
served as Assistant General Counsel for the health, safety, and
environmental legal staff from 1993 to 1995, and served as Assistant
General Counsel for the éorporofe legal staff from 1995 until her
appointment as Vice President, Associate General Counsel, and Secretary
in 1997. She became Vice Rresident, General Counsel, and Secretary of
Eastman in 2000 and was cppomted to her current position in 2002.

Richard A. lorraine, age .}58, joined Eastman in November 2003 as
Senior Vice President and Chief Financial Officer. Mr. Lorraine served
as Executive Vice PresidentJ and Chief Financial Officer of Occidental
Chemical Corporation from 1995 unfil 2003, and at ITT Automotive
Group as President of the Aftermarket Group from 1990 to 1995 and
Vice President and Chlef‘ Financial Officer from 1985 to 1990,
Mr. Lorraine started his career with Westinghouse Electric Corporation,
where he held various financial positions,

Roger K. Mowen, Jr., age 58, is Senior Vice President, Developing
Businesses and Corporate Strategy. Mr. Mowen joined Eastman in 1971,
He was named Vice President and General Manager, Polymer Modifiers

1991, Superintendent of the Polymers Division in 1994, President,
Carolina Operations in 1996, Vice President, Customer Demand Chain
in 1998, Vice President, CustomerFirst and Chief Information Officer in
1999, Vice President, Global Customer Services Group and Chief
Information Officer in 2000, and appointed Senior Vice President,
Global Customer Services Group and Chief Information Officer in 2001.
He was appointed to his current position in March 2003. As previously
announced, Mr. Mowen is refiring from the Company effective May 31,
2004, at which time his responsibilities will be assumed by other current
Eastman officers.

Gregory O. Nelson, age 52, is Senior Vice President and
Chief Technology Officer. Dr. Nelson joined Eastman in 1982 as a
research chemist and held a number of positions in the research and
development organization. He became Director, Polymers Research
Division in 1995 and was named Vice President, Polymers Technology
in 1997. He was appointed to his present position in 2001 and named
Senior Vice President in 2002,

Norris P. Sneed, age 48, is Senior Vice President, Human
Resources, Communications and Public Affairs. Mr. Sneed joined the
Company in 1979 as a chemical engineer. In 1989, he was assigned to
Eastman’s Arkansas Operations where he was superintendent for
different manufacturing and new business development departments. In
1997, he served as assistant to the CEQ. He was named managing
director for Eastman'’s Argentina operations in 1999, Vice President of
Organization Effectiveness in the Human Resources, Communications
and Public Affairs Organization in 2001, and was appointed to his
current position in June 2003.

Curtis E. Espeland, age 39, is Controller of the Company.
Mr. Espeland joined Eastman in 1996. At Eastman, Mr. Espeland has
served as Director of Infernal Auditing and Director of Financial Services,
Asia Pacific, was named Assistant Controller of the Company and
Controller of Eastman Division in 2002, and was appointed fo his current
position in December 2002. Prior to joining Eastman, he was an audit
and business advisory manager with Arthur Andersen LLP.
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H. Jesse Arnelle, 70, Of Counsel to the Winston-Salem, North Carolina-
based law firm of Womble, Carlyle, Sandridge & Rice. Eastman director
since 1994. (2,3,4,5)

Calvin A. Campbell, Jr., 69, is retired Chairman and Chief Executive
Officer of Goodman Equipment Corporation. Eastman director since
1994. (2,3,4,5)

Stephen R. Demeritt, 60, is Vice Chairman of General Mills, Inc.
Eastman director since 2003. (2,3,4,5)

J. Brian Ferguson, 49, is Chairman of the Board and Chief Executive
Officer of Eastman Chemical Company. Eastman director since 2002.

Donald W. Griffin, 67, is retired Chairman of the Board of Olin
Corporation. Eastman director since 1999. (2,3,4,5)

{1} Audit Committee:
Peter M. Wood, Chair

(2) Compensation and Management Development Committee:
Donald W. Griffin, Chair

{3) Finance Committee:
David W. Raisbeck, Chair

{4) Heqlth, Safety, Environmental, and Security Committee:
H. Jesse Arnelle, Chair

(5} Nominating and Corporate Governance Committee:
Calvin A, Campbell, Jr., Chair

Ages as of March 1, 2004

Robert M. Hernandez, 59, is Chairman of the Board of
RTI international Metals, Inc. and former Vice Chairman and

Chief Financial Officer of USX Corporation. Eastman director since
2002. (1,3,4)

Renée J. Hornbaker, 51, is Vice President and Chief Financial Officer of
Flowserve Corporation. Eastman director since 2003. (1,3,4)

Thomas H. Mclain, 46, is Chief Executive Officer and President of Nabi
Biopharmaceuticals. Eastman director since 2004. (1,3,4)

David W. Raisbeck, 54, is Vice Chairman of Cargill, incorporated.
Eastman director since 2000. (2,3,4,5)

John A. White, 64, is Chancellor of the University of Arkansas. Eastman
director since 1994. {1,3,4)

Peter M. Wood, 65, is former Managing Director, J.P. Morgan &
Company. Eastman director since 2000. (1,3,4)
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Eastman Chemical Compdny
100 North Eastmon Rood\
P. O .Box 51 \
Kingsport, TN 376625075 U.S.A.
htfp://www.ecstmon.com‘

Stock Transfer Agent cn& Registrar

inquiries and changes to stockholder accounts should be directed to our
transfer agent:

American Stock Tronsfer & Trust Company

59 Maiden Lone\

New York, NY 10038

In the United Stafes: 800-937-5449

Outside the Unlte‘d States: (1) 212-936-5100 or

(11718921 8200

http:/ /www. cmstock.com
Annual Meeting !

\
Toy F. Reid Employee Cente“r
Kingsport, Tennessee !
Thursday, May 6, 2004 |
11:30 a.m. {ET) ‘

Eastman Stockholder |nfe‘rmuﬁon

877-EMN-INFO (877-366- 4636)

|

hitp://www.eastman.com |

Annual Report on Form 'Ip-K

Copies of the Annual Repo}rt on Form 10K for 2003 are available to
stockholders without charge by calling 423-229-5466 or by writing to:
Eastman Chemlccx‘l Company
P.O.Box 511 Bmldlng 226
Kingsport, TN 37662 5075 U.S.A.
This information is also available through Eastman’s World Wide Web

address, http://www.eastman.com, in the investor information section.
|
Stock Exchange Listing |

|
Eastman Chemical Compo;ny common stock is listed and traded on
the New York Stock Exchange under the ticker symbol EMN. Most

|
newspaper stock tables list the Company’s stock as “EmanChm.”

Dividends !

Quarterly dividends on common stock, if declared by the Board of
Directors, are usually paid on or about the first business day of the month
following the end of each quarter. Dividends declared were $1.76 in
2003, 2002, and 2001.

Stockholders of record at ye\crend 2003: 36,265
Shares outstanding ot yearend 2003: 77,388,646
Employees at yearend 200:\3: 15,000

Stock price

Cash
Dividends
High Low Close Declarsd
2002
First Quarter $48.99 | $37.82 | $48.79 $0.44
Second Quarter 49.04 43.30 46.90 Q.44
Third Quarter 47 .82 38.17 | 38.17 0.44
Fourth Quarter 40.53 35.35 36.77 0.44
2003
First Quarter $38.40 | $27.89 |$28.99 $0.44
Second Quarter 33.95 28.82 31.67 0.44
Third Quarter 36.60 | 31.46 | 33.50 0.44
Fourth Quarter 39.53 31.46 | 39.53 0.44

FORWARD-LOOKING STATEMENTS

Certain statements in this Annual Report are forward-ooking in nature as
defined in the Private Securities Litigation Reform Act of 1995. These
statements and other written and oral forward-looking statements made
by the Company from time to time may relate to, among other things,

‘such matters as planned and expected capacity increases and utilization;

anticipated copital spending; expected depreciation and amortization;
environmental matters; legal proceedings; exposure to, and effects of
hedging of, raw material and energy costs and foreign currencies; global
and regional economic, political, and business conditions; competifion;
growth opportunities; supply and demand, volume, price, cost, margin,
and sales; earnings, cash flow, dividends and other expected financicl
conditions; expectations, strategies, and plans for individual products,
businesses, segments, and divisions, as well as for the whole of Eastman;
cash requirements and uses of available cash; pension expenses and
funding; anticipated restructuring, divestiture, and consolidation
activities; cost reduction and control efforts and targets; development,
production, commercialization, and acceptance of new products,
services, and technologies and related costs; expected tax rate; and
business, asset, and product portfolio changes.

These plans and expectations are based upon certain underlying
assumptions, including those mentioned with the specific statements.
Such assumptions are in turn based upon infernal estimates and analyses
of current market conditions and trends, management plans and
strategies, economic conditions, and other factors. These plans
and expectations and the assumptions underlying them are necessarily
subject to risks and uncertainties inherent in projecting future conditions
and results. Actual results could differ materially from expectations
expressed in the forwarddooking statements if one or more of the
underlying assumptions and expectations proves to be inaccurate or is
unrealized. Certain important factors that could cause actual results to
differ materially from those in the forward-ooking statements are included
with such forward-looking statements and on pages 50 through 52,
“Management’s Discussion and Analysis of Financial Condition and
Results of Operations - Forward-Looking Statements and Risk Factors.”

\5! Eastman Chemical Company is a member of the American Chemisiry Council and a signatory of the ACC's Responsible Care® initiative. Eastman is committed to continuous

. improvement in health, safety, and environmental performance.
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