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FINANCIAL HIGHLIGHTS

Revenues

Operating income

Netincome

Income

Weight

99313000
3,531,000

Total Assets

Cashiand Short=term Investments

Long-term Debt

Stockholders

INCOME PER DILUTED SHARE REVENUES in MILLIONS OPERATING INCOME in MILLIONS

7.82
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ayThesedre non-CAAP financial resulis: aA/\P operating income was $20,195,000, GAAP net income was $14.006,000 and
GAAR incorre per dituted share was $7.06 (see page 35 forretonciliationof these amcm(wta)




DEAR STOCKHOLDER,

Atrion thrived in 2008 despite an unprecedented worldwide credit crisis. Earnings
per share grew in excess of 15% for the tenth consecutive year. Revenues and net
income reached new highs. Cash and short-term investments increased five-fold,
and we finished yet another year without any debt. Atrion performed well in the
face of adversity because we never let the pursuit of opportunity interfere with our
focus on potential risks and how to manage ahead of them.

A Review of 2008

Revenues grew to $96 million, and gross margins increased to a record 44%,

as we continued to focus on our patented products. The largest source of 2008
revenues came from Fluid Delivery products at 34%, followed by Cardiovascular
at 30%, Ophthalmology at 16%, and Other Products at 20%. Included in this latter
category are valves used in industrial, military, and marine applications. Diluted
earnings per share reached $7.82, an increase of 17% over the $6.71 adjusted
earnings per share recorded in 2007. Consistent with prior guidance, this com-
parison excludes from the 2007 earnings per share a special net benefit of $.35
per share attributable to a favorable dispute settlement in 2007 that was partially
offset by certain initial costs relating to the termination of our defined benefit
pension plans.

What we can state with certainty, is that we will not waiver
in our commitment to remain ahead of the curve.
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Ahead of the Curve, Focused on Fundamentals

Ten years ago, as a new management team, we set out to revitalize a company in
decline. From the outset, we pursued a strategy focused on sustainable growth.
While some companies received short-lived praise for increasing market share at
the expense of the bottom line, or growing sales by making acquisitions at inflated
multiples, Atrion quietly followed a steady, disciplined, and financially conservative
course. Similarly, many companies joined the rush to higher profits through
offshore production, setting the stage for recalls and major liabilities. in contrast,
Atrion built a new state of the art manufacturing facility in Florida, so we could
maintain stringent quality controls and continuously improve our standards.

We stayed ahead of the curve in other, equally important ways. In 2007, as the stock
market continued its upward march, we thought about the impact a significant
market reversal could have on the assets of our cash balance plan. We terminated



that plan in September 2007, and replaced it with an enhanced 401(k] plan. 2008 REVENUES BY PRODUCT LINE
Had we not taken this action, as of March 10, ?(JUQ, Atrion pu assels would
have plunged 46% compared Lo the value we real

independent study of defined ber lans sponsored

compar it«u showed tha their p L ins went from a 5Ug?‘z: SU

200710 a de»m it of $409 billion at the end of 2008 and
cantadditional funding,

The Year Ahead
IS d etermined to a hwve at least madest growth in 2009 despite severe
IC con dilfOﬁC The challenges ahead of us are numercus, and we do not

mate them. In our dornestic markets, atlindicators reveal a poor Fluid Delivery

economic environment through at least 2010, Healthcare will not be immune Cardiovascular 0%
fro thm@ problems: F.f )D! tals, which ultimately consume most of our products,

el Tnhthalmoloay 9
will f'mit‘r pact of tighter credit r"vko*g lower Medicare reimbursement, Uphthalmology 16%
declining p%u anthropy, an E igher costs for the treatment of an expanding pool of Other %

ninsured patients—all of which may tead some of them to postpone purchases
of capital equipment and defer adoption of new procedures: Similarly, the con-

tinuing decline in consumer discretionary spend mg will affect the small portion of
hat are targeted to the marine industry. Internationally, exports may
also come under ore ult of weak economie
tial appreciation of the L S % lar against most major curren

ce and the recent substan-

o]

(el

cies.

While we will cantinue age these risks, we witl hot waiver in our commit-
ment to remain ahead of the curve in 2009 and the vears ahead We have the
determination and the financial strength to keep developing innovative products
and technologies. We will continue to judiciously invest in talent, technotogy, and
utomation to enhance our rmanufacturing capabilities: Thanks to ‘{h(ﬁ. ncredible
orts of our employees and directors, and the loyalty of our customers and
stockholders, progress not retrenchrment will guide our way f’orvvard.

to.ma

Respectiutly,

Emidts A Pattat—

Ermite A Battat
Chairman and Chief Executive Offic




CONSOLIDATED BALANCE SHEETS
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Accrued lia

Accrued income anc

Total Current Liabilities

orred Credits:

laxes

Stockholders™ Eality:

Cormmon stock, pa

ued 3,420

Additional paid-in capital

Treasury shargs, 1,452 shares in 2008 and 1,509

£

hares in 2007, at cost
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Total Stockholders' Equity

Totat Liabiliies and Stockholde

The accompanying notes are an integral part of the




44

CONSOLIDATED STATEMENTS of INCOME

07 and 2006

For the year ended

or lricorme Taxes

Lot L scontinued Operations, net of tax

Netincome F

TUnUINgG oper

cortinued or

Cexcept per share amounts)

88 540

$

48872

7,448

O
FN3
o
~

10,765

T42 0% 5.73
0.0%
7425 582

706 % 5.43

1,985
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Cash Flows From Operating Activities

Neticome

h provided by oberating activities:

ontinued opera

HONn

DU
current assets (698)
gy

Accounts payable and (1087

i labilities

b proviiiod by continuing operat

ons (Note 4)

by discontinued opera

sh Flows From F%nancéﬂg Activities:

Uineofe

Line ofcradit repayment (29,3‘@ o)

o
1,264

[

s on stock=hased comy

f treasury

k options

Net'change in cash and cash eguivalents

Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year 333
Cash paid for:
Interest(net an) 199
Income taxes 3.272

D;,

(\‘N')R'"?y g notes are an int egre




CONSOLIDATED STATEMENT of CHANGES in
STOCKHOLDERS® E@&E%TY{M@@% COMPREHENSIVE INCOME

or the year ended December 31,2008, 2007 and 2006 (in thousands)

Balances january 1, ?E)Oé 1,834 %342 1,686 % Q3273 % 12,508
Nf\ it
Tax benefit fromexercise of stock 757

b6 6y

3] 7 (3%
(24)

(892
58, net of tax (Notes T and 12)
Balances, December 31, 2006 1,874 342 1,546 (34,403 14,140 897y 91,708
Comporents of cormnprehe
neor
Net inco 14,006
205
209
sl comprehe 406 |
Tax benefit frorm exert 805
of stock options
Stock options and restrictea stock 39 (39
(& 2 (2043
(167463
Adjustment for application 17
of FIN'48 (Y\,ot( ]
Balances, December 31, 2007 1,911 342 1,509 (34,225) 15,790 (486) 184,021
Ne 15,667
Actuarial f !
net of income taxes of $
'\m\ compre
% benefit fmrﬂ exe 1
Crl’ﬂ\@ w
Stock qnmu and res ‘imd fodx 7t (74) 755 1,705

surrendered i option an 17 280

(2,134
1968 % 342 1,452 % (35651 $ 19130 % (833y  $ 117,554

The accornpanying notes are gral part of these statements.

8



NOTES to CONSOLIDATED FINANCIAL STATEMENTS

(1) Summary of Significant Accounting Policies

Atrion Corporation ("Atrion”) and its subsidiaries (collec-
tively, the "Company™) design, develop, manufacture,

sell and distribute products primarily for the medical and
healthcare industry. The Company markets its products
throughout the United States and internationally. The
Company’'s customers include hospitals, distributors,
and other manufacturers. The principal subsidiaries of
Atrion through which these operations are conducted are

Atrion Medical Products, Inc. ("Atrion Medical Products™,

Halkey-Roberts Corporation ("Halkey-Roberts™) and
Quest Medical, Inc. ("Quest Medical”).

Principles of Consolidation

The consolidated financial statements include the
accounts of Atrion and its subsidiaries. All intercompany
transactions and balances have been eliminated in
consolidation.

Estimates

The preparation of financial statements in conformity
with accounting principles generally accepted in the
United States of America requires management to

make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosures of
contingent assets and liabilities at the dates of the
financial statements and the reported amount of rev-
enues and expenses during the reporting periods.

Actual results could differ from those estimates.

Cash and Cash Equivalents

Cash equivatents include cash on hand and in the bank
as well as securities with original maturities of 90 days
or less.

Notes to Consolidated Financial Statements

Trade Receivables

Trade accounts receivable are recorded at the original
sales price to the customer. The Company maintains an
allowance for doubtful accounts to reflect estimated
losses resulting from the failure of customers to make
required payments. On an ongoing basis, the collectibility
of accounts receivable is assessed based upon historical
collection trends, current economic factars and the
assessment of the collectibility of specific accounts. The
Company evaluates the collectibility of specific accounts
and determines when to grant credit to its customers
using a combination of factors, including the age of the
outstanding balances, evaluation of customers’ current
and past financial condition, recent payment history,
current economic environment, and discussions with
appropriate Company personnel and with the customers
directly. Accounts are written off when it is determined
the receivable will not be collected.

Short-term Investments

The Company's short-term investments consist of taxable
high-grade corporate bonds and tax-exempt municipal
bonds. The Company’s investment policy is to seek to
manage these assets to achieve the goal of preserving
principal, maintaining adequate liquidity, and maximizing
returns subject to the above objectives and relevant tax
considerations. The Company follows the provisions of
Statement of Financial Accounting Standards No. 115,
Accounting for Certain Investments in Debt and Equity
Securities. This statement requires companies to classify
their investments as trading, available-for-sale or held-
to-maturity. The Company’s short-term investments are
accounted for as held-to-maturity since the Company has
the positive intent and ability to hold these investments to
maturity. These investments are reported at cost, adjusted
for premiums and discounts that are recognized in
interest income, using the interest method, over the
period to maturity and unrealized gains and losses are
excluded from earnings.

Atrson U o b 9



inventories
Inventories are stated at the lower of cost (including
materials, direct labor and applicable overhead) or
market. Costis uetermmoa by using the Tsrf—:t»m,
e following table details the major compa-
nents of inventory (in thot

P

Do

method. Th

Raw rmateérials

first-out

Work in process
Iy

Fimshed goods

Total inventories , | ! 17,387

Accounts ?ayah{sa
The Corapany reflects disbursements as trade accounts
payable until suchtime as payments are presented

dishursements ‘tm‘a{inq approximately $608,000 and
$744,000, respectively had not been presented for
payment to the bank,

income Taxes

The Company accaunts fordeferred income taxes
utilizing SFAS \i 109 Accounting forincome ]
(SFAS 1097, SFAS 109 requires the ¢ »=:ar,(ﬁ fahility
method, wherehy deferred tax assets and Labilities
mcognszed based on'the tax effects of temporary diffe
ences {statement and the tax bases

etween fh\ fimancial stat
of assets and Uabilities, as measured at current enacted
fax rates, When appropriate the Com pd ny evaluates the
need fora valuation allowance to reduce deferred tax,

Netes to Consolideted F
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Property, Plant and ﬁau'pm&ni

Property, plant and equ, ment is stated at cost and

depreciated Using th ”a;am--iim method over the
estimated useful Uves of the relate - Jres

for repairs and maintenance ¢
The following table re
property, plant and equipm mrt 9? original cost

in thousands):

£

incurred. presents.a summary of

(dotlars

Buildings 30:4U0yrs

Machinery and equipment 3=10Vrs

Total property, plant and

equipment

Depreciation expense of $6,055,000, 5,222 000 and
685, duu was recorded for the yes [
*iﬁ 2008, 2007 and 2006, respectively.
recorded in aither cost of
esbased

C)Xp(x{\( NN c

§

onthe 5;5500&&@@ assets’

operating

Usage.

uction of a new

Capitalized interest related to the consir
{1 of $325.8239 wa

facility at Halkey-Roberts |
orded gurmg 2006,

in the amount

Patents and Licenses
Costs for ;awm“ and licenses acquir

isition dd te. Pater ;15 and i 5 are armortized
ndividual patents and

{n enses, v\/hz«:h are from 710 19 years, Patents and
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thAQL

ses are reviewed fo
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amount of the asset may n
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par‘\;? as identified three reporting

twill was Fécorded fn‘ purposes of
mpairment annually: (1) Atrion Medical

ey Robemg and (3) Quest Medical.
amount for goodwi l ineach of the three
2007 and 2006 was

of tang

}'5

occurred. The Cor
units where goo
testing goodwill
Products, (2) Hal
The carrying
vf‘ rsended December 31, 2008, 7
$9,730,000,

(J/"

Mot

Current Accrued Uabiiit%es
The ttems comprising curre

> alre as

follows (in *?wuwmm,

J

Ateri f‘d y\ ayroll and related

Accrued profes it

Other acerued tish
Total
Revenues

The Company recogniz
hipped to its customers, pr“rwi“‘m an arrang omnri
ists, the fee is fixed and determinable
reasonably LTis |

pass to the custormer upe
sent gross sales invoiced to custorners
related charges, including <3:$is‘:oa,sr‘,{s‘
allowa Revent
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ave been insignificant historically
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owhership
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t Costs

ts relating to the

Resgarch and Qwe{opmeﬁ
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nd improvements of existing
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Advertising

Advertising production costs

Media for print placement costs are Np@m ed |
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Stock-Based Compensation

The Company has stock-based compensation plans
covering certain of its officers, directors and key employ-
ees. As explained in detail in Note 9, the Company
accounts for stock-based compensation utilizing the fair
value recognition provisions of SFAS No. 123 (revised
2004), Share-Based Payment ("SFAS 123R").

Pension Plan

Pension plan benefits are expensed as applicable
employees earn benefits. The recognition of expenses
is significantly impacted by estimates made by manage-
ment such as discount rates used to value certain
liabilities and expected return on assets. The Company
uses third-party specialists to assist management in
appropriately measuring the expense associated with
pension plan benefits.

On December 31, 2006, the Company adopted SFAS No.
158, Employers’ Accounting for Defined Benefit Pension
and Other Postretirement Plans, an amendment of FASB
Statements No. 87, 88, 106 and 132(R)("SFAS 1587). As
is further described in Note 12, the funded status of the
Company's pension plan is recorded as a non-current
asset and all unrecognized losses, net of tax, are
recorded as accumulated other comprehensive loss
within stockholders™ equity. As required by SFAS 158,
results for prior periods were not restated.

Comprehensive Income

Comprehensive income includes net income plus other
comprehensive income, which for the Company consists
of the amortization of unrecognized pension gains, and
recognition of gains as a result of pension plan curtail-
ment and settlement transactions.

New Accounting Pronouncements

In September 2006, the FASB issued SFAS No. 157, Fair
Value Measurements ("SFAS 157"). SFAS 157 defines fair
value, establishes a framework for measuring fair value
and expands fair value measurement disclosures. In
February 2008, the FASB issued FASB Staff Position
('FSP™) FAS 157-2, Effective Date of FASB Statement
No. 157 ('FSP FAS 157-2"). The FSP defers the effective
date of SFAS 157 to fiscal years beginning after Novem-
ber 15, 2008 for nonfinancial assets and nonfinancial
liabilities except for items that are recognized or dis-
closed at fair value on a recurring basis at least annually
and amends the scope of SFAS 157. The Company
adopted SFAS 157 in 2008 except for those items specifi-
cally deferred under FSP FAS 157-2. The Company is
currently evaluating the impact of the full adoption of

12 Atrion 2008 Annual Report

SFAS 157 on its consolidated financial statements. The
Company believes that SFAS 157 will not have a material
impact on its consolidated financial statements upon
adoption.

In December 2007, the FASB issued SFAS No. 141(R),
Business Combinations ("SFAS 141R"). SFAS 141R
amends accounting and reporting standards associated
with business combinations and requires the acquiring
entity to recognize the assets acquired, liabilities
assumed and noncontrolling interests in the acquired
entity at the date of acquisition at their fair values. In
addition, SFAS 141R requires that direct costs associated
with an acquisition be expensed as incurred and sets
forth various other changes in accounting and reporting
related to business combinations. SFAS 141R applies
prospectively to business combinations for which the
acquisition date is on or after the beginning of the first
annual reporting period beginning on or after December
15, 2008. An entity may not apply SFAS 141R before that
date. The Company will apply SFAS 141R to any acquisi-
tion after the date of adoption.

In April 2008, the FASB issued FSP FAS 142-3, Determi-
nation of the Useful Life of Intangible Assets ("FSP FAS
142-3"), to provide guidance for determining the useful
life of recognized intangible assets and to improve
consistency between the period of expected cash flows
used to measure the fair value of a recognized intangible
asset and the useful life of the intangible asset as
determined under FASB Statement 142, Goodwill and
Other Intangible Assets ("FAS 142"). The FSP requires
that an entity consider its own historical experience in
renewing or extending similar arrangements. However,
the entity must adjust that experience based on entity-
specific factors under FAS 142, FSP FAS 142-3 is effective
for fiscal years and interim periods that begin after
November 15, 2008. The Company intends to adopt

FSP FAS 142-3 effective January 1, 2009 and to apply its
provisions prospectively to recognized intangible assets
acquired after that date.

From time to time, new accounting pronouncements
applicable to the Company are issued by the FASB or
other standards setting bodies, which the Company will
adopt as of the specified effective date. Unless otherwise
discussed, the Company believes the impact of recently
issued standards that are not yet effective will not have a
material impact on its consolidated financial statements
upon adoption.

Notes to Consolidated Financial Statements



Fair Value Measurements

On January 1, 2008, the Company adopted SFAS 157 as it
pertains to its financial assets and liabilities. SFAS 157
applies both to items recognized and reported at fair
value in the financial statements and to items disclosed
at fair value in the notes to the financial statements.
SFAS 157 applies whenever other standards require or
permit assets and liabilities to be measured at fair value,
but does not expand the use of fair value to any new
circumstances. As a result, the Company was not
required to recognize any new assets or liabilities at fair
value at adoption.

SFAS 157 establishes a three-tier fair value hierarchy,
which prioritizes the inputs used in measuring fair value.
These tiers include: Level 1, defined as observable inputs
such as quoted prices in active markets; Level 2, defined
as inputs other than guoted prices in active markets that
are either directly or indirectly observable; and Level 3,
defined as unobservable inputs in which little or no
market data exists, therefore requiring an entity to
develop its own assumptions.

As of December 31, 2008, the Company held certain
short-term investments that are required to be measured
for disclosure purposes at fair value on a recurring basis.
These short-term investments are considered Level 2
assets as defined by SFAS 157. The fair value of the
Company’'s short-term investments is estimated using
recently executed transactions and market price
guotations. At December 31, 2008 the fair value of

the Company’s short-term investments approximates

the carrying value of the investments (see Note 2).

The carrying values of the Company’s other financial
instruments including cash and cash equivalents,
accounts receivable, accounts payable, accrued liabilities,
and accrued income and other taxes approximate fair
value due to their liquid and short-term nature.

Concentration of Credit Risk

Financial instruments that potentially subject the Com-
pany to concentrations of credit risk consist primarily
of cash, cash equivalents, short-term investments, and
accounts receivable.

The Company’s cash is held in high credit quality finan-
cial institutions. As of December 31, 2008, $11.8 million
in cash and cash equivalents was maintained in two
separate municipal money market mutual funds, and
$.3 million in cash and cash equivalents was maintained
at two major financial institutions in the United States.

Notes to Consolidated Financial Statements

At times, deposits held with financial institutions may
exceed the amount of insurance provided on such
deposits. Generally, these deposits may be redeemed
upon demand and, therefore, bear minimal risk. Effective
October 3, 2008, the Emergency Economic Stabilization
Act of 2008 raised the Federal Deposit Insurance Corpo-
ration deposit coverage limits to $250,000 per owner
from $100,000 per owner. This program is currently
available through December 31, 2009.

Effective September 19, 2008, the U.S. Treasury com-
menced its Temporary Guarantee Program for Money
Market Mutual Funds. This program, which is offered to
all money market mutual funds that are regulated under
Rule 2A-7 of the Investment Company Act of 1940,
guarantees the share price of any publicly offered eligible
money market fund that applies for and pays a fee to
participate in the program. As of December 31, 2008,
$8.5 million of the Company’s cash and cash equivalents
was covered by this program since it was invested, as of
September 19, 2008, in a fund participating in the

U.S. Treasury program. The termination date for this
program is September 18, 2009. At December 31, 2008,
the Company’s uninsured cash and cash equivalents
totaled approximately $3.3 million.

The Company invests a portion of its cash in debt instru-
ments of corporations and municipalities with strong
credit ratings.

For accounts receivable, the Company performs ongoing
credit evaluations of its customers’ financial condition
and generally does not require collateral. The Company
maintains reserves for possible credit losses. As of
December 31, 2008 and 2007, the Company had allow-
ances for doubtful account balances of approximately
$31,000 and $32,000, respectively. The carrying amount
of the receivables approximates their fair value. The
Company’s largest customer accounted for 11.6%, 14.2%
and 9.7% of operating revenues in 2008, 2007 and 2006,
respectively. That same customer accounted for 12.8%,
15.8% and 10.7% of accounts receivable as of December
31. 2008, 2007 and 2006, respectively. No other customer
exceeded 10% of the Company's operating revenues

for the years ended, or accounts receivable as of,
December 31, 2008, 2007 or 2006.

Atrion 2008 Annual Report 13



{21 Short-term Investments
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ized gains and losses, were as 'ﬂiovf as of Df\m nber G
2008 (in thousands):

ents and | es gk,.;sid for
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Wt oor yses are as follows

ents and licenses
u?’ aﬂ{} $318,000

perise Tor each

was is/fg (f‘ s f)
for 2004, Estimated future amortization e
t forth below ending December 31, 15 as

fol &w\u {in t“ usands):

2009 ¢ 89

o i e

2011 § 275
2012 $

{4} Discontinued i}peratmn&

During 2006 the Company reco orded a gain of $165,000
after tax, on the disposal of \i'cc ntinued operations
related to the 1997 sale of its natural gas operations

1 mount is net rf ome tax expense of $85,000.
Under-the terms of the W‘Qf agreament, the’Cormpany
recelved a conti u "t deferred payment o %2“(’ 000 from
the purchaserin April 2006, No addition:
due under this agr mem

rded in 2007 or 2008

no gain reco

{5} Line of Credit

The Company has a revolving credit facility ('Credit
acility™y with a money center b “\L Under the Credit
Facility, the (/oz"“\pf&m/ and f:@"am of its subsidiaries
have a line of credit of $25 million'which is secured by
substantiatly all inventories, equtp{*nem and accounts
y. Interest under the Credit

receivable of the Compan
Facility is assessed at u\,}roay‘ 60-day or 90-day LIBOKR,

s selected by the Company, plus one percent (3.2
percent at December 31, )ﬁb) and is payable monthly.
e (,,, mpany had nooutstanding borrowings under the
Facility at Decer w’)ew 31, 2008 0r 2007. The Credit
Facility expires November 12, 2012 and may be extended
under certain circumstances. At any time during the
he Company may convert &
armounts under the Cr \jf* Facility to a term loan with
a maturity of twe The Company’s ability to borrow
funds under the Fatil ?‘ayi rom time to time e
contingent or meeting certamn covel wuma in the loan
the ratio of

Ny or all butstanding

=

agreerment, the mast réstrictive of which
total debt to earnings before interest, income tax, depfe-

<‘i?f( nand amortization At December 31, 2008, the

{6) Income Taxes
! h(} eims Ccam DHC

ng income tax expense for continding
operations are as fol et

4, /6

Current - State 20 930
4,780 2,935

1,190 A07

25 30

995 % 3,572




Ternporary differences and carrviorwards which have
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{

come tax ac
f December 31, 2008 and 2007

inthousands

)

Deferred tax assets:

Benetit plar

Inventor

Other

'\ ol daferrad t5
otal deferred 1z

Deferred tax tabitities:

Property, plant and equipment

1 Liabilities

J6 amount Tor R&D credit includes $71,022.0
representing the resulis of a review nd documentation
of the Company's R&D tak credits for 2005 and prio

tax returns, This review indicated that the ‘?(,z*:'m’*' was
entitled to higher credits than had been clai

amended returns were filed.

1 and

Areconciliation of the b@qmmmq and ending balances of
he total amounts of gross unrecognized tax benefits
required by FIN 4815 as fotlows (z nthousands):

Gross unrecognized tax-benefitsat January /2007 4959
Increases in tax positions for prior years 52
Increasas in tax positions for current year 179
Lapse in statute of Uimitations 399

Gross unrecognized tax benefits at Decernber:31, 2007 $791

Net deferred tax Lability

Batance Sheet classification

Non~curre
tax lability

e tax expense for continuing opearatic
mount that would be provided by

applying i‘h@ stat ui(‘)r}f federal income Hx rate to prefax
a

ated below (i thousands):

”"“d‘(* {decra

Increases in tax positions for prioy I
Increases in tax posi itions for current year 281
Lapse in statuteof limitations 61)

Gross unrecognized tax benefits at Decerber 31,2008~ $1,022

Az of Decermber 31, 2008 all of the unrecognized tax
benelits, which were <‘;ompmeed of uncertaintax posi-
tions, would impact the effective tax rate if récognized.
Unrecognized tax benefits that are affected by statutes
of Umitation that expire within the next 12 months are
immaterial,

The Company and its subsidiaries are subject to U.S.
federal income tax as vve‘fU as to income tax of multiple
state jurisd T ompany has concluded all U.S,
ederal income tax meatiers for years abro“qh 2003.In
January 2009, the Internal Revenue Service ('[RG
s‘-&xar““i”img certain of the Company's U.S. feder

tax returns for 2007, 7o daw no proposed adjustments
have beern ;ssuek Allmaterial state and local income tax
mallers have been concluded for vears through 2004,

~

T3

[he

ictions,

"y began

alincome

The Companv recognizes interest and penalties, if any,
retated fo un %ogw zed tax benefits in income tax
expense. [he Lability for unrecognized tax uemr{
érzf”wdmi accrued interest of $73,000, $50,000 and
$57,000 at Dmtembw 31,2008, December 31, 2007 and
hmmry ?, 17, respectively. Tax expense for the year
onded Dece r 31, 2008 includes net interest expense

){ $23,000. T expense forthe yeara wﬁ@d December 31
2007 ;;mn,:des net interest benefit of $7,000




{7} ﬁt@ckhaidem" Equity
The

vard of D at various
times authorized repurchases of Company stock ir
open-rmarket or negotiated transactions at such m es

ey

2ctors of the Company has

as management may from time to
made in ?WJS orin
wany repurchased 24,000 shares

share. Asof D *<C'ﬂbc 31 2008,
8 Jurc;hasse of up'to 68,100 addi-

"Jr“d atsuch pr
ime decida ]

CCTIASOS Wers

remained.

tional s ?‘; ares

vidend

guarterly cashd
?amwemig in S@men ber of each of the past

83
to mx;

intended to

his Plan, which is
ockholders inthe eventof a
§"=05Lsae attemptto Jm over the ;,o rmipany. The rights,
m*.y gxercisable and do not have

it the right of the Company’s
substantial discount,
Tevents, shares of
Ay orof an a:q uir%m

comimon stock of the
company involved in a bus
sompany. This plan, which was

expires in August of 2016,

(8] Income Per Share
The fotlowing is the co mp tion for t;(sf‘éc and diluted

income per

Add: Effect of ditutive
secy m es

Weighted average
diluted shares
outstar di‘mg

8,2007 and 2006, weighted average shares of
; mw stock of 7,988, 6,896 and 3,021 were excluded
from the calculation of weighted average basic shares
outst cmmhf‘; incremental shares fro;m nvested
! tock, restricted stock units and deferred stock
1its were included in the calculation of weighted
average diluted shares gutstanding usi wq the treasury
stock method in 2008, 2007 and 2006, Faor the year ended
December 31, 2008, mt 5topure mge Ké 100 share
common stock were | zC% mcivded inthe C()m:‘wufateon
of diluted income pershare hecause their effect would
have been antiditutive:

1
01

[9] Stock Plans

At December 31, 2008, the Cormpany had three stock-

m w‘ compensation plans which are described more fully
forto January 1, 2006, the Cgon’wpany accounted
3 the recognition and measurement
provisions of Accounting Principles Board Opinion No. 25,
Accounting for Stock Issued to Emplo and related
interpretations. No stoc "k»hfat‘a ed mm oyes comper ncmon
cost was reflected innet incorne prior to January 1, 2006

vees,

as all options granted d er those plans had an exercise
-t m U»a r“ramet value of the underlying comrmon

price equ
stock on the date of grant,

Effective January ?(‘Oé, h@ Cornpany adopted the
provisions of SFAS 23R, using the modified-prospective
sition method, &n(ﬁ he i follow are
vased on applying SFAS 123RUnderthis transition
method, (;dm;.wem@miﬂ, expense recognized ncluded

i sefor.all share-based awards
trotyet vested as of, Ja mcs“y 1
{ date fair valu timated inacco
c‘iaz’\(t@ with m@; wmmat provisions of SFAS No. 123,
Accounting for Stock-Based C;Ompensaz‘;a/m

closures that

BIsIaTA
, L(E‘JC‘;,
Spe

e

e

ires that cash flows from the exercise

T*pom sation resulting from
of recognized U“mpo%ah n
henefits) be classi f|€‘(f as financing ca The
Company recorded $1,635,000, $8( bCBDﬂm ,/ 20w ol
such exe benefits as financing cash flows in 2008,
ctively.

37 Stock Incentive Plan provides M
the gran é to Key employess of incentive and nongue
stock options, stock appreciation rights, restricted 5&,(
and performance shares. I addition, under the 1997
tside directors (directors who
re not employe or any subsidiary)
qved automatic annual grants of nonqualified stock
options to purchase 2,000 shares of common stock.

The 7)9 Stock W‘;em:ve} Plan was amended in 2005 to

Stock cantive Plan, ou

of the Company




oplions may be granted
Under the 1997 DiC’CK

Incentive P‘La 624,475 shares, in
SOMIMon stoc Ix Were re
price of s
was required 1o be
of such shares on the

for shares

‘chase

e options
? e market value
purc haseprice
cise of‘ nongualified options
and restricted and perfor shares was fixed by the
Compensation Corrirvities of the Board of Dir
options granted become exercisanle as determined by
the Compensation Committee and expire no later than
10 vears after the date of gr\ant

T

Jjed on

ctors, The

During 2006, th

adoption of the L.,ompanv 5

S approved {the

{wa P

s

which o akzvif"%es ot the grant M' y empioyees and

consuttan wentive and nongualified stock options,
ssirict @d :/wﬂ restricted stock units, deferred stock
units, stock appreciation rights and pes *Ormanc shares.
OV

afmder the 2004 Equity Incentive Plan, 100,000 shares
in the aggregate, of common stock were reserved for

awards. The purchs
exercise of options m
market value of
mwhaf@ pm
fixed by the Compensation Committee of the Board 6
Directors. The options granted bécome exer uaa{i
expire as Q‘M?‘“W“*w d b\, the Compénsation Committee
tione ire no later than 10 years

ST

,/, a non-
sation plan was ':ul

asame ’wded‘ atlows the

ed compen-
y. This plan,

tayee

9]
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el
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f
C
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year, aach particy
witha number /:;f Stoci«' units e q\mt to H'm (‘aff;h fees
We@o* e'by such director divided by the ¢ G pri
the Company's common stock on ithe r“-r:zxi pr@

onvwhich's e Cormy
The stocl
TYE Commaon &
235 etected iﬁ a j

ockon a on r-one hasis at g future
wce by the directorn, but no later

the director

than the Januar

Options outstanding at Jan

dary 1,.2006

Granted in 2006

Exercised in 20064

sk
=

Options outstandirig &
‘ 371, 2008

Granted in 2007

(.)ptioms outstanding at
4
;

Decemb

M@DS

xercisable options at
December 37, 2006

e-options at
‘E T

2007

e optiofis a
December 31, 2008
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All unvested options outstanding at December 31, 2008 are expected to ve
38,417 shares for which options may be granted in the future under the 19 t
formation aboutstock options outstanding at December 31, 2008

stiAg of Decamber 31,2008, there remained
Stock Incentive F ias. 1and the 7 JOé Equity

Incentive Plan. The following table summarizes in

Weighted average eighted average

axercise price exercisable exercise price
$4.88-$14.06 25,000 $ ?5,@6’0 $ 12.82
$22.50-$29.30 12,000 % Zh.98 12,000 $ 25:98
$43.75-%46.00 21,000 % R Y 21,000 % Gh b2
$71.856 25,000 % 71.86 W) 500 $ 71.86
$111.06-$111.50 16,000 % 11116 -
99,000 % 5196 70,500 $ 35.00
The Cor Tipany estimates the fair value of stock options The weighted average grant date fair values of the
granted using the Black-Scholes op%ton«pr cing formula options granted in 2008 and 2006 were $24.31 and
and a single option award approach. None of the Com- $18.07 per share, respectively. The total intrinsic values
pany's }rawm includes performar based or of aptions exarcise i during 2008, 2007 and 2006 were
market-based veﬁztmg conditions. The expected life $7.0 million, $3.0 million and $2.8 million, respectively.
represents the period that the Cor par:y‘sz s’mmk based The total intrinsic values of options outstanding and
awards are e; ngand was deter- options currently exercisable at December 3”5, 2008,
mined based on historical e (o of FJ vlarawards, were $4.4 million-and $4.3 million, respectively.
giving consideration to the cantractual ta. s of the
stock-based awards, vesting schedules and expectations During 2008, the Company made one award of restricted
of future employee behavior. The fairvalue Of stock- stock under the 2006 Equity Incentive Plan. Under the
based payments, funded with options, made subsequent terms of the award and the plan, the restrictions lapse

to January 1, 2006 1s valued using the Black-5choles our-year period. Generally, during the vesting

valuation method with a volatility factor based on the p@ri@d, holders of restricted stock have voting rights
Cornpar ws hif.;i'omai stock trading history. The Company and earn dividends, but the shares may not be sold,

s@ risk-free interest rate using the Black-Scholes assigned, transferred, pledged or otherwise encumbered.
valuation method onthe implied yield cu :@ml available are forfeited on termination of employ-
on U. S Treasury securities with anequivalent term. The ment. Chamg«, inrestricted stock for the years 9“‘5“@

Company bases the dividend yield used in't * e Black- December 31, ZU“ 007 and 2008 were as follows:
Scholes vatuation method on the Company's stack

dividend history
There were no options granted in 2007 The fair val
the opmohf granted in 20 7& and 2006 was estinate
the da‘: of QFQDE U option pr : -
model with the followir xq weighted average as w,mr“mm ns Restricted stock at January 1,2006 =
for 2008 and 2006: Granted in 2006 750000 % 7186
Vested in 2006 =
Restricted stock at December 31,2006 700 % 7186

¥

1.00%
25:00%

Z years

D'v«iin-m yieid

Volatility factor

Vested in 2008

Restricted stock at December 31, 2008

1o Consolidated Financial Staternents
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er 31, 2008 are expect The total intrinsic value
and 2006 was $815,000, $75¢ ;( and $583,000, respec-
’“’,‘385 and 2007 was $161,000 and ‘% 300, respectively.

K awards at December 3
A

frestricted stock ve

were granted to certal > 2006 Equity Incentive Plan. Al
> to shares of stock on a one-for-one m;s when the restrictions lapse, which is
stock x.mii’s; are forfeited o termy mmor of employment. During the vestmg
UM stock units earn dividends as adaﬁti{maé units. Ouring 2007 and 2008, certain outside
ve stoc k its as cc‘)moez’ws}éioz‘: for their »5 as board members, Changes in stock units

Ny

007 and 2008 were as follows:

Unvested stock urits at January 1,21

Granted in 2007 10.010 § 94,03 210 $ 9887
Vested in 2007 = 210 ¢ 9887
10.010 $ 9603
107 ¢ 10097 AL $ 12458
4 - : 8
10117 $ 9609

All unvested restricted s;%;ock U
are expected to vest. No rest

during 2008

cognized compensation cost infermation for the
: Company's various share-based Compensation types
fall outstanding is shown below as of Decemnber 31, 2008:

ath 3]

(8. The total mtmm

stock-units which are not

ember 3

»

2008, incluc *mq 55T stock un wﬁ for the accounts of

side directors, was 1023 Gx CThe total fair value of
directors’ s;t‘@c; lunits vested was 26/45' 000 and $21.000
during 2008 and 2007, respecti i

o As of December 37,
2008, there remained 1,949 stock units wi ich

Loy o
may be

Stock optiong $ 502,080 2.9

awarded in the future to non-employee directors.

=]

‘ted stock 649000 37
460,000 35

ey

v stock options s ba

bOY“’Dt‘”C»@?I nrelated
/

fair value of stock ny)ii( s granted using the B

$ 1:811,000

s option-pricing formulaand a single o
1. Compensat] ;

£

won related to restricted stock and f'he Company has a policy of utilizing existing treasury

shdres to satisty stock option exercises, stock tnit
sions and restricted

conve

rvatue

{10} Revenues From Major Customers

The Company 'wad one majo=" custarner which repre-
sented approximately $11.7 million (1.6 1 'cem}, $12.6
raillion (14.2 percenty and $7.9 million (9.7 percent) of
s r*f‘sm'zt;zmed the Company’s operating revenues during - QO 2007
The total tax and 2006, respectively.

m;smper‘xs;aizogw expense
expense’ inthe amount of §
$116,000, w,sa;dc” wely, for
based compensatio
benefit gnized i the income
based compe
December 31,2008, 2007 and 7004, was $218.000,
$130,000 and $35,000, 1

share
nt from share-
lHon arrangements for the years ended

ectivaly,

o




stry Segment and Geographic Information
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958,000 in 2007

@Vo‘mmd 2.1

Sy
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incidenta i revenues from its O/\/am I
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and $955 OB“B in 2006, Fipeline net ¢
and $2.2 il December 31

o Tana s

tively. Company revenues from se sarties outs
the wmd States'totaled approximat
i 30 D ‘L of the Con
arﬂ ?L
i{;n‘ gutside ‘m@ i

55 hy geographic te
,for 2008, 2007
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18,604 }8,]7'/
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{12) Employee Retirement and Benefit Plans
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{to determine net perio

Actuar
nension coslwere

al as

0

following table summarize
accumulated other comprehensi

Unrecognized net actuarial loss - ¢ Digeo

Rate of compensation

inc

cmsga nNY's €
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During the third quarter of 2007 the Company also termi-
nated and settled its obligations under two nongqualified
retirement plans by making additional contributions of
$280,000 to the trusts for such plans and then distributing
all trust assets to the plan participants. A settlement loss
of $19,000 was recorded in the third guarter of 2007 with
respect to these plans.

The Company sponsors a defined contribution 401(k)
plan for all employees. Each participant may contribute
certain amounts of eligible compensation. The Company
makes a matching contribution to the plan. The Com-
pany’s contributions under this plan were $498,000,
$246,000 and $244,000 in 2008, 2007 and 2006, respec-
tively. The increase in contributions in 2008 is attributable
to an increase in the matching contribution levels for
this plan effective on January 1, 2008 when the defined
benefit pension plan accruals ceased due to the decision
to terminate that plan.

(13) Commitments and Contingencies

From time to time and in the ordinary course of business,
the Company may be subject to various claims, charges
and litigation. In some cases, the claimants may seek
damages, as well as other relief, which, if granted, could
require significant expenditures. The Company accrues
the estimated costs of settlement or damages when a
loss is deemed probable and such costs are estimable,
and accrues for legal costs associated with a loss
contingency when a loss is probable and such amounts
are estimable. Otherwise, these costs are expensed as
incurred. If the estimate of a probable loss or defense
costs is a range and no amount within the range is more
likely, the Company accrues the minimum amount of
the range. As of December 31, 2008, the Company had
accrued $157,000 for legal fees and expenses that it
expected to incur in connection with the litigation or
arbitration of two such matters.

22 Atrion 2008 Annual Report

The Company had an ongoing dispute which was favorably
settled in the third quarter of 2007. The Company recorded
a one-time benefit of $1.4 million, net of expenses, in
operating expenses at that time. This settlement was
amended in December 2008. The amended settlement
agreement provides that the Company may receive
additional annual payments totaling $7.9 million through
2025. The Company has not recorded these future pay-
ments due to the uncertainty of collection.

The Company has arrangements with two of its
executive officers (the "Executives”) pursuant to which
the termination of their employment under certain
circumstances would result in lump sum payments to
the Executives. Termination under such circumstances
at December 31, 2008 could have resulted in payments
aggregating $1.6 million.

During 2005 and 2006, the Company constructed a new
facility in St. Petersburg, Florida for its Halkey-Roberts
operation. The new facility is located approximately four
miles from the leased facility then being used by that
subsidiary. The Company completed the construction of
this new facility and moved the Halkey-Roberts operation
into the new facility during the third quarter of 2006.

The Company terminated its lease for the former Halkey-
Roberts facility which was vacated in October 2006. That
lease was being accounted for as an operating lease, and
the rental expense for the year ended December 31, 2006
was $363,000. There is no future rental commitment
under that lease.

Notes to Consolidated Financial Statements



{14} Quarterly Financial Data (Unaudited)

?/38/@8
12/31/08

3/31/07
6/30/07
9/30/07
12/31/07
8 quartm ended Sep%ember 30,2007 included two The guarterly information presented above refle (:25, in
special items that, when combined, added $1.1 million the opinion of management, all a f ustments |
to cp@ra* ng income, $695,000 to net income, $0.37 to for a fair presentation of the results for the i
tincome per basic share, and $0.35 to net income periods presented.
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REPORT of INDEPENDENT REGISTERED

PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
Atrion Corporation

We have audited the accompanying consolidated balance
sheets of Atrion Corporation as of December 31, 2008
and 2007, and the related consolidated statements of
income, changes in stockholders’ equity and comprehen-
sive income, and cash flows for each of the three years

in the period ended December 31, 2008. Our audits of

the basic consolidated financial statements included the
financial statement schedule (not presented separately
herein) listed in the index appearing under Item 15.
Exhibits and Financial Statement Schedules. These
financial statements and financial statement schedule
are the responsibility of the Company’'s management. Qur
responsibility is to express an opinion on these financial
statements and financial statement schedule based on
our audits.

We conducted our audits in accordance with the standards
of the Public Company Accounting Oversight Board
(United States). Those standards 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. An audit also includes
assessing the accounting principles used and significant
estimates made by management, as well as evaluating
the overall financial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above
present fairly, in all material respects, the financial
position of Atrion Corporation as of December 31, 2008
and 2007, and the results of its operations and its cash
flows for each of the three years in the period ended
December 31, 2008 in conformity with accounting prin-
ciples generally accepted in the United States of America.
Also in our opinion, the related financial statement
schedule, when considered in relation to the basic finan-
cial statements taken as a whole, presents fairly, in all
material aspects, the information set forth therein.

24 Atrion 2008 Annual Report

As discussed in Note 1 to the consolidated financial
statements, effective January 1, 2007, the Company
adopted Financial Accounting Standards Board Interpre-
tation No. 48, Accounting for Uncertainty in Income
Taxes. As discussed in Note 1 to the consolidated finan-
cial statements, effective January 1, 2006 the Company
adopted the provisions of Statement of Financial
Accounting Standards No. 123 (revised 2004), Share-
Based Payment. Also as discussed in Note 1 to the
consolidated financial statements, effective Decem-
ber 31, 2006, the Company adopted the provisions of
Statement of Financial Accounting Standards No. 158,
Employers” Accounting for Defined Benefit Pension and
other Postretirement Plans.

We also have audited, in accordance with the standards of
the Public Company Accounting Oversight Board (United
States), Atrion Corporation’s internal control over financial
reporting as of December 31, 2008, based on criteria
established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO) and our report dated
March 13, 2009 expressed an unqualified opinion.

Crand  Thsendore 227

Grant Thornton LLP
Dallas, Texas
March 13, 2009

Report of Independent Registered Public Accounting Firm



MANAGEMENT'S REPORT on INTERNAL CONTROL
OVER FINANCIAL REPORTING

The Company’s management, including the Chief Execu-
tive Officer and Chief Financial Officer, is responsible for
establishing and maintaining adequate internal control
over financial reporting as defined in Rule 13a-15(f)
under the Securities Exchange Act of 1934, as amended.
The Company’s internal control system is designed to
provide reasonable assurance regarding the reliability

of financial reporting and the preparation of financial
statements for external purposes in accordance with
generally accepted accounting principles. All internal
control systems, no matter how well designed, have
inherent limitations. A system of internal control may
become inadequate over time because of changes in
conditions or deterioration in the degree of compliance
with the policies or procedures. Therefore, even those
systems determined to be effective can provide only
reasonable assurance with respect to financial statement
preparation and presentation.

Management’s Report on Internal Control over Financial Reporting

The Company’s management assessed the effectiveness
of the Company’s internal control over financial reporting
as of December 31, 2008 using the criteria set forth by
the Committee of Sponsoring Organizations of the
Treadway Commission (COSO) in Internal Control-inte-
grated Framework. Based on this assessment, the
Company’s management concluded that, as of December
31, 2008, the Company's internal control over financial
reporting was effective.

Grant Thornton LLP, an independent registered public
accounting firm, has audited the consolidated financial
statements included in this Report and, as part of their
audit, has issued the following attestation report on the
effectiveness of our internal control over financial
reporting.

Atrion 2008 Annuat Report 25



REPORT of INDEPENDENT REGISTERED

PUBLIC ACCOUNTING FIRM

Board of Directors and
Stockholders of Atrion Corporation

We have audited Atrion Corporation’s internal control
over financial reporting as of December 31, 2008, based
on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COS0).
Atrion Corporation’s management is responsible for
maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of
internal control over financial reporting, included in the
accompanying Management’s Report on Internal Control
over Financial Reporting. Our responsibility is to express
an opinion on Atrion Corporation’s internal control over
financial reporting based on our audit.

We conducted our audit in accordance with the standards
of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan
and perform the audit to obtain reasonable assurance
about whether effective internal control over financial
reporting was maintained in all material respects. Our
audit included obtaining an understanding of internal
control over financial reporting, assessing the risk that
a material weakness exists, testing and evaluating the
design and operating effectiveness of internal control
based on the assessed risk, and performing such other
procedures as we considered necessary in the circum-
stances. We believe that our audit provides a reasonable
basis for our opinion.

A company’s internal control over financial reporting is

a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the
preparation of financial statements for external purposes
in accordance with generally accepted accounting
principles. A company’s internal control over financial
reporting includes those policies and procedures that

(1) pertain to the maintenance of records that, in reason-
able detail, accurately and fairly reflect the transactions
and dispositions of the assets of the company; (2) provide
reasonable assurance that transactions are recorded as
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necessary to permit preparation of financial statements
in accordance with generally accepted accounting
principles, and that receipts and expenditures of the
company are being made only in accordance with autho-
rizations of management and directors of the company;
and (3) provide reasonable assurance regarding preven-
tion or timely detection of unauthorized acquisition, use,
or disposition of the company's assets that could have a
material effect on the financial statements.

Because of its inherent timitations, internal control over
financial reporting may not prevent or detect misstate-
ments. Also, projections of any evaluation of effectiveness
to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or
that the degree of compliance with the policies or
procedures may deteriorate.

In our opinion, Atrion Corporation maintained, in all
material respects, effective internal control over financial
reporting as of December 31, 2008, based on criteria
established in Internal Control—Integrated Framework
issued by COSO.

We have also audited, in accordance with the standards
of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of Atrion
Corporation and subsidiaries as of December 31, 2008
and 2007, and the related consolidated statements of
income, changes in stockholders’ equity and comprehen-
sive income, and cash flows for each of the three years in
the period ended December 31, 2008, and our report
dated March 13, 2009, expressed an unqualified opinion
on those financial statements.
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Grant Thornton LLP
Dallas, Texas
March 13, 2009
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The Company’s cost of goods sold was $53.3 million in
2008, compared with $50.8 million in 2007 and $48.6
million in 2006. Increased sales volume, increased
material costs, and increased manufacturing overhead
costs were the primary contributors to the 5 percent
increase in cost of goods sold for 2008 over 2007. The
o percent increase in cost of goods sold for 2007 over
2006 was primarily related to increased sales yolume,
increased material costs and increased manufacturing
overhead costs.

Gross profit in 2008 increased $4.7 million to $42.5 million,
compared with $37.8 million in 2007 and $32.4 million

in 2006. The Company’s gross profit was 44 percent of
revenues in 2008, 43 percent of revenues in 2007 and 40
percent of revenues in 2006. The increase in gross profit
percentage in 2008 from the prior year was primarily due
to improvements in manufacturing efficiencies.

Operating expenses were $19.6 million in 2008, com-
pared with $17.6 million in 2007 and $18.1 million in
2006. The increase in operating expenses in 2008 from
2007 was primarily due to the recordation in 2007 of a
special $1.4 million benefit, net of expenses, related to a
dispute settlement. This benefit was reflected in 2007 as
a decrease in operating expenses. Additionally, increases
in general and administrative ("G&A") expenses and
research and development ("R&D") expenses were
partially offset by decreases in selling ("Selling™)
expenses. In 2008, G&A expenses increased $496,000
primarily related to compensation costs. G&A expenses
consist primarily of salaries and other related expenses
of administrative, executive and financial personnel and
outside professional fees. R&D expenses increased
$191,000 in 2008 as compared to 2007 primarily related
to increased compensation costs and increased outside
services. R&D expenses consist primarily of salaries and
other related expenses of the research and development
personnel as well as costs associated with regulatory
matters. In 2008, Selling expenses decreased $85,000
primarily related to decreased outside services, advertis-
ing and promotional expenses partially offset by
increased travel expenses. Selling expenses consist
primarily of salaries, commissions and other related
expenses for sales and marketing personnel, marketing,
advertising and promational expenses.
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The decrease in operating expenses in 2007 from 2006
was primarily related to the special item described above,
partially offset by increases in selling and general and
administrative expenses. Selling expenses increased
$286,000 in 2007, primarily as a result of increased
outside services, promotion and advertising expenses.
In 2007, G&A expenses increased $592,000, primarily
attributable to a $329,000 charge related to the termina-
tion of certain pension plans, increased compensation
and benefit costs partially offset by lower costs for
outside services.

The Company’s operating income for 2008 was $23.0
million, compared with $20.2 million in 2007 and $14.3
million in 2006. The increase in gross profit partially
offset by the increase in operating expenses was the
major contributor to the 13.9 percent operating income
improvement in 2008. The increase in gross profit and the
decrease in operating expenses described above were
the major contributors to the operating income improve-
ment in 2007.

The Company’s interest income for 2008 was $299,000
compared with $57,000 in 2007 and $91,000 in 2006. The
increase in 2008 was primarily related to the increased
level of investments during 2008.

Interest expense was $10,000 in 2008 compared to
$251,000 in 2007 and $253,000 in 2006. The decrease
in 2008 was primarily the result of reduced borrowing
levels. The decrease in 2007 was primarily related to
lower interest rates and reduced borrowing levels.
Interest of $326,000 was capitalized in 2006 during the
construction of the new facility for Halkey-Roberts.

Income tax expense in 2008 totaled $7.6 million, com-
pared with $6.0 million in 2007 and $3.6 million in 2006.
The effective tax rates for 2008, 2007 and 2006 were 32.7
percent, 30.0 percent and 25.2 percent, respectively.
Benefits from tax incentives for domestic production,
exports and R&D expenditures totaled $896,000 in 2008,
$1.0 million in 2007 and $71.6 million in 2006. Expenses
from changes in uncertain tax positions totaled $218,000
in 2008. Benefits from changes in uncertain tax positions
totaled $168,000 in 2007. The lower effective tax rate in
2006 was primarily a result of a review and documenta-
tion of the Company's R&D tax credits for 2005 and
prior-year tax returns which indicated that the Company

Management'’s Discussion and Analysis of Financial Condition and Results of Operations



was entitled to higher credits than had been claimed.
The Company expects the effective tax rate for 2009
to be approximately 33.0 percent.

Over the past ten years, the Company has achieved
meaningful annual increases in operating revenues,
operating income, net income from continuing operations
and diluted earnings per share from continuing opera-
tions. During this ten-year period, the Company has been
able to achieve this growth even during declines in eco-
nomic activity. The United States and world economies
have recently been deteriorating at an unprecedented
pace. This resulting decline in global demand makes it
difficult to make accurate predictions for 2009 results.
The Company hopes to achieve at least modest growth

in 2009, but is unable to predict at what level.

Discontinued Operations

During 2006, the Company recorded a gain of $165,000
after tax, on the disposal of discontinued operations
related to the 1997 sale of its natural gas operations.
This gain represented $.09 per basic share in 2006 and
$.08 per diluted share in 2006. This amount is net of
income tax expense of $85,000. Under the terms of the
1997 agreement, the Company received a contingent
deferred payment of $250,000, before-tax, from the
purchaser in April 2006. No payments were due under
this agreement after 2006.

Liquidity and Capital Resources

The Company has a $25.0 million revolving credit facility
(the "Credit Facility”) with a money center bank to be
utilized for the funding of operations and for major
capital projects or acquisitions, subject to certain
limitations and restrictions (see Note 5 of Notes to
Consolidated Financial Statements). Borrowings under
the Credit Facility bear interest that is payable monthly
at 30-day, 60-day or 90-day LIBOR, as selected by the
Company, plus one percent. The Company had no out-
standing borrowings under its Credit Facility at
December 31, 2008 or at December 31, 2007. The Credit
Facility, which expires November 12, 2012, and may be
extended under certain circumstances, contains various
restrictive covenants, none of which is expected to impact
the Company’s liquidity or capital resources. At Decem-
ber 31, 2008, the Company was in compliance with all
financial covenants and had $25.0 million available for
borrowing under the Credit Facility. The Company
believes that the bank providing the Credit Facility is
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highly-rated and that the entire $25.0 million under

the Credit Facility is currently available to the Company.
If that bank were unable to provide such funds, the
Company does not expect such inability to impact the
Company'’s ability to fund operations.

At December 31, 2008, the Company had cash and cash
equivalents of $12.1 million compared with $3.5 million
at December 31, 2007. The Company had short-term
investments of $4.7 million at December 31, 2008.

Cash flows from continuing operations of $19.5 million
in 2008 were primarily comprised of net income plus the
net effect of non-cash expenses offset by net changes in
working capital items. Accounts receivable and invento-
ries were the primary contributors to the net change in
working capital items. The change in inventories was
related to increased stocking levels necessary to support
current operations. In addition, in mid-2008 the Company
began a program to purchase critical raw material in
large volumes to hedge against future price increases
and take advantage of volume discounts. Given the
dramatic change in the economics for raw material,
advance purchasing to hedge against price increase was
discontinued in the fall of 2008. The increase in accounts
receivable was primarily related to increased revenues
in 2008 as compared with the same period in 2007.
However, the Company did not experience a significant
change in the number of day's sales outstanding or
inventory turns. Cash provided by operating activities
consisted primarily of net income adjusted for certain
non-cash items and changes in working capital items.
Non-cash items included depreciation and amortization
and deferred income taxes. Working capital items
consisted primarily of accounts receivable, short-term
investments, accounts payable, inventories and other
current assets and other current liabilities.

At December 31, 2008, the Company had working capital
of $42.9 million, including $12.1 million in cash and cash
equivalents and $4.7 million in short-term investments.
The $17.2 million increase in working capital during 2008
was primarily related to increases in cash and cash
equivalents, short-term investments, accounts receivable
and inventories. The increase in cash and short-term
investments was primarily related to amounts generated
from operations. The increase in accounts receivable and
inventory were described above.
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In addition, SFAS 141R requires that direct costs associ-
ated with an acquisition be expensed as incurred and
sets forth various other changes in accounting and
reporting related to business combinations. SFAS 141R
applies prospectively to business combinations for which
the acquisition date is on or after the beginning of the
first annual reporting period beginning on or after
December 15, 2008. An entity may not apply SFAS 141R
before that date. The Company will apply SFAS 141R to
any acquisition after the date of adoption.

In April 2008, the FASB issued FSP FAS 142-3, Determi-
nation of the Useful Life of Intangible Assets ("FSP FAS
142-3"), to provide guidance for determining the useful
life of recognized intangible assets and to improve
consistency between the period of expected cash flows
used to measure the fair value of a recognized intangible
asset and the useful life of the intangible asset as
determined under FASB Statement 142, Goodwill and
Other Intangible Assets ("FAS 142"). The FSP requires
that an entity consider its own historical experience in
renewing or extending similar arrangements. However,
the entity must adjust that experience based on entity-
specific factors under FAS 142. FSP FAS 142-3 is effective
for fiscal years and interim periods that begin after
November 15, 2008. The Company intends to adopt FSP
FAS 142-3 effective January 1, 2009 and to apply its
provisions prospectively to recognized intangible assets
acquired after that date.

From time to time, new accounting pronouncements
applicable to the Company are issued by the FASB or
other standards setting bodies, which the Company will
adopt as of the specified effective date. Unless otherwise
discussed, the Company believes the impact of recently
issued standards that are not yet effective will not have a
material impact on its consolidated financial statements
upon adoption.

Critical Accounting Policies

The discussion and analysis of the Company’s financial
condition and results of operations are based on the
Company’s consolidated financial statements, which have
been prepared in accordance with accounting principles
generally accepted in the United States of America. In the
preparation of these financial statements, the Company
makes estimates and assumptions that affect the
reported amounts of assets, liabilities, revenues and
expenses, and related disclosures of contingent assets
and liabilities. The Company believes the following
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discussion addresses the Company’s most critical
accounting policies and estimates, which are those that
are most important to the portrayal of the Company’s
financial condition and results and require manage-
ment’s most difficult, subjective and complex judgments,
often as a result of the need to make estimates about the
effect of matters that are inherently uncertain. Actual
results could differ significantly from those estimates
under different assumptions and conditions.

During 2008, the Company accrued for legal costs
associated with certain litigation. In making determina-
tions of likely outcomes of litigation matters, the
Company considers the evaluation of legal counsel
knowledgeable about each matter, case law and other
case-specific issues. The Company believes these
accruals are adequate to cover the legal fees and
expenses associated with litigating these matters.
However, the time and cost required to litigate these
matters as well as the outcomes of the proceedings
may vary from what the Company has projected.

The Company maintains an allowance for doubtful
accounts to reflect estimated losses resulting from the
failure of customers to make required payments. On an
ongoing basis, the collectibility of accounts receivable is
assessed based upon historical collection trends, current
economic factors and the assessment of the collectibility
of specific accounts. The Company evaluates the collect-
ibility of specific accounts and determines when to grant
credit to its customers using a combination of factors,
including the age of the outstanding balances, evaluation
of customers’ current and past financial condition, recent
payment history, current economic environment, and
discussions with appropriate Company personnel and
with the customers directly. Accounts are written off
when it is determined the receivable will not be collected.
If circumstances change, the Company’s estimates of
the collectibility of amounts could be changed by a
material amount.

The Company is required to estimate its provision for
income taxes in each of the jurisdictions in which it
operates. This process involves estimating its actual
current tax exposure, including assessing the risks
associated with tax audits, together with assessing
temporary differences resulting from the different
treatment of items for tax and accounting purposes.
These differences result in deferred tax assets and
liabilities, which are included within the balance sheet.
The Company assesses the likelihood that its deferred
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tax assets will be recovered from future taxable income
and to the extent it believes that recovery is more likely
than not, does not establish a valuation allowance. In the
event that actual results differ from these estimates, the
provision for income taxes could be materially impacted.

Pension plan benefits are expensed as applicable
employees earn benefits. The recognition of expenses is
significantly impacted by estimates made by management
such as discount rates used to value certain liabilities and
expected return on assets. The Company uses third-party
specialists to assist management in appropriately mea-
suring the expense associated with pension plan benefits.
In the event that actual results differ from these estimates,
pension plan expenses could be materially impacted.

The Company liquidated all pension plan investments in
September 2007 in conjunction with the decision to
terminate the plan. At December 31, 2008, all remaining
assets were invested in a money-market account. The
Company did not make any contributions to the plan
during 2008, and it believes that no further contributions
to the plan will be required to finalize the plan termina-
tion based upon the plan’s year-end funded status. The
Company estimates that future benefit payments will be
less than $50,000 in 2009 prior to the final payout for the
plan termination which will likely occur in mid- 2009 after
all requlatory approvats are received. The Company
currently projects benefit payments for the final payout to
be approximately $3.7 million. After all plan obligations
are settled, the Company intends to move all remaining
plan assets into its 401(k) plan to offset future contribu-
tions to that plan.

The Company assesses the impairment of its long-lived
identifiable assets, excluding goodwill which is tested for
impairment pursuant to SFAS 142 as explained below,
whenever events or changes in circumstances indicate
that the carrying value may not be recoverable. This review
is based upon projections of anticipated future cash flows.
While the Company believes that its estimates of future
cash flows are reasonable, different assumptions regard-
ing such cash flows or future changes in the Company’s
business plan could materially affect its evaluations. No
such changes are anticipated at this time.

The Company assesses goodwill for impairment pursuant
to SFAS 142 which requires that goodwill be assessed
whenever events or changes in circumstances indicate
that the carrying value may not be recoverable, or, at a
minimum, on an annual basis by applying a fair value test.
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During 2006, 2007 and 2008, none of the Company’s
critical accounting policy estimates required significant
adjustments. The Company did not note any events or
changes in circumstances indicating that the carrying
value of material long-lived assets were not recoverable.

Quantitative and Qualitative Disclosures
About Market Risks

Foreign Exchange Risk

The Company is not exposed to material fluctuations in
currency exchange rates because the payments from the
Company’s international customers are received primar-
ily in United States dollars.

Principal and interest Rate Risk

The Company's cash equivalents and short-term invest-
ments consist of money-market accounts, taxable
high-grade corporate bonds and tax-exempt municipal
bonds. The Company’'s investment policy is to seek to
manage these assets to achieve the goal of preserving
principal, maintaining adequate liquidity at all times, and
maximizing returns subject to established investment
guidelines. In general, the primary exposure to market
risk is interest rate sensitivity. This means that a change
in prevailing interest rates may cause the value of and
the return on the investment to fluctuate.

Recently, there has been concern in the credit markets
regarding the value of a variety of mortgage-backed
securities and the resultant effect on various securities
markets. The Company believes that its cash, cash
equivalents, and short-term investments do not have
significant risk of default or illiquidity. However, the
Company’s cash equivalents and short-term investments
may be subject to adverse changes in market value.

Forward-looking Statements

Statements in this Management’s Discussion and
Analysis and elsewhere in this Annual Report that are
forward-looking are based upon current expectations,
and actual results or future events may differ materially.
Therefore, the inclusion of such forward-looking informa-
tion should not be regarded as a representation by the
Company that the objectives or plans of the Company will
be achieved. Such statements inctude, but are not limited
to, the Company’s expectations regarding its 2009
effective tax rate, 2009 capital expenditures, availability of
equity and debt financing, the Company’s ability to meet
its cash requirements for the foreseeable future, the
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impact of the current economic crisis on the Company’s
capital resources, growth in 2009, making investments
to enhance manufacturing capabilities, and increases

in 2009 in cash, cash equivalents and short-term invest-
ments. Words such as “anticipates,” "believes,”
“intends,” “"expects,” “should” and variations of such
words and similar expressions are intended to identify
such forward-looking statements. Forward-looking
statements contained herein involve numerous risks
and uncertainties, and there are a number of factors
that could cause actual results or future events to differ
materially, including, but not limited to, the following:
changing economic, market and business conditions;
acts of war or terrorism; the effects of governmental
regulation; the impact of competition and new technolo-
gies; slower-than-anticipated introduction of new
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products or implementation of marketing strategies;
implementation of new manufacturing processes or
implementation of new information systems; the Com-
pany's ability to protect its intellectual property; changes
in the prices of raw materials; changes in product mix;
intellectual property and product liability claims and
product recalls; the ability to attract and retain qualified
personnel and the loss of any significant customers. In
addition, assumptions relating to budgeting, marketing,
product development and other management decisions
are subjective in many respects and thus susceptible to
interpretations and periodic review which may cause the
Company to alter its marketing, capital expenditures or
other budgets, which in turn may affect the Company’s
results of operations and financial condition.
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Securities and Exchange Commigsion,
may be obtained by any stockholder
without charge by written

request to:
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ATRION CORPORATION
One Allentown Parkway
Allen, Texas 75002
972.390.9800

www.atrioncorp.com




