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authorized.

' FORBES MEDI-TECH INC.
(Registrant)

By:
[ ousnny - P,

" President & CEO

Dated: | August 18, 2004
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e R we're providing piece of mind with a safe and clinically proven way
:L@@@@% to control cholesterol levels through functional food and dietary
supplement ingredients.
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FORBES MIEDI-TECH, INC., is a biopharmaceutical company dedicaied (o
fihe resear, developrment aind commertializaiion of inmnevative preserfpiion
pharmaceutical and nuiraceutical procuucts for ihe prevention amnd tresiment
of cardiovescular and refaied diseases. Forbes” sdientific platfonmm is based
on core sterol technologhy. BY extraciing plant sterols firom by-procud:s of the
fioresiry indusiry, Forbes has develeped cholesierol lowering agemts for use

RS

in phamnmeaceuiical compounds, unciomns foods and dietary supplements.
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we will build on our commitment to therapeutic innovation and ongoing
research and development of nutraceutical and pharmaceutical products.

* Increased revenue guidance based
on growth in sterol sales

* Commenced the dosing phase of
the Phase Il clinical trial in Europe

* Completed 1S$4.8 million equity
financing with BioAsia acting as
lead investor

* Received US$3 million partial loan
repayment from Phytosource LP,
the Company's manufacturing joint
venture, from proceeds of bank
financing obtained by Phyto-Source

> 2004 OBJECTIVES

* Move towards a US Phase |l trial for
FM-VP4 incorporating the knowledge
from the recently completed European
trials

* Secure European Union regulatory
approvals to incorporate wood sterols
{Reduco™ and non-branded ingredients)
into foods

* Continue to increase sales of both
Forbes’ branded (Reducol™) and
non-branded cholesterol-lowering
functional food ingredients

* Select a second drug candidate from
the Company's Library of Compounds

* Complete the expansion of the joint
venture manufacturing plant from 1000
metric tonnes to 1500 metric tonnes
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Forbes remains committed to the US Phase Il
clinical development of FM-VP4, which is expected
toinclude an expanded number of participants, a
longer trial duration and a more focused dosage
range. In parallel with this initiative, the Company
has identified other compounds for development
based on pre-clinical research efforts. It is expected
that a second compound related to cardiovascular
health will soon be identified within Forbes' devel-
opment pipeline.

The increasing revenues generated from the sale
of the Company’s cholesterol-lowering ingredients,
Reducol™ and Phyto-S-Sterols, has helped fund the

“Based on our accon
innovative pharmace

While the Company is excited to see advancement in
the development of the US phytosterol market, such
as Minute Maid’s recent national launch of a choles-
terol-lowering orange juice utilizing plant sterols as
the active ingredient, the European market remains
much further advanced in sterof product safes. With
its non-genetically modified (GMO), wood-based
sterols, Forbes has garnered interest in its products
for the European market, where there is a prefer-
ence for non-GMQ ingredients, and a limited supply.
The final stage of a three-step process for regulatory
approval is anticipated in the near future. Forbes
capital strategy has successfully increased the
Company's cash reserves over the past year with

a Q

Overall, | am pleased with the progress that we

have made. We have achieved previously established
milestones and continue to build a strong team in
preparation for the challenges ahead. The Company
is now supported by a growing, revenue-based
business and is focused on advancing cardiovascufar
management.

On behalf of the Board of Directors, | would like
to offer my sincere appreciation and heart felt
thanks not only to our employees, but also to our
shareholders for their steadfast support. | look
forward to updating you on the future success

of the Company’s endeavors.

ments today, we look forward to tomorrow with a clear sense of dircction and com
al research and focused commerciafization of our products. | am very proud of what our company

is today and confident we have the management team and strategic plan in place to maximize value tomorrow:

Company‘s pharmaceutical R&D. Demand for phytos-
terols increased significantly through 2003 with the
Company's 50-50 joint venture, which remains the
world’s largest wood sterol manufacturer, being
well positioned for further expansion. Based on this
demand, Forbes announced in December 2003 an
expansion of the plant’s annual capacity from 1000
to 1500 metric tonnes.

over US$15.5 million in financing received between
September 2003 and January 2004. Forbes’ invest-
ment profile was raised to a higher echelon of
healthcare investors through private placement
investments from lead investors such as BioAsia
Investments, LLC of Palo Alto, California and Great
Point Partners, LLC of Greenwich, Connecticut.

09 Forbes Medi-Tech, Inc.

Charles A. Butt
President and CEOQ Forbes Medi-Tech, Inc.
April 16th, 2004
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(5) FM VP4

Cardiovascular Disease (CVD) is the foremost cause of mortality and morbidity in the Western World.
The World Health Organization estimates one-third of all global deaths (16.6 million) are attributa-
ble to CVD. The lipid-lowering prescription market represents a substantial component for the
treatment of CVD. Datamonitor estimates that there are nearly 307 million people in the seven
major markets with total cholesterol greater or equal to 200 mg/dL. In the US, of the 140 million
people with dyslipidemia only 66 million have been diagnosed.

As a possible market entrant, Forbes is developing a cholesterol absorption inhibitor called FM-VP4.
This drug is an amphipathic (water and lipid-soluble) analogue of phytostanols looking to be a
market participant in the world's top selling medicinal category. The growth of lipid lowering phar-
maceuticals has been fueled by the tremendous success of statins, with the leading compound,
Lipitor expected to be the first "$10 billion pill" and Zocor estimated to peak at sales of over
$6 billion. The evolution of this market has seen large drug manufacturers maneuver to protect their
statin franchises from patent expirations and increasing competition. The development of statin
combination pills is emerging as a key life-cycle management strategy for statin manufacturers, the
market for which is estimated to grow to $4.7 billion over the next 5-7 years. (Datamonitor, Dec 2003)

The safety and effectiveness of Forbes’ cholesterol absorption inhibitor has recently been investi-
gated in a European Phase Il human trial at the Academic Medical Center (AMC) in Amsterdam. The
trial’s primary efficacy endpoint of significantly lowering low-density lipoprotein (LDL) cholesterol
was met. The reduction in LDL cholesterol, as compared to placebo, was 11%, with 33% of subjects
at 400 mg per day achieving a greater than 15% reduction. Additionally, FM-VP4 continued to
demonstrate an excellent safety profile with no difference between dosing and placebo groups. The
trial provided Forbes with insight into design parameters for its US Phase Il trial including; number
of participants, trial duration, and dosage range. Forbes remains committed to the development of
FM-VP4 and the US Phase Il trial planned for next year under a FDA Investigational New Drug
(IND) application.

To protect the Company'’s intellectual property surrounding its drug development pipeline, patent

applications have been filed for the compounds, formulations, and indications of FM-VP4 and the
FM-VPx fibrary of compounds with both the US patent office and other international jurisdictions.

11 Forbes Medi-Tech, inc.
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REDUCOL™ o

According to the Nutrition Business Journal (NBJ), the 2002 US functional food market represented
US$20.6 billion and dietary supplements accounted for US$18.5 billion.

To profit from the cardiovascular niche within each market opportunity, Forbes, through its core
technology, has proven its ability to successfully create and commercialize cholesterol-lowering
products including both branded (Reducol™) and non-branded ingredients for use in functional
food products and dietary supplements.

To support these commercialization efforts, Phyto-Source LP, a 50/50 Joint Venture of Forbes and
Chusei (U.S.A) Inc., located in Houston, Texas produces the phytosterol based ingredients. The
Phyto-Source facility is currently the world's largest wood sterol manufacturing pilant capable of
producing 1,000 metric tonnes annually to Good Manufacturing Practice (GMP) standards. In
December 2003, Forbes Medi-Tech announced the expansion of its joint venture's manufacturing
facility to increase production capacity by 50% to 1,500 metric tonnes based on the demand for phy-
tosterol-based products.

While US markets have been a significant source of product sales, the European market place rep-
resents a substantial opportunity. With its non-genetically modified (non-GMO), wood-based
sterols, Forbes has garnered interest in its products for the European market, where there is a pref-
erence for non-GMO ingredients, and a limited supply. The final stage of a three-step process for
regulatory approval in Europe is anticipated in the near future.

-

Forbes has successfully commercialized its
cholesterol-lowering ingredients, including

@
Reducol™, for use in dietary supplements @

and functional foods .
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() FUNCTIONAL FOODS

NgpT

A dramatic shift has taken place in consumer attitudes toward food. An increasingly active popula-
tion and the pursuit of healthier lifestyles have given rise to a new category of food products
referred to as "functional foods". Functional foods can be defined as conventional foods containing
ingredients that provide health benefits beyond basic nutritional functions and/or reduce the risk of
chronic disease. Common examples include orange juice fortified with calcium or eggs fortified with
Omega-3 fatty acids.

To meet this growing demand, Forbes has developed Reducol™, a proprietary functional food ingre-
dient derived from plant sterols that has been clinically proven to significantly lower Low-Density
Lipoprotein (LDL) or "bad" cholesterol when consumed in different foods. Forbes has initially incor-
porated Reducol™ into such food matrices as milk based drinks, yogurt, cheese, chocolate and dairy
based spreads.

Forbes has been developing Vivola™, an "all-purpose” cooking oil that has been clinically proven to
reduce LDL-Cholesterol and increase energy expenditure, hence promoting weight loss or mainte-
nance of a proper body weight in adults. The results of this study were presented at the American
Heart Association’s (AHA) Scientific Sessions 2002 conference in Chicago, IL. The Company is currently
exploring licensing opportunities for the designer oil.

Forbes Mui
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Tazdin Esmail, B.Sc. Chairman and Director

Mr. Esmail brings to the Company over 20 years experience in the biomedical and
pharmaceutical fields. Prior to joining the Company, Mr. Esmail was Vice Presiden,
Medical Operations of QLT PhotoTherapeutics Inc, a Vancotver-based biotechnology
company. Prior to QL, he was with Cyanamid Canada Inc., a subsidiary of American
Cyanamid Company, in its Lederle multinational pharmaceutical division where he
held several progressive senlior management positions in areas such as strategic
planning, sales and marketing, new product development, marketing research and
management training.

Charles A. Butt, B.Comm. President and Chief Executive Officer

Charles Butt has extensive international and North American experience in business
management, marketing and sales in the healthcare industry. Prior to joining Forbes
as Senior Vice President, Mr. Butt served as President of The Charson Group Inc, a
healthcare consilting company, specializing in strategic planning and new product
introductions, based in Toronto. Before moving into consuiting, Mr. Butt headed up the
Consumer Health Products Division for Lederle Laboratories (Canada), where he was
responsible for the initiation and development of the Consumer Health Products
Group. Mr. Butt has also worked in a variety of marketing and sales roles at Shukon
Inc. in Europe, Africa and the Middle East as well as Colgate-Patmofive (UK).

Percy Skuy, Dipl. Pharm. Director

Mr. Skuy had a 34-year career with Johnson & Johnson (J&J) where he acquired
experience in many aspects of the pharmaceutical business inckiding new product
development, sales, marketing, research and development. He retired in 1995 as
President of Ortho-McNeil Inc., one of the two J&J affiliate companies in which he
held the presidency. Mr. Skuy is a pharmacist, and has been imvolved in both the
pharmacewtical and medical communities for many years.

Nitin Kaushal, BSc., CA  Director

Since 2001, Mr. Kaushal has been the President and Managing Director of Vengate
Capital, a Life Sciences and Healthcare investment Banking & Advisory Firm based
in Toronto, Ontario. He is also a current member of the Board of Directors of Victhom
Human Bionics, Verace! Inc. and a member of the Canadian Wnstitute of Chartered
Accountants. Prior to this, Mr. Kaushal was a Managing Director at HSBC Securities
in its Healthcare Group and a Senior bvestment Manager with MDS Capital Corp, a
Health and Life Sciences Venture Firm. Mr. Kaushal was also the Assistant Manager
at Price Waterhouse. Mr. Kaushal was awarded a Bachelor of Science (Chemistry)

_ from the University of Toronto and is a Chartered Accountant.

17  rorbes Medi-Tech, Inc.
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Joe Dunne, Ph.D  Director

Dr. Dunne has been Chairman of the Board and CEQ of Westgate Biological Ltd,,
a startup company in the Health Sciences area, since June, 1999. Dr. Dunne has
had a distinguished career in the mufti-million dollar food ingredient industry.
During his career, Dr. Dunne served as the President of Cultor Food Science from
1997 to 1989 with responshility for global manufacturing and research & devel-
opment as well as a workdwide network of sales offices and distributors. As
President of Quest (Food) Intemational from 1993 to 1997, Dr. Dunne managed
the company's Flavor and Food Ingredient activities in the USA, Canada and
Mexico. Educated in lreland, Dr. Dunne helds a B.Sc. and Ph.D. in Biochemistry
from University College, Dublin and was a Postdoctoral Fellow at the University of
California in San Diego and at the Max Planck Institute in Dortmund, West Germany.

Don Buxton Director

Mr. Donald Buxton has been Chairman of the Board of Labopharm, Inc. since July,
2000. Mr. Buxton brings an in-depth knowledge of the intemnational pharmaceuti-
cal industry to the Company, having served at senior administrative levels of large
pharmacetical firms both in North America and in Europe. Well-known in the
Canadian pharmaceutical milieu, Mr. Buxton was President and Chief Executive
Officer of Labopharm, Inc. from 1997 to 2000, and President and Chief Executive
Officer of Roussel Canada from 1970 to 1994 and of Hoechst-Roussel Canada from
1992 to 1994.

Lily C. Yang, Ph.D Director

Dr. Yang, the Chief Executive Officer, President and co-founder of Theratife, tnc.,
has 20 years of industry experience from EI DuPont and Hewlett Packard
Company in business development, worldwide marketing, sales, strategic
planning, licensing, acquisition, and promotion. Dr. Yang managed the worldwide
marketing organization for the Anafytical Products Group at Hewlett Packard, and
successfully promoted and created their Bioscience Products Group. Dr. Yang has
founded and worked with numerous Silicon Valley Ventwre Copitalists, Angel
Investors and start-ups. She received her doctorate in Immunology from the
University of Chicago, as well as business training from the Wharton School
of Business.
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David Stewart, Ph.D.
Vice President, Regulatory Affairs

Dr. Stewart has over 25 years experience in pharmaceutical
research within the pharmaceutical and biotechnology industries
specializing in requlatory affairs, drug approvals, quality assurance
and laboratory management. Previously, Dr. Stewart was in
Regulatory Affairs at Toronto-based Biovail Corporation
International. Dr. Stewart has also held positions as Assistant
Professor at the University of Toronto in the Department of
Pharmacology, Faculty of Medicine, and Regulatory Affairs
Associate for QUT Phototherapeutics Inc., in Vancouver, BC. Dr.
Stewart has published 41 scientific papers in the areas of cell mem-
brane biochemistry, addiction research and drug metabolism.

Jeffrey J.E. Motley, B. Sc.
Vice President, Commercial Operations

Mr. Motley brings to the Company over 20 years of experience in
pharmaceutical sales, marketing and business management. Prior
to jeining Forbes, Mr. Motley was the Director of Marketing for the
Nutritional Division at Wyeth-Ayerst Canada, a division of American
Home Products. Mr. Motley has also held various senior manage-
ment positions at Lederle Pharmaceuticals (A division of American
Cyanamid) inchuding National Sales Manager, Product Manager, and
District Sales Manager.

o o
[S2]

Jerzy Zawistowski, Ph.D.
Vice President, Functional Foods
& Nutraceuticals

Dr. Zawistowski has provided management, consulting and research
expertise in food and agricultural sciences to both the public and
private sectors for over 20 years. He is currently an Adjunct
Associate Professor with the University of British Columbia
Department of Food, Nutrition and Health and the University of
Manitoba Food Science Department where he received his Ph.D. Or.
Lawistowski has published over 40 scientific papers and presented
over 100 papers and invited lectures at national and intemational
conferences in the areas of food science and development. He
served as past Chairman of the British Columbia Functional Foods
and Nutraceuticals Network and currently serves on the Board of
Directors. Dr. Zawistowski is responsible for the formulation and
development of Reducol™ and other functiona! food ingredients into
a wide variety of food products and beverages.

Our seasoned management team combines intensive pharmaceutical, medical and biomedical knowledge with real world business
experience. We strengthen our position by progressively bringing on skilled and capable people with proven track records in areas
of business development, finance and marketing. Overall, this ensures Forbes continues to meet its strategic goal of bringing our
products from research and development through to revenue generating commercial operations - both today, and tomorrow.

19 Forbes Medi-Tech, Inc.
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2003 HIGHLIGHTS
Clinical Studies

In January 2003, the results of the 2002 Phase | safety study of its cholesterol-lowering pharmaceutical,
FM-VP4 were released. The results have clearly established the safety and tolerability of FM-VP4 over the
dose ranges studied. Subjects were administered single doses of FM-VP4 ranging from 100 mg to 2000 mg.
Even at the highest dosage level of 2000 mg, no serious adverse events were reported emphasizing the
excellent safety profile of the drug.

Also in January 2003, Forbes commenced the Phase Il clinical trial of FM-VP4. The Phase 11 study to deter-
mine the drug’s efficacy was conducted at the Academic Medical Center in Amsterdam. The Phase If clinical
triaf consisted of five groups of 20 hypercholesterolemic volunteers, with one group receiving placebo and the
remaining groups receiving escalating doses of FM-VP4. The volunteers were enroiled in block sizes of 25,
with 20 receiving FM-VP4 and 5 receiving placebo, on a randomized basis. Each block was treated daily for
28 days. Dosing was completed in February of 2004. The preliminary trial results reported in early April 2004
(see News Release dated April 5, 2004) showed an overall reduction in low-density fipoprotein ("LDL"), as
compared with placebo, of T1%. Thirty-three percent of subjects achieved a greater than 15% reduction at
the 400 mg per day dosing level. In addition to these statistically significant results, FM-VP4 continued to
demonstrate an excellent safety profile with no difference between dosing and placebo groups. Forbes intends
to proceed with a Phase lla Study in the United States involving an expanded number of participants, a longer
trial duration and more focused dosage range.

Private Placement Financing

Forbes successfully completed two private placement financings for a total of US$15.56 million (Cdn$20.3 mil-
lion). These funds will primarity be used to fund additional research and development and for working capital.

In September 2003, Forbes completed a private placement of units raising US$4.81 million (Cdn$6.6 million),
resulting in the issuance of approximately 3.239 million common shares at a price of US$1.485 per share
(approximately Cdn$2.05 per share, based on then current exchange rates), with approximately 1.2 million
warrants attached. Each wamant entitles the holder to purchase one common share of the Company at
US$1.85 for three years from the date of closing, and may be exercised on a cashless basis at the option of
the holder. The Company also issued 254,458 broker's warrants, which have the same terms as the warrants
issued to the investors. The second private placement financing was completed in January 2004 (see
"Subsequent Events” below). Forbes granted resale registration rights in connection with each of these
financings and registered these securities for resale on Form F-3 Registration Statements filed with the
Securities and Exchange Commission in the United States.

Debt Repayment
In August 2003, Phyto-Source LP ("Phyto-Source”), the Company's 50-50 manufacturing joint venture with
Chusei (USA) Inc. repaid Forbes US$3.0 million of a US$4.0 million loan made by Forbes to the joint venture

in 2001 (see “Liquidity and Capital Resources”, below). The repayment was made with the proceeds from a
bank financing quaranteed by Forbes USA and Chusei.

In 2003, Forbes paid all remaining royalties on sales between June 2002 and December 2003 totaling US$2.0
miffion (Cdn$3.1 million) owed to Novartis in connection with the Company's acquisition of rights to Reducol™
(see "Resuits of Operations”, below).

In December 2003, Forbes paid off a Cdn$1.0 million convertible debenture to Canadian Forest Products refat-
ing to the Company’s acquisition of phytostero! technology in 2001. The Company acquired technology relat-
ed to the extraction of phytosterols from pitch from B.C. Chemicals Ltd. and Canadian Forest Products Ltd,
for $2.5 million payable in cash and $1.0 million in the form of a convertible debenture, due December 31,
2003, convertible into the Company's common shares at $6.18 per share. This technology was subsequently
licensed on a semi-exclusive basis to Phiyto-Source LP as part of its formation.

Divestiture of Technology

In April 2003, Forbes sold its pharmaceutical fine chemicals technology which focused on process technolo-
gies for the production of the steroid intermediates androstenedione (AD) and androstadienedione (ADD) for
gross proceeds of US$1.9 million (Cdn$2.6 million). During 2003, the Company received a total of US$0.95
million with the balance of US$0.95 mitlion due in December 2003. The final US$0.95 million payment was
received in early January 2004,

In late 2002, Forbes re-focused its business on core sterol technology and the decision was made to
discontinue research and development of pre-cursor steroid compounds.

Nasdaq National Market Listing

in August 2003, Forbes’ securities were refisted on the Nasdaq National Market from the Nasdaq SmallCap
Market after Forbes satisfied the Nasdaq National Market eligibifity requirements.

Laboratory Facilities Sub-lease

in October 2003, Forbes entered into a series of agreements with Cavendish Analytical Laboratory Limited
("Cavendish") of Vancouver, British Columbia, for the fease from Forbes by Cavendish of certain equipment
and the sublease by Cavendish of most of the Company’s laboratory facilities at UBC and to conduct certain
research activities for Forbes. Cavendish also purchased certain laboratory equipment from Forbes (see
“Research and development”, below).

SUBSEQUENT EVENTS
2004 Private Placement Financing

In January 2004, Forbes completed a private placement of units to raise US$10.75 million (Cdn$13.7 million),
resulting in the issuance of 5.375 million Series A Convertible Preferred Shares at a price of US$2.00 per share
(approximately Cdn$2.76 per share, based on then current exchange rates), with 1,612,500 warrants attached.
Each Series A Convertible Preferred Share is convertible at the option of the holder, and under certain
circumstances, at the option of the Company, for no additional consideration into one common share. Each
warrant entitles the holder to purchase ene common share of the Company at US$2.40 for three years from
the date of closing, and may be exercised on a cashless basis at the option of the helder. The Company also

21 Forbes Medi-Tech, Inc.
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Forbes, to date, has focused on the research, development and commercialization of its phytosterol-based
businesses and has incurred annual operating losses since its inception. The Company expects to continue
incurring operational losses until the earnings from commercialization of one or more of its products exceed
the costs of research and development, manufacturing, administration and other expenses. At December 31,
2003, the Company's accumulated deficit was $56.4 million (2002 - $55.4 million).

Fiscal 2002 compared to the five-month fiscal period ended December 31, 2001 and Fiscal July 2001

In the year ended July 31, 2001, the Company wrote down the carying value of its Amqui sterol manufac-
turing pilot plant in Quebec by $2.7 million to $3.0 million.

In the five-month fiscal period ended December 31, 2001, the Company took a further write-down of $1.3
million to reflect the anticipated sale price of the Amqui facility. On August 9, 2002, the Amgui pilot facility
was sold to a third party for a total of $1.6 milion. Upon closing, Forbes received proceeds of $0.4 million.
The balance of $1.2 million remains payable in installments of $0.35 million plus interest paid in May 9, 2003,
and a further $0.85 miliion divided into eighty-four monthly installments beginning September 2002 and end-
ing August 2009.

During 2002, the Company recorded a net loss of $4.1 million (30.19 per common shares) compared with a
net loss of $6.4 million ($0.30 per common share) for the five-month fiscal period ended December 31, 2001
and a net loss $19.7 million ($0.93 per common share) for the fiscal year ended July 31, 2001.

Stack based compensation expense of $0.02 million contributed to the net loss for the year ended December
31, 2002 (5-month fiscal period ended December 31, 2001 and fiscal year ended July 31, 2001 - Nif).

At December 31, 2002 the Company's accumulated deficit was $55.4 million (5-month fiscal period ended
December 31, 2001 - $51.3 million; fiscal year ended December 31, 2001 - $44.8 million).

REVENUES
Summary: (millions of dollars except per share values)
Five mos
Year ended  Year ended ended Year ended
Dec 31 Dec 31 Dec 31 July 31
2003 2002 2001 2001
Phytostero! sales $ 139 § 69 $ 28§ 31
Licensing 02 09 09 21
Phytosterol revenues $ 141 3 8 3 371 3 58
Interest and other 0.2 0.2 0.2 21
Total revenues $ 143 § 80 § 39 3§ 19

Fiscal 2003 compared to Fiscal 2002

Total revenues reported by Forbes, including interest income, for the fiscal year ended December 31, 2003
totaled $14.3 million compared with $8.0 million for the fiscal year ended December 31, 2002,

Phytosterol revenues include direct sales of phytosterol products (branded - Reduco™ and non-branded
- Phyto-S-Sterols) during the period and amortization of previously received license fees in accordance with
the Company's revenue recognition pelicies. Phytostero! revenues for the year ended December 31, 2003
totaled $14.1 million compared with $7.8 million for the year ended December 31, 2002

Phytesterol sales for fiscal 2003 were $13.9 million compared with $6.9 million for fiscal 2002. In the year
ended December 31, 2003, the butk of the Company’s revenues was eared from sales to two main customers.
The significant increase in sales for the year ended December 31, 2003 is primarily as a result of the
Company's share of sales of non-branded sterols from the Phyto-Source joint venture under a major supply
agreement secured in September of 2002 (see Company news releases dated September 19, 2002 and
January 15, 2003). Shipments under. this two-year agreement commenced in January of 2003. The agree-
ment, when completed in late 2004, is expected to generate a total of US$40 million in sales to Phyto-Source,
the 50% joint venture portion of which is incorporated in the Company’s consolidated financial statements.

In 2003, the Company extended its supply and licensing contract for up to three years with Pharmavite for
the continued sale of Reducol™. An amount of US$0.3 (Cdn$0.45) million advanced as an upfront ficensing
fee is being amortized over the life of the agreement. The contract calls for an undisclosed amount of
Reduco!™ to be purchased each year to maintain Pharmavite's exclusive rights to the mass-market distribu-
tion channel in the United States.

The Company is in negotiation with potential customers internationally to expand its customer base.

Fiscal 2002 compared to the five-month fiscal period ended December 31 2001
and Fiscal July 2001

Total revenues reported by Forbes, including interest income, for the fiscal year ended December 31, 2002
totaled $8.0 million compared with $3.9 million for the five menths ended December 31, 2001 and $79
million for the year ended July 31, 2001.

Phytosterol revenues for the year ended December 31, 2002 totaled $78 milfion compared with $3.7
million for the five-month fiscal period ended December 31, 2001, and $5.8 million for the fiscal year ended
July 31, 2001. Phytosterot revenues include direct sales of phytosteral products during the period and amor-
tization of previously received ficense fees in accordance with the Company's revenue recognition policies.

Phytosterol sales for fiscal 2002 were $6.9 million compared with $2.8 million for the five months ended
December 31, 2001, and $3.7 million for fiscal, 2001. In 2002, the bulk of the Company's revenues was earned
from sales to two main customers. The increase in sales for the year ended December 31, 2002 and the five-
month period ended December 31, 2001 is primarily as a result of the Company's share of sales of non-brand-
ed sterols from the Phyto-Source joint venture. Sales of Forbes Phytro™ product (consumer branded as

23 Forbes Medi-Tech, Inc.
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Fiscal 2002 did not represent a year of fult commercial production and included additional costs of plant
upscaling including production method adjustment costs. Also included in fiscal 2002 was an amount of
approximately $0.8 million of upscaling costs for the Company's development of the fine chemical AD/ADD
(the AD/ADD technology was subsequently sold in 2003, see “Divestiture of Technology” under 2003
Highiights, above). In the five-month fiscal period ended December 31, 2001 and the year ended July 31, 2001,
significant inventory valuation adjustments were included in the Cost of Sales figure relating to start-up and
development costs for both the sterols and fine chemicals businesses.

Research and development The Company's net R&D expenses for the year ended December 31, 2002,
totaled $3.2 million compared with $2.1 million for the five months ended December 31, 2001, and $7.1 mil-
lion for the year ended July 31, 2001.

RED expenditures for the fiscal year ended July 31, 2001 and the five-month fiscal period ended December
31, 2001 included the operating costs of the Company’s taboratory facilities at UBC. Since mid-2002, non-core
research, not directly related to the Company’s new and more focused R&D project pipeline, has been sus-
pended reducing overall R&D expenditures.

In December of 2002 the Company wrote down a net book balance of $1.1 million in laboratory assets includ-
ing an amount of $0.7 million for leasehold improvements. Also in 2002, laboratory equipment valued at $0.2
million has been transferred to UBC as payment in kind for future research services. $0.16 million of the pay-
ment in kind was utilized for research work and expensed in 2003.

General and administrative G&A expenses for fiscal year 2002 totaled $4.3 million compared with $2.1
million for the five-month fiscal period ended December 2001 and $7.0 million in fiscal year ended July 31,
2001. In 2002 G&A showed an overall reduction from the five-month fiscal period ended December 31, 2001
and fiscal 2001 primarily attributable to downsized operations including the reduction in staff levels, resulting
in lower personnel costs and refated expenses. By type of costs incurred, G&A for 2002 consists of profes-
sional services - $1.3 million (5-month fiscal period ended December 31, 2001 - $0.5 million; fiscal year ended
December 31, 2001 - $1.6 million), salaries and benefits - $0.7 million {5-month fiscat period ended December
31, 2001 - $0.8 million; fiscal year ended December 31, 2001 - $2.9 million); travel - $0.2 million {5-month
fiscal period ended December 31, 2001 - $0.1 million; fiscal year ended December 31, 2001 - $0.3 million);
occupancy costs - $0.4 million (5-month fiscal period ended December 31, 2001 - $0.2 million; fiscat year
ended December 31, 2001 - $0.7 million); and operations - $1.7 million (5-month fiscal period ended
December 31, 2001 - $0.5 million; fiscal year ended December 31, 2001 - $1.5 million). In 2002, cost cutting
measures were implemented and some wages were deferred and repaid in 2003. Wages in 2002 included a
net reduction of tenure allowance liability of approximately $0.2 million. An additional component of G&A is
an amount for stock based compensation expense recorded in 2002 of $0.02 million (5-month fiscal period
ended December 31, 2001 and fiscal year ended December 31, 2001 - Nil).

Depreciation and amortization ("Amortization") Amortization expense for 2002 relates to the amortiza-
tion of equipment and intangible assets acquired upon the formation of the Phyto-Source joint venture. For
the five months ended December 31, 2001 Amortization relates mainly to the depreciation of laboratory equip-
ment and leasehold improvements for the laboratory space at UBC. In Fiscal 2001, Amortization refates large-
ly to the depreciation of assets at the Company's Amqui pilot plant facility. For the year ended December 31,

Amortization totaled $2.3 million compared with $0.9 for the five-month period ended December 31, 2001 and
$1.1 for the year ended July 31, 2001. For the year ended December 31, 2002 of the total $2.3 million
{6-month fiscal period ended December 31, 2001 - $0.9 million; fisca) year ended December 31, 2001 - $1.1
million) of Amortization, $1.0 million (5-month fiscat period ended December 31, 2001 - $0.4 million; fiscal
year ended December 31, 2001 - $0.07 million) pertains to depreciation of assets and $1.3 miflion (5-month
fiscal period ended December 31, 2001 - $0.5 million; fiscal year ended December 31, 2001 - $1.1 million) to
amortization of the Company's technology ficenses. The Company’s technology is being amortized over ten years.

QUARTERLY FINANCIAL INFORMATION
(millions of $ except per share amounts)

(unaudited)
2003 2002
at 174 X} 04 o Q2 @ 4
Revenues $34 $ 35 $34 $40 $ 24 $27 $13 % 16

Net income (foss) $01 §$ 21 $(14 % (19 $@) $30 $(19 $31)
Net income (loss)
per share $ 000 $ 009 $(006) $(0.08) $(010) $ 014 $ (009 $(0.1)

LIQUIDITY AND CAPITAL RESOURCES

Since inception, the Company has financed its operations and capital expenditures primarily through equity
offerings, sales revenues (2003 and 2002) and, to a lesser extent, license revenues and government grants.

The Company's net cash and short-term investments as of December 31, 2003 totaled $5.8 million, compared
with $0.4 miilion as at December 31, 2002. The Company had working capital of $6.7 million at December 31,
2003 (2002 - working capital deficit $3.5 miliion). The increase in cash and working capital in 2003 was main-
ly due to increased sales revenues, the proceeds of a US$4.8 million financing and the partial US$3.0 million
repayment of a joint venture foan.

Cash used in operating activities was $4.7 million in fiscal 2003, compared to $3.8 million in fiscal 2002, $6.2
million in the five-month fiscal period ended December 31, 2001, and $24.7 million in the fiscal year ended
July 31, 2001. The main increase in cash used for 2003 resulted from the decrease in cursent payables includ-
ing the payment of royalties to Novartis in 2003 (see Note 11 (a) to Censolidated Financial Statements). The
decreases in cash used from the year ended July 31, 2001 to the year ended December 31, 2002 primarily
reflect the decrease in Forbes’ net loss for each year. Net changes in non-cash working capital items used
cash of $3.8 million in 2003 compared with $3.9 million of cash provided in the year 2002, a use of cash of
$1.0 million in the five-month fiscal period ended December 31, 2001, and a use of cash of $6.7 million in the
year ended July 31, 2001, The changes in non-cash working capital items each year mainly reflect the
changes in inventory levels and changes in accounts receivable, accounts payable and accrued liabilities.

25 Forbes Medi-Tech, Inc.
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In preparing the Company’s consclidated financial statements, management is required to make certain esti-
mates, judgments and assumptions that the Company believes are reasonable based on the information avail-
able to the Company at the time that these estimates and assumptions are made. Actual resuits could differ
from the Company's estimates. These estimates and assumptions affect the reported amounts of assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during
the periods presented. Significant estimates are used for, but not fimited to, assessment of the net realizable
value of long-lived assets, accruals for contract manufacturing and research and development agreements,
allocation of costs to manufacturing, taxes and contingencies. The significant accounting policies which the
Company believes are the most critical to assist in fully understanding and evaluating its reported financial
results follow. Note 2 to the consolidated financial statements for the year ended December 31, 2002 should
be read in conjunction with this Management Discussion & Analysis for a more comprehensive outline of the
Company's significant accounting poficies.

Research and Development All research costs are expensed as incurred. Development costs are expensed
in the period incurred unless the Company believes a development project meets stringent criteria for defer-
ral and amortization. No development costs have been deferred to date.

Revenue recognition The Company recognizes revenue from product sales at the time the product is
shipped or upon delivery, which is when title passes to the customer, and when all significant contractual obli-
gations have been satisfied and collection is reasonably assured.

Contract research payments and milestone payments are generally recognized over the life of the technology
license agreement to which they relate, unless the payments clearly have no relationship to potential future
production, royalty, or other related arrangements.

License fees and royalty advances are deferred and amortized over the Iife of the relevant agreements.

Foreign cumency translation The Company's functional and reporting currency is the Canadian dolfar.
Foreign currency denominated transactions are translated into Canadian dollars at the rate of exchange in
effect at the date of the transaction. Monetary assets and liabilities denominated in foreign currencies have
been translated into Canadian dollars at the rates of exchange in effect at the balance sheet date. Any gains
or losses resulting on translation have been included in the determination of income.

Stock-based compensation The Company has a stock-based compensation plan, which is described in
note 10(e) of the consolidated financial statements. Effective January 1, 2002, the Company adopted the new
Recommendations of the CICA Handbook Section 3870, Stock-based Compensation and Other Stock-based
Payments. The Company applies Section 3870 prospectively to all stock-based payments to employees and
non-employees granted on of after January 1, 2002.

The Company accounts for all options granted to employees, including directors, under the settlement method,
whereby no compensation cost is recorded for options granted to employees. Consideration paid by employ-
ees as the exercise of stock options is recorded as share capital. The Company discloses the pro-forma effect
of accounting for these awards to employees under the fair value based method.

The Company accounts for all options granted to non-employees under the fair value based methed. Under
this method, options granted to non-employees are measured at their fair value and are recognized as the
options are eamed and the services are provided.

Impairment of long lived assets Effective January 1, 2002, the Company adopted the new Recommen-
dation of the Canadian Institute of Chartered Accountants Handbook ("CICA Handbook™) Section 3063,
Impairment of Long-Lived Assets. Long-fived assets, such as property, plant and equipment and intangible
assets with finite useful lives, are reviewed for impainment whenever events or changes in circumstances indi-
cate that the canrying value of an asset may not be recoverable. Recoverability of assets to be held and used
is measured by a comparison of the carrying amount of the assets to future undiscounted net cash flows
expected to be generated by the assets. If such assets are considered to be impaired, the impairment to be
recognized is measured by the amount by which the carrying amount of the assets exceeds the fair value of
the assets. Assets to be disposed of are reported at the lower of the camrying amount or fair value fess costs
to sell.

Disclosure of guarantees Effective January 1, 2003, the Company adopted Accounting Guideline 14, Dis-
closure of Guarantees, which requires a quarantor to disclose significant information about quarantees it has
provided, without regard to whether it will have to make any payments under the guarantees and in addition
to the accounting and disclosure requirements of CICA Handbook Section 3290, Contingencies. The Guideline
is generally consistent with disclosure requirements for quarantees in the United States (Financial Accounting
Standards Board ("FASB") Interpretation No. 45) but, unike the FASB's guidance, does not apply to product
warranties and does not encompass recognition and measurement requirements. The Company has evaluat-
ed the impact of adoption of AcG-14 and the disclosures are include in notes 6 and 9 of the consolidated
financial statements.

FORWARD LOOKING STATEMENTS AND RISK FACTORS THAT MAY AFFECT FUTURE RESULTS

This Management Discussion & Analysis contains forward-looking statements about the Company, which are intended to be covered by
the safe harbor for “forward-tooking statements” provided by the United States Private Secuwities Litigation Reform Act of 1995. Any
document that has been filed or will be filed with the Securities and Exchange Commission ("SEC"), the Ontario Secwrities Commission
{the "0SC"), the British Columbia Securities Commission (the "BCSC"), or any stock exchange also may include forward-looking state-
meis. Other written or oral forward-looking statements have been made and may in the future be made, from time to time, by or on
behalf of the Company. Forward-looking statements are statements that are not historical facts, and include financial projections and
estimates and their underlying assumptions; statements regarding plans, ohjectives and expectations with respect to futre sales,
research and development, financings, operations, divestitures, products and services; the impact of regulatory initiatives on the
Company's operations; the Company’s share of new and existing markets; genera! industry and macroeconomic growth rates and the
Company's performance relative to them and statements regarding future performance. Forward-looking statements generally are iden-
tified by the words "expected”, “expects,” "promising”, “anticipates,” “believes,” "intends,” "estimates,” “projecting”, “projects”.
“planned”, "plans”, “goal”, “scheduled”, “pursuing” and similar expressions or variations thereon, or that events or conditions “wil,”
“may,” "could" or "should” occu.

The Company is subject to significant risks and past performance is no guarantee of future performance. The Company cannot predict
all of the risk factors, nor can it assess the impact. if any, of such risk factors en the Company'’s business or the extent to which any
factor, or combination of factors, may cause actual results to differ materially from those projected in any forward-looking statements.
Accordingly, forward-looking statements should not be relied upon as a prediction of actual results. The following offers a brief overview
of some of the risk factors to be considered in refation to the Company's business. This list may not be exhaustive, as the Company
operates in a rapidly changing busiess environment, and new risk factors emerge from time to time:

27 Forbes Medi-Tech, Inc.
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FORBES MEDI-TECH INC.
AUDITORS’ REPORT T0 THE SHAREHOLDERS

Consolidated Financial Statements
(Expressed in thousands of Canadian dollars)

AUDITORS’ REPORT TO THE SHAREHOLDERS

We have audited the consolidated balance sheets of Forbes Medi-Tech Inc. as at December 31, 2003 and 2002
and the consalidated statements of operations and deficit and cash flows for the years ended December 31,
2003 and 2002, the five months ended December 31, 2001, and the year ended July 31, 2001. These finan-
cial statements are the responsibility of the Company's management. Our responsibility is to express an opin-
ion on these financial statements based on our audits.

We conducted our audits in accordance with Canadian generally accepted auditing standards and auditing
standards generally accepted in the United States of America. Those standards require that we plan and per-
form an audit to obtain reasonable assurance whether the financial statements are free of material misstate-
ment. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financia) statements. An audit also includes assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial statement presentation.

In our opinion, these consolidated financial statements present fairly, in all material respects, the financial
position of the Company as at December 31, 2003 and 2002 and the results of its operations and its cash
flows for the years ended December 31, 2003 and 2002, the five months ended December 31, 2001, and the
year ended July 31, 2001 in accordance with Canadian generally accepted accounting principles.

"R AL L

COMMENTS BY AUDITOR FOR U.S. READERS ON CANADA - U.S. REPORTING DIFFERENCE

In the United States, reporting standards for auditors require the addition of an explanatory paragraph (fol-
towing the opinion paragraph) when the financial statements are affected by conditions and events that cast
substantial doubt on the Company’s ability to continue as a going concem, such as those described in Note 1
to the consolidated financial statements. Our report to the shareholders dated March 31, 2004 is expressed in
accordance with Canadian reporting standards which do not permit a reference to such events and conditions
in the auditors' report when these are adequately disclosed in the consolidated financial statements.

MR WL W

Chartered Accountants

Vancouver, Canada
March 31, 2004

Chartered Accountants

Vancouver, Canada
March 31, 2004
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CONSOLIDATED STATEMENTS OF OPERATIONS AND DEFICIT

(Expressed in thousands of Canadian doltars, except per share amounts)
Years ended December 31, 2003 and 2002
Five months ended December 31, 2001 and year ended July 31, 2001

CONSOLIDATED STATEMENTS OF CASH FLOWS
(Expressed in thousands of Canadian dollars)

Years ended December 31, 2003 and 2002

Five months ended December 31, 2001 and year ended July 31, 2001

Five Five
Year ended  Yearended  mos ended Year ended Year ended  Year ended  mos ended Year ended
Dec 31 Dec 31 Dec 31 July 31 Dec 31 Dec 31 Dec 31 July 31
2003 2002 2001 2001 2003 2002 2001 2001
Revenue: Cash provided by (used in):
Sales $ 13903 $ 6852 $ 270 0§ 3132 Operations:
Licensing 208 9 903 2093 Loss for the period $ (1060) $ (41200 $ (6461) $ (19722
Phytosterol revenues wm 1193 3673 5825 Adjustment to reconcile foss
Interest and other 150 187 212 2,036 for the period
14,267 7980 3,885 1861 to cash flow used in operations:
Depreciation and amortization 2,044 2307 955 1.013
Expenses: Amortization of deferred
Cost of sales, marketing license revenues (141) (941) (903) (2,093)
and product development 8,199 1241 3,880 9,679 Gain on settlement of licensing
General and administrative 5,261 4,245 2,126 6,985 arrangements (note T1(a)) - (6,044) - -
Research and development 2,070 3,209 2,083 1131 Gain on divestiture of technology
Depreciation and amortization 2044 2307 955 1,0 (note T1(c)) (2.21) - - -
51 17,008 9,044 24,868 Gain on sale of investment in
joint venture - - (167) -
Gain on settlement of licensing Gain on disposal of fixed assets (38) (32) - -
armangements (note 11(a)) - (6,044) - - Write-down of leaseholds and assets o'l 1,136 - -
Write-down of leaseholds and assets (note TH(b)) - 1,136 - - Write-down of pilot facility - - 1,302 2115
Gain on divestiture of technology (note 11(c)) (2247 - - - Stock-based compensation expense 369 20 - -
Write-down of pilot facility {note 6) - - 1302 2,115 Foreign exchange translation 131 - - -
Loss for the period (1.060) (4,120) (6,461) (19,722) Changes in:
Accounts receivable 759 (106) (1,658) 5
Deficit, beginning of period (55,379) (51,259) (44,798) (25,076) Inventories 43 2463 141 (3,040)
Prepaid expenses and deposits m 804 (86) (695)
Deficit, end of period $ (56439) % (55379) § (51.259) § (44.798) Accounts payable and accrued
fiabilities (2634) 837 (799) (3.061)
Basicand diuted losspershare {note 1) $ (004) $§  (019) $ (030) $ (093 Royalties payable (3,155) - - -
Increase (decrease) in tenure allowance
See accompanying notes to consolidated financial statements. in excess of amounts funded m (233) 104 i
Deferred revenues 42 - - -
Other - 95 - -
(47133) (3814) (6,236) (24,740)
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2. Significant accounting policies
(a) Basis of consolidation:

These consolidated financial statements include the assets, liabilities and operating resuhts of the Company,
its wholly-owned subsidiaries, Forbes Research & Manufacturing Inc., Forbes Medi-Tech Capital Inc,, Forbes
Medi-Tech (USA) Inc., and its 50% joint venture interests in Phyto-Venture LLC ("PhytoVenture”) and Phyto-
Source LP ("Phyto-Source™). The Company accounts for its interests in PhytoVenture and Phyto-Source using
the proportionate consolidation method. Material intercompany balances and transactions have been elimi-
nated in these consolidated financial statements.

(b) Cash and cash equivalents:
Cash and cash equivalents inchide cash and term deposits with ritial maturities of tree manths of less when acquired.
(c) Short-term investments:

Short-term investments consist principally of investment grade commercial paper, bankers' acceptances and
treasury bills with maturities of between three months to one year from the date of purchase and are record-
ed at the lower of cost or market value. The carrying value of the short-term investments approximates their
market value.

(d) Inventories:

Raw materials inventory is valued at the lower of cost and replacement cost. Finished goods and work-in-
process inventories are valued at the lower of cost and net realizable value. Cost is determined using average cost.

(¢) Property, plant and equipment and intangible assets:

Property, plant and equipment are recorded at cost and amortized over their estimated useful lives using the
following methods and annual rates:

Asset Basis Rate
Building and infrastructure Declining-balance 5%
Production equipment Declining-batance 20%
Office equipment Declining-balance 0%
Computer equipment Declining-balance 30%
Computer software Declining-balance 100%
Leasehold improvements Straight-line lease term

Significant property, plant and equipment additions are amortized when placed into use.

Intangible assets, comprised of intellectual properties, are recorded at acquisition cost and are amortized on
a straight-line basis over their estimated useful fives, not exceeding ten years.

() Impairment of long-lived assets and long-lived assets to be disposed of:

Effective January 1, 2002, the Company adopted the new Recommendation of the Canadian Institute of
Chartered Accountants Handbook (“CICA Handbook") Section 3063, /mpairment of Long-Lived Assels. Long-
lived assets, such as property, plant and equipment and intangible assets with finite useful lives, are reviewed
for impairment whenever events or changes in circumstances indicate that the camrying value of an asset may
not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the carry-
ing amount of the assets to future undiscounted net cash flows expected to be generated by the assets. If
such assets are considered to be impaired, the impairment to be recognized is measured by the amount by
which the carrying amount of the assets exceeds the fair value of the assets. Assets to be disposed of are
reported at the lower of the carrying amount or fair value less costs to sell.

(g) Disclosure of guarantees:

Effective January 1, 2003, the Company adopted Accounting Guideline 14, Disclosure of Guarantees, which
fequires a guarantor to disclose significant information about guarantees it has provided, without regard to
whether it will have to make any payments under the quarantees and in addition to the accounting and dis-
closure requirements of CICA Handbook Section 3290, Contingencies. The Guideline is generally consistent
with disclosure requirements for guarantees in the United States {Financial Accounting Standards Board
("FASB") Interpretation No. 45) but, unfike the FASB's guidance, does not apply to product warranties and
does not encompass recognition and measurement requirements. The Company has evaluated the impact of
adoption of AcG-14 and the disclosures are include in notes 6 and 9,

(h) Stock-based compensation plan;

The Company has a stock-based compensation plan, which is described in note 10{e). Effective January 1,
2002, the Company adopted the new Recommendations of the CICA Handbook Section 3870, Stock-based
Compensation and Other Stock-based Payments. The Company applies Section 3870 prospectively to all stock-
based payments to employees and non-employees granted on or after January 1, 2002.

The Company accounts for all options granted to employees, including directors, under the settlement method,
whereby no compensation cost is recorded for options granted to employees. Consideration paid by employ-
ees as the exercise of stock aptions is recorded as share capital. The Company discloses the pro-forma effect
of accounting for these awards to employees under the fair value based method (note 10(g)).

The Company accounts for ali options granted to non-employees under the fair value based method. Under
this method, options granted to non-employees are measured at their fair valie and are recognized as the
options are eamed and the services are provided.

() Research and development:
All research costs are expensed as incurred. Development costs are expensed in the period incurred unless
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3. Accounts receivable:

Accumulated Net book

2003 2002 2002 Cost  amortization value
- i Land $ m 3 - $ 7
Due from Joint venture partner $ } 2847 Building and infrastructure 1785 (10) 1,715
Trade receivables 1818 614 .
. Leasehold improvements 1310 (1.304) 6
Note receivable (note 6) 108 459 . .
Production equipment 10,616 (669) 9947
Taxes recoverable 48 30 off ioment 155 66) 89
Interest and other receivables (note T1(c)) 1340 20 ce equipme (
$ 3314 3 219 Computer equipment 262 (164) 98
- y $ 14145 § (2213 § TR
4. Inventories: 6. Joint ventures:
2003 2002 L . ) L
The Company conducts certain of its businesses through incorporated and unincerporated joint ventures.
Raw materials and supplies $ 387 $ 667 In January 2001 the Company entered into a Formation and Contribution Agreement and on July 7, 2001 for-
Finished goods 121 265 mally entered into a 50-50 joint venture {collectively referred to as the "Agreements") with Chusei (USA) Inc.
$ 508 $ 952 ("Chusei USA") to form Phyto-Source LP ("Phyto-Source"), to construct and operate a dedicated phytostero!
manufacturing facility near Houston, Texas.
5. Property, plant and equipment: Under these Agreements, the Company contributed US$7,100 towards the construction of a phytosterol man-
Accumulated Nt book ufacturing facility and US$1,000 towards working capital. In addition, the Company loaned Phyto-Source
2003 Cost  amortization value US$4,000 for acquisition of technology from Chusei USA and transferred inventory of raw materials and fin-
ished goods priced at US$3,500. As of December 31, 2001, the Company had contributed US$6,750 for con-
Land $ 7 $ ) $ 7 struction and working capital, transferred the inventory and advanced the US$4,000 loan.
Building and infrastructure 1975 (35) 1,940 Further, under these agreements, the Company in some instances, is the selfing party for certain phyto-sterol
Leasehold improvements 82 82 - products from Phyto-Source and will be receiving benefit for undertaking this activity. In addition, Chusei is
Production equipment 10,865 (1,150) 9,715 restricted from separately undertaking sterol selling or manufacturing activities.
MM—,_Q equipment Mww Mwwv N.w In August 2003, the Company was repaid US$3,000 of its criginal US$4,000 loan receivable from Phyto-
mputer equipment ST :Amﬂw ST Source. The payment was made with loan proceeds advanced to Phyto-Source from the Southwest Bank of

Texas ("Southwest Bank™) by way of a US$3,000, three-year term loan at a fixed interest rate of 6%.
Southwest Bank has also set up a US$1,500 revolving fine of credit for Phyto-Source. Forbes Medi-Tech (USA)
Inc. ("Forbes USA™) and Chusei USA jointly and severally guaranteed the full indebtedness of Phyto-Source
to Southwest Bank aggregating up to a principal amount of US$4,500, plus interest and costs, representing
the US$3,000 term loan and US$1,500 revolving line of credit of Phyto-Source (see note 2(g)). The quaran-
tee is for the entire term of the borrowing under the arangements. If Phyto-Seurce defaults on the obliga-
tions, each of Forbes USA and Chusei USA may be called upen to perform under the quarantee. The maxi-
mum amount of undiscounted payments Forbes USA would have to make in the event of default at

35 Forbes Medi-Tech, Inc.
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7. Intangible and other assets (continued):

{a) The tong-term receivable represents the long-term balance of US$$1,000 (2002 - US$2,667) of the amount
due to the Company from the joint venture partner for amounts loaned by the Company to the joint venture
under the Agreements (see note 6). The estimated current portion of nit (2002 - $1,053) has been included
in accounts receivable (see note 3). Interest is charged on the loan equal to prime rates.

(b) In January 2001, the Company acquired certain technology related to the extraction of phytosterols from
tall oil pitch for total consideration of $3,500, consisting of a $2,500 cash payment and the issuance of a
$1,000 convertible debenture. In July 2001, this technology and know-how was licensed on a semi-exclusive
basis to Phyto-Source as part of the formation of the joint venture. This technology is being amortized over
ten years. The cenvertible debenture was repaid in full on December 31, 2003 (see note 9).

(c) As part of the formation of the joint venture, Phyto-Source acquired from Chusei certain technology refat-
ed to the manufacture of phytosterols from tall oil pitch for total consideration of $9,945. This is being amor-
tized over ten years. The Company's proportionate share of this technology of $4,973 is reflected in these con-
solidated financial statements.

(d) As part of its contribution to the joint venture, Chusei assigned to Phyto-Source a supply agreement with
a certain customer, at an agreed value of $3,060. The agreement expired at the end of 2003 and the
Company's propertionate share of $1,530 was fully amortized as at December 31, 2003.

(e) By agreements with the University of British Columbia ("UBC") effective September 15, 195 (as amend-
ed), the Company acquired rights to the preparation and purification of phytosterols from tall oil soap and to
the fermentation of phytosterols to Androstenedione (“AD") and Androstadienedione ("ADD"). Under the two
sets of license agreements, the Company issued a total of 50,000 shares in fiscal 1996 and may issue up to
an additional 50,000 shares after the sale of any products derived from these technologies. In addition, the
Company agreed to pay royalties on gross revenues of 1% to 1.5% except for revenues derived from the MLA
with Novartis (note T1(a)), where the Company agreed to pay 5% of gross margin received by the Company
on direct sales to Novartis and 5% of net sub-licensing fees and royalties received by Forbes from Novartis.
In 2002, the Company terminated the MLA with Novartis, therefore, no further royalties will become payable
in the future in respect of the MLA. Pursuant to the sale of the AD/ADD technology in April, 2003 (see note
Ti(c)), and a Technology Assignment Agreement and Amendment (the "Assignment Agreement") between
the Company and UBC, the Company issued UBC 2,650 common shares and paid US$48 (net of fegal costs).
Under the Assignment Agreement, at December 31, 2003 2 balance of a total of 22,350 common shares and
cash not exceeding US$74.3 remained owing to UBC (see note 19).

8. Accounts payable and accrued liabilities:

2003 2002
Due to joint venture partner (note 6) $ -3 1,067
Trade payables 1939 2,4
Royalties payable - 261
Qther payables 394 665

$ 2333 § 4740

9. long-term debt:

2003 2002
Convertible debenture (note 7(b)) $ - $ 1,000
Promissory note 215 355
Phyto-Source demand loan 1618 553
Capital fease obligations 37 -

1870 1,908
Current portion 196 1691

$ 1.014 $ 21

The convertible debenture was repaid during 2003 (see note 7(b)).

The promissory note refates to the lease of the Company's laboratory facilities, and bears interest at the
Canadian prime rate plus 1.75% calculated semi-annually. The promissory note is repayable in monthly install-
ments of $13. The Company's lease expires in July of 2005. In October 2003, the Company sub-leased approx-
imately 9,000 of the 10,000 square foot [aboratory facility to Cavendish Analytical Laboratories Ltd.
("Cavendish™) (see note TH(f)).

In 2002, the Phyto-Source demand loan consisted of the Company's proporticnate share of a note payable to
the Southwest Bank of Texas in the amount of US$709 repayable in ten equal monthly instaliments of US$70
beginning January 31, 2003. The loan was repaid in full, including all relevant interest charges in 2003. In
August 2003, Southwest Bank advanced loan proceeds to Phyto-Source under a US$3,000, three-year term loan
at a fixed interest rate of 6%. Southwest Bank also established a US$1,500 revolving line of credit for Phyto-
Source. Re-payment of the term loan and any funds drawn on the line of credit are the responsiblity f Phyto-
Source, secured against its assets and quaranteed by Phyto-Source’s joint venture partners, Forbes USA and
Chusei USA (see notes 2(g) and 6). At December 31, 2003, the line of credit had not been utilized by Phyto-
Source and US$2,500 of the term loan (US$1,500 long-term and US$1,000 short-term) remains outstanding,

37 rorbes Medi-Tech, Inc.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(Expressed in thousands of Canadian dollars, except per share amounts}
Years ended December 31, 2003 and 2002
Five months ended December 31, 2001 and year ended July 31, 2001

10. Share capital (continued):

(f) Company's Stock Option Plan as at December 31, 2003 and December 31, 2002, and changes during the
periods then ended:

of five years. The fair value of the 163,000 options granted to non-employees during fiscal 2003 has been esti-
mated at $724 at December 31, 2003 and is being amortized to expense over the applicable vesting periods.
The total expense recorded in 2003 amounted to $369.

The table below presents pro forma net foss and net loss per share using the fair market value method of

2003 2002 . - )
- - accounting for all employee and non-employee stock-based compensation plans. The pro forma adjustments
Weighted Weighted presented below pertain to the options granted to employees since adoption of the new stock-based com-
average average pensation standards on January 1, 2002 as described in note 2(h). The pro forma disclosure does not include
Shares _ exercie price Shares _ exercise pice the effect of awards granted before January 1, 2002.
Outstanding, beginning of year 3642850 $ 319 3441850 $ 490 Reconciliation of pro forma net loss to common shareholders:
Granted 1,469,100 175 1453000 0.96 2003 2002
Exercised (583,000) 125 - -
Forfeited (881,850) 638 (1,252,000) 5.29 Net loss as reported $ (060 $ (4120
Qutstanding, end of year 304200 $ 295 3,642,850 $ 319 Pro forma adjustment (729) 422)
Options exercisable, end of year 2,414,500 2,853,600 Pro forma net loss 3 (1,789) $ (4.542)
Pro forma basic and diluted loss per share 3$ 0 3 0.21)
Stock options outstanding as at December 31, 2003:
Options outstanding Options exercisable - The fair value of the options granted to employees and non-employees in 2003 has been estimated on the
Number Weighted Weighted Number Weighted date of the grant using the Black Scholes option pricing mode! with the folfowing assumptions:
Range of outstanding at  average remaining average exercisable at average
Exercise prices Dec 31,2003  contractual Iife exercise price Dec 31,2003  exercise price 2003 2002
$0.55 - 30.95 622,000 361 $ 079 486,750 $ 083 Expected dividend yield 0% 0%
$1.20 - $2.20 1,015,600 4.25 n 135,000 1.20 Expected volatlity 146% 4%
$2.23 - $285 1,548,500 285 254 1,391,750 2.56 Risk-free interest rate 30% 10%
$345- $360 285,000 225 359 285,000 359 Expected lives 2-5 years 3 years
$300- $490 116,000 0.50 472 116,000 40
3,647,100 327 $ 215 2414500 $ 236

(g) During the year ended December 31, 2003, the Company granted 1,306,100 options to directors, officers
and employees at exercise prices ranging from $0.66 to $2.77 per share. These options had terms of five years
at the date of grant. The weighted average fair value of the options granted to employees in 2003 is $1.52
{2002 - $0.61). In accerdance with the Company’s stated accounting policy (note 2(h)), no compensation cost
is recorded in these financial statements for share options granted to directors, officers and employees.

The Company also granted 163,000 options to non-employees during fiscal 2003 at exercise prices ranging
from $0.66 to $2.23 per share. These options have vesting periods ranging from 1.0 to 2.0 years and terms

(h) Shareholder rights plan:

The Company has adopted a shareholder rights plan (the “Rights Plan”) to protect its shareholders from
unfair, abusive or coercive take-over strategies. Under the Rights Plan, holders of common shares are entitled
to one share purchase right (3 "Right™) for each common share hetd. if any person or group makes a take-
over bid, other than a bid permitted under the plan, or acquires 20% or more of the Company's outstanding
common shares without complying with the Rights Plan, each Right entitles the registered holder thereof to
purchase, in effect, $40 equivalent of common shares at 50% of the prevailing market price.
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and $200 of synthetic chemistry services in each year, with the services being valued at the preferred cus-
tomer rates set out in the agreement. At December 2003, the Company has pre-paid $300 of the first year's
services, and approximately one half of these fees had been utifized by research activities and were expensed
in 2003. The service fees for the second year will be paid at $17 per month. Cavendish, in turm, s paying to
the Company approximately $24 per month until June 28, 2005 to rent certain laboratory equipment and sub-
lease approximately 9,000 of a total of 10,000 square feet of laboratory facilities on the UBC campus. At the
end of the lease term, Cavendish will have the option to purchase the leased equipment for approximately $200.

12. Loss per share:

The basic loss per share figures are calculated using the weighted average number of shares outstanding
during the year of 24,449,696 (2002 - 21,766,440; five month period ended December 31, 2001 - 21,225,189;
year ended July 31, 2001 - 21,171,325).

13. Supplementary information:

15. Concentration of sales:

For the year ended December 31, 2003 and 2002, substantially all of the Company's revenue was generated
from two customers.

16. Income taxes:

The tax effects of temporary differences that give rise to significant components of the future tax assets and
liabilities are presented below:

Five mos
Year ended  Year ended ended Year ended
Dec 31 Dec 31 Dec 31 July 31
2003 2002 2001 2001
Interest paid $ 2% § 28 3 X B 99

Non-cash transactions:
Note receivable acquired on

sale of pilot facility - 1,200 - -
Prepayment of research

costs by transfer of property,

plant and equipment - 201 - -

14. Related party transactions:
During the period, the Company paid or accrued to companies controfied by directors or officers:

Five mos
Year ended  Year ended ended Year ended
Dec 31 Dec 31 Dec 31 July 31
2003 2002 2001 2001
Legal fees and share issue costs $ 31 8 292 § 133§ 468

Consulting 198 m - -
$ 29 % 63 $ 133 $ 468

2003 2002
Non-capital loss carry-forwards $ 6683 $ 6,049
Research and development expenditures deferred for income tax purposes 1,096 1,600
{Excess) deficiency of property, plant and equipment
and intangible assets over tax values (616) 276
Share isste costs 246 348
Other 259 296
Total gross future income tax assets 7668 18,569
Valuation allowance (17,668) (18,569)
Net future income tax assets $ - § -

The operations of the Company and related tax interpretations, regulations and legislation are continually
changing. As 2 result, there are significant estimates required to compute income tax balances. As at
December 31, 2003, the Company has scientific research and experimental development expenditures in the
amount of $31,168 (2002 - $32,584) available for carry-forward indefinitely to reduce future taxable income.
The Company also has approximately $6,692 (2002 - $6,714) of unclaimed investment tax credits expiring
between 2004 to 2012, available to reduce future income taxes otherwise payable. The Company also has non-
capital losses in the amount of $18,828 available to offset future taxable income expiring at varius dates
through to 2010. The future tax benefits of these expenditures, investment tax credits and non-capital losses
have been offset by a valuation allowance. The benefits relating to investment tax credits will be recorded as
a reduction of the related expense or asset in the year the valuation allowance is reduced.

Realization of the related fiture tax asset is dependent on generating sufficient taxable income prior to the
expiration of any loss cary forward balance for tax purposes. Due to the Company's state of development and
operations, the Company has not met the test that it is more likely than not that the future asset will be real-
ized. Accordingly, a valuation allowance has been provided, equal to the net future tax asset. The valuation
allowance is reviewed periodically and when the more likely than not criterion is met, the valuation allowance
will be adjusted accordingly by a credit or charge to earnings in that period.
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(ii) Under United States GAAP, the Company's interest in joint ventures would be accounted for using
the equity method of accounting as opposed to proportionate conselidation. The equity method of

accounting requires the investment in the joint venture to be recorded at cost and adjusted to recognize
the investor's share of the eamings or losses of the investee after the date of acquisition. However, rec-
oncitiation of this difference has been omitted in accordance with SEC rules and regulations.

{d) Supplementary information for U.S. GAAP purposes on stock-based compensation:

For United States GAAP purposes, the Company applies the disclosure provisions of Statement of Financial
Accounting Standards No. 123 ("SFAS 123“), Accounting for Stock-Based Compensation, for stock options
granted to employees. As allowed by SFAS 123, the Company follows the intrinsic value principles of APB
Opinion 25, Accounting for Stock Issued to Employees and Related Interpretations, (APB 25) in measuring
compensation expense for employee options. The application of APB 25 results in no compensation expense
being recognized for stock-based compensation plans for employees in the years ended December 31, 2003
and 2002 because none of the options were granted with an exercise price below market price at the date of grant.

The fair value of each option grant to employees is estimated on the date of the grant using the Black-Scholes
option-pricing model with the following assumptions:

Five mos
Year ended  Year ended ended Year ended
Dec 31 Dec 31 Dec 31 July 31
2003 2002 2001 2001
Expected dividend yield 0% 0% 0% 0%
Expected stock price volatility 146% 4% 90% 80%
Risk-free interest rate 3.00% 3.00% 3.00% 3.00%
Expected life of options 2.0-5.0 yrs 3 yrs 1.6-9 yrs 2-94 yis

The weighted average fair value of the options granted is $1.52 (December 31, 2002 - $0.61; December 2001
- $1.97; Juty 2001 - $2.12). For purposes of pro forma disclosures, the estimated fair value of the aptions is
amortized to expense over the options' vesting period on a straight-line basis. Had recognized compensation
expense for the Company's stock option plan been determined based on the fair value at the grant date for
awards under those plans consistent with the provisions of SFAS 123 and the assumptions set cut above, the
Company's net loss and loss per share under United States GAAP would have been as follows:

Five mos
Year ended  Year ended ended Year ended
Dec 31 Dec 31 Dec 31 July 31
2003 2002 2001 2001
Net loss in accordance with United
States GAAP, as reported $ (1060) $ (3999) $ (6,659) $ (19.821)
Add: Employee stock-based
compensation expense
(recovery), as reported - - - -
Deduct: Employee stock-based
compensation expense determined
under the fair value method (823) (2,307) (1,336) (3,769)
Pro forma net loss $ (1883} 3 (6306) % (7990) $ (23,590)
Pro forma - basic and diluted
net loss per share (0.08) (0.29) {0.38) (1.11)
(e) Recent accounting pronouncements: .

In August 2001, the Financial Accounting Standards Board ("FASB") issued FAS No. 143, Accounting for Asset
Retirement Obligations ("SFAS No. 143"), which requires entities to record the fair value of a liability for an
asset retirement obligation in the period in which it is incurred and a corresponding increase in the camying
amount of the relating fong-lived asset. SFAS No. 143 is effective for fiscal years beginning after June 15, 2002.

In July 2002, the FASB released SFAS 146, Accounting for Costs Associated with Exit or Disposat Activities
("SFAS 146"), which addresses the financing accounting and reporting for costs associated with exit or dis-
posal activities. SFAS No. 146 relates to the recognition of a liability for a cost associated with an exit or dis-
posat activity and requires that a liability be recognized for those costs only when the liability is incurred, that
is, when it meets the definition of a liability under the FASB's conceptual framework. SFAS No. 146 also estab-
lished fair value as the objective for initial measurement of liabilities related to exit or disposal activities. As a
result, SFAS 146 significanty reduces an entity's ability to recognize a liability for future expenses related to
a restructuring. SFAS 146 is effective for exit and disposal activities initiated after December 31, 2002.

In December 2002, the FASB released SFAS No. 148, Accounting for Stock-Based Compensation - Transition
and Disclosure. This statement amends FASB Statement No. 123, “Accounting for Stock-Based
Compensation”, to provide alternative methods of transition for voluntary change to the fair value based
method of accounting for stock-based compensation. In addition, this Statement amends the disclosure
requirements of Statement 123 to require prominent disclosures in both annual and interim financial state-
ments about the method of accounting for stock-based employee compensation and the effect of the method
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Disclaimer

Hot an Offer to Buy or Sell Securities

This Annuai Report 1s not an ofier io seft or a solicitation of an offer to buy secuntizs of Forbes Medi-Tech inc. This Annuai Report has been com-
pited solely for the purpose of providing general everview to the sharehnlders of Forties Medi-Tech inc. and other interested persans ahout the
Company's management and aperations i e last year.

ing Statements

2

This Annual Report contans forward-lonking statements about the Company, which are itended to he covered by the safe harbor for "farward-
{onking statlements™ provided by the United States Private Securities Litigation Reform Act of 1895, Auy document that has been filed or will be filed
with the US. § and Exchange G Canadan Securities Athnini ot any stack exchangs. may alsu inchide forward-lopking
statements. Bther written or oral forward-looking statements have heen made and may in the future he made, fram time to time, by or on behalf
of the Company.

derfo
THY

Forward-lonking statements are statements that are not histarical facts but instead include financial pajections and and their

i t garding plans, obj and ions with 12speci tn the Sompany's futwre business and operations, nchuding its
tesearch, devehpment and commerciafization actvilies, preduets, services, revenue, sales. ami projected sales volumes; the impact of government
regulation ont the Company's opsrations; the Company's share of new and existing markets; general industry and mactoeconamin rowih rates and

the Company’s performance relative to them and stat narding future perf and other inf ion in fuiurs perieds. Forward-logk-

"o "ow

ing statements are frequently, but nnt always, identified by wards such as “tomarraw”, "move towacd”, "fuiure”, “plan”. "next year”, "further
expansion”, "prowing”, "ahead”. "spportunity”, “targeting”, "projected”, "development”, "goal”, “anticipates, "shiective”, “potential”, "fos-
ward”, "looking to”, g ontinue”, "intends”, "expected”, “expects”, "promisi i

variations thereon, or that events or conditions "will”, “may", “could" er “should" occur.

. "belipves”, ", and similar exp o

Farward-looking statements are stalemenis about the futire and are inherently unckrtain, and actuat achievemenms of the Company and piler results
and occurrences may differ materiafly from thase reflecied in the forward-losking statements due to a variety of tisks, uncertainties and other fac-
tars, including, without limitation:

wncertainty as to whether FM-VP4 will he further developed and marketed successfully as a drug or af all;

uncertainty as to the tining, design. duration, size and outcome of arlditional clinical trials, if any, or whether the mext trial, if held, witl be 2
4.8 Phase il or will be anather type of trial or canied out in another venue, or both;

the Fact that results fram preslinical studies znd prefiminary clivical trials oy nat be predictive of resulls obtaingd in farger chinical wrials and
that the results from any future trisl may aot achieve those expested or anticipated:

clinical tial risks sueh as unexpected adverse effects and compliance issues;

the need for reguiatory approvals, including without fimitation, approval from the U.S, Food and Druy Administration, prior io undertaking
additional trials and prior to marketing 2 final pharmaceutical preduct, which approvals may net be obtained on acceptable terms or at ali

the fact that the Company will bhe required to underiake addiionat toxicology studies on FR-VP4 before it will be able to preceed to Jarger
elinical irials and these can be no asswrance segarding the timing or outcome of such studies and whether the results of such stuties will enalile
the Company 1o procesd with the larger trials as a resuft:

the need to secure new contracts and new sirategic relationships, which is not assured;

unceriainty as to whether (e Phyta-Suurce plant will remain the world’s targest of its kimd:

manufaciuring risks and the need (o manufacture 1o requiatory standards:

partnership/strategic aliance risks and in particular, the need for continued cooperation and performance by the Company's joint venture
partnay, Chusei:

the need for performance by the Phyto-Source manufacturing facitity and the tack of altesnative manufacturing facilities for Reducal and
Phyto-3-Steals:

uncertainty as to availability of raw materials on acceptahle terms or at aif:

the Company's dep by its buyers and fivensees and its need for additional buyers and

licensees;

o g lew its need for perf

uncertainty as to future volumes of sterol revenues and sales and the Company’s ability to generate projected sales volumes and product prices:
the risk of technical ohsolescence:

the need for reguiatory anprovals related 1o sales of, and lahiefling and health claims tor, Reducol™, Phyta-S Sterols and atiier sterl produsts.
which may be withdiawn or nol be obtained in a timely inattes or at all;

intellectual property risks, including uncertainly as to the Company's ability o adenuately protect and/or oblain and enforce patents and trade
tmarks, and the risk of claims by third parties of patent, tradewark or other 1P infringement:

uncertainty as 16 the size ang existence of 2 market apportunity for, and marke! acceptance of, the Company's products
the effect of competition:

produei hiaifity risks. inchding the nisk of unknown adverse side effeets:

the possibility that the Company will pursue arditional development projects or other business oppariunities.

the Company's need for additional future capital, which may not be available in 2 timely manne: or at all:

exchange rate fluctuations,

environmental and pofitical risks:

government segulation:

the Company's refiance on key personned;

and other faciors that are discussed o identified in the Management Discussion and Analysis section of this Annual Report under the heading.
“Forward Looking Slatements and Risk Factors That May Affect Future Results”, as well as in the Company's other public filings, including its lat-
est Annual Infarmation Form / Form 40-F, any of which could cause actual resulis to vary materially fiom current results or the Company's antici-
pated fulure results.

Forward-looking statzments are hased o the bediels, epinions and cxpectativns of the Company's managemen] a1 the lime they are mate, and fr
the reasons set jorth abiove, invesines should not place undue reliance on forvand-looking statements. Further. the Campany does nat assume any
obfigation 1o upitate its forward-looking statements it thase heliefs, opinions, o 1 o oihier sheatd change.
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