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President ond

Chief Executive Officer

Bernhard Hampl, Ph.D.

fe)

Steckholders

Welecome.

| am pleased to report that Eon Labs’ first year as a publicly traded company
was a very successful one. Our record sales of $244.3 million and record
profits of $43.3 million for the year 2002 transiated into earnings per share
of $1.06 on a fully diluted basis. Sales, profits, and earnings per share
represented an increase of 47.6%, 174.0% and 116.3%, respectively, when

compared to 2001, The yeor 2002 marks our fifth consecutive year of double-digit
growth, which was achieved solely through organic, internal growth. As in the prior years,
our excellent 2002 performance was a result of timely introductions of many important
products as they came off patent, lost their exclusivity, or could be otherwise made

available as first time generics.

We successfully launched a number of new, significant products in 2002. They included
Lisinopril tablets {the generic equivalent to Zestril®) and Lisinopril/HCTZ tablets (Zesteric®),
as well as Metformin HCl tablets (Glucophage®), Tramadol HCl tablets (Ultram®) and
Amphetamine Combination tablets {Adderall®). Our ability to compete effectively with the
largest suppliers on these high-volume generics served to establish Eon Labs as one of the
leading generic suppliers in the country. We view it to be our most significant and gratifying

achievement in 2002.

We aftribute our commercial success to several important factors.

First, this success is the result of the aggressive Research and Development program we

have implemented in recent years.

Eon Lobs, inc. 2002 Annual Report 1



1922 Eon Labs founded 1995 Hexal buys 50% of Eon Labs and brings in new management team 1997 Return to profitability

Second, during 2002, we received marketing authorization on 13 more products, which
significantly expanded our product line. It is noteworthy that these approvals were granted
by the Food and Drug Administration, or FDA, approximately 30% more quickly than the
industry average, and that most of the approvals were the first, or among the first, approved
generic. This single factor gave us a considerable advantage over our competitors. Add to

that our manufacturing capacity and our team'’s ability to execute multiple market launches

at the same time, with great efficiency, and it becomes clear how and why we were able

to maximize opportunities in 2002.

During 2002, we

received marketing Finally, to complete last year’s cycle of success, our outstanding sales team expanded the
autherization on Company's presence in all major distribution channels and established Eon Labs as @

13 more products, . : - . .
P valuable and reliable supplier of generic prescription drugs in all major markets. By the

which significantly

end of the year, 21 of Eon Labs’ products held the leadership position in their individual
expanded our

product line. groups, and another 14 products held the number two position. Nearly two-thirds of Eon
Labs’ products are currently positioned either first or second in the market. This is truly an
accomplishment, given that many of these products are available from multiple sources, as it
is common in our industry. Our sales efforts throughout 2002 were widely recognized. For

example, we were named "Vendor of the Year" by the largest wholesaler in the country.

In addition to the initial public offering and the growth of our business through new product
introductions, management also focused on maximizing the capability of our manufacturing
facility in Wilson, North Carolina. By the end of 2002, this facility produced about 30%
of the total capsules and tablets manufactured by Eon Labs. | am also pleased to report

that we passed our first GMP inspection in Wilson without any inspectional observations.

In the first quarter of 2002, we completed our new formulation and scale-up facility in
our Wilson facility, which has now become Eon Labs’ principal R&D site. The combined

increase in manufacturing and R&D presence at Wilson resulted in an increase in the number

2 Ean Llabs, Inc. 2002 Annual Report




2000 Hexal becomes sole owner and purchases second facility

|

L.

In addition to the
initial public offering
and the growth

of our business
through new product
introductions,
management focused
on maximizing

the capability of

our manufacturing
facility in Wilson,
North Carolina.

2002 Raised $159 M in IPO and had record sales and profit

of employees to approximately 150 by yearend 2002. We also continue to maintain

approximately 280 employees at our headquarters and manufacturing facility in Laurelton,

New York.

To support and strengthen our new product effort, in 2002 we filled crucial positions in
Business Development and R&D with two industry experts: Dr. Jeffrey S. Bauer now serves
as Vice President, Business Development and Dr. Nitin V. Sheth heads our R&D effort.

We believe that these important additions will help us better face the challenges that lie
ahead, especially by adding resources and expertise in the field of patent challenges. In
addition, while still focusing on our in-house R&D program, we will also have the ability to
expand our opportunities o collaborate with other companies, thus broadening our product

portfolio in new directions, including alternative dosage forms.

The management of Eon Labs is dedicated to comply with all of the rules and regulations
regarding Corporate Governance issued by the SEC, as well as NASDAQ. Three independent
directors were added to our Board of Directors in 2002. Each has a strong business back-

ground, significant financial expertise, and each brings exceptional credentials to the task.

Frank F. Beelitz is currently General Partner of Beelitz & Cie, an investment banking
advisory firm. Prior to starting his own firm, Mr. Beelitz served as a Managing Director of

Lehman Brothers and headed that firm’s German operations.

Douglas M. Karp is Managing Partner at Pacific Partners, LLC, a private equity and
advisory firm. Before joining Pacific Partners, Mr. Karp was a Managing Director at E.M.

Warburg Pincus & Co., LLC.

Mark R. Patterson is the Chairman of MatlinPatterson Asset Management LLC. Previously,

Mr. Patterson served as a Managing Director of Credit Suisse First Boston Corporation,

Eon Labs, Inc. 2002 Annual Report 3
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where he also held the title of Vice Chairman and was a member of the firm’s Global

Operating Committee.

In conclusion, | would like to express my sincere appreciation to the employees of Eon
Labs. Their ability to adapt in our fastpaced business environment is a testament to

their motivation and skill. Thanks are also due to our executive staff for managing the
Company'’s successful initial public offering, while at the same time generating the largest
sales growth in both dollars and volume in the history of our Compeny. | also wish to
express my gratitude to our Board of Directors. These individuals share Eon Labs’ vision,

and support our commitment fo create a premier generic pharmaceutical company.

Finally, on behalf of the employees and directors of Eon Labs, | wish to express our thanks
to our stockholders for their continued support and confidence. We are dedicated to
earning that confidence again in 2003, as we continue to add to our product line through
internal development, external product cooperations, increased manufacturing and
distribution from our Wilson facility and expansion of our corporate structure to maintain
our competitive strength. All of these elements, together with favorable indusiry fundamentals,

are targeted to support our above-average performance.

St Uil

Bernhard Hampl, Ph.D.
President and Chief Executive Officer

2002 Annual Report
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Eon Labs develops and markets a broad range of multi-source

pharmaceuticals, representing high-volume as well as niche products,

™ with a focus on difficult to develop or manufacture drugs. In 2002,
T this strategy propelled us fo new records for sales and profits.
: i As a string of major pharmaceutical products came off patent or lost their various exclusivities,
P B T Eon Labs successfully competed for most of them. As a result, our line grew by a total of 25
} broducts by the end of 2002, securing Eon Labs a strong leadership position in the generic
- industry.
. <.
' New Product Introductions
~ The first quarter introduction of two high-volume products, Metformin HC| and Nabumetone,
A in three strengths and two strengths, respectively, led off the successful year. Metformin
HCI, or generic Glucophage®, is the most frequently used drug for treatment of Type 2
diabetes, which affects approximately 6% of the U.S. population. Nabumetone 500 and
750mg tablets are the equivalent to Relafen®, a well-established drug for the treatment
As a siring of major of both rheumatoid- and osteo-arthritis. Eon Labs was the second generic manufacturer to
pharmaceutical enter the market affer winning the patent challenge against the innovator by invalidating
preducts came off its product patent. Our manufacturing capacity allowed us to bring these high-volume
patent or lost their products to market quickly.
various exclusivities,
Eon Labs successfully The successful introduction of these two products was swiftly followed by a stream of six
competed for most product approvals within a four week period in June and July. Our manufacturing capability
of them. became an even more important factor during those months, when we brought Lisinopril

and Lisinopril HCTZ, Tramadol HCl, Tizanidine HCI, generic Adderall® tablets, and
Nizatidine capsules to market. The timely introduction of Lisinopril and Lisinopril /HCTZ,
which have a combined market volume of 2 billion units from nine different strengths, pre-
sented its own complexity. We took on the challenge and won solid market share versus

multiple competitors.

Eon Labs was only the second manufacturer to introduce generic Adderall®, one of the

most frequently prescribed drugs for treatment of Attention Deficit Hyperactivity Disorder,

] Ean Labs, Inc. 2002 Annval Report




or ADHD. The challenges here included a difficultto-source combination of active ingredients
and meeting the required approval and certification demands for handling controlled
substances. Generic Adderall®, with its various hurdles, represents a typical product selection

for Eon Labs, and demonstrates our execution capabilities.

Our focus to be first to market with new generic products, through the timely submission of
accurate and complete files, was accomplished in the case of Tizanidine HCl 4mg tablets,
(generic Zanaflex®]. The approval was granted to us only seven months after our application
was submitted. As a result, Eon Labs secured a leading market share position and Tizanidine

HCl became one of our most important launches of 2002.

Patent Challenges and legal Defenses

In recent years, brand pharmaceutical companies have increasingly attempted to block the
availability of generic alternatives by extending brand exclusivity through legal maneuver-
ing, primarily using patent and Food and Drug Administration, or FDA, laws. To counter this

strafegy, generic manufacturers are involved in patent challenges and costly litigation. Eon

Labs utilizes its R&D expertise in formulations and access to alternate raw materials,

. either to avoid potent infringement or to invalidate them completely. On this basis, we are
Our line grew by

rotel of 25 products dedicated to challenging unjustified brand patents, through Paragraph IV certifications if

by the end of 2002,

securing Eon Labs

required, and are prepared to defend the Company against unfounded infringement lawsuits.

This strategy proved effective in invalidating the product patent for Relafen®, which paved
a strong leadership . . ) )
R the way for the introduction of our generic Nabumeteone in 2002. In the case of, Tramadol

esifion in the
P HCI and Metformin HC, latelisted patents filed by innovators significantly affected our
generic indusiry. . . L
ability to develop market share leadership, despite receiving regulatory clearance for both

products earlier than most of our competitors.

In other legal matters this year, a scheduled trial date in the Cyclosporine patent case
between Eon Labs and Novartis, set for September 2002, was cancelled, and the court
granted a summary judgment motion in favor of Eon Labs. Novartis has appealed this

decision.

Eon Labs, inc. 2002 Aanval Report 7
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Eon labs expects
o increase the
production volume
to a total of 2.5
billion wnits in
2003, which is
approximately
50% of our
estimated overall
annval capacity

of 5 billion units.

We are confident concerning the future of our Paragraph IV challenges. As we increasingly
initiate challenges to those high-volume products characterized as “blockbuster drugs,”
we see major sales and profit opportunities for Eon Labs if those challenges are resolved

in our favor.

The most significant products in this category include Bupropion ER tablets, |generic
Wellbutrin® SR), Gabapentin tablets, (generic Neurontin®), Omeprazole capsules, [generic
Prilosec®) and ltraconazole capsules, {generic Sporanox®). While these products cleared
all regulatory hurdles, and received tentative {or in the case of Omeprazole, final)
approval from the FDA during 2002, the respective court cases are lagging significantly
behind and may not be resolved during 2003.

Other products involved in our Paragraph [V challenges are generic Remeron®, Serzone®,
Skelaxin® and one undisclosed product filed in the fourth quarter of 2002. On two of
these, the undisclosed product and Serzone® {Nefazodone as generic}, Eon Labs has not

been sued by the innovator.

Eon Labs also continues to defend itself in various product liability cases filed in connec-
tion with its sales of Phentermine products. Though selHfunded, the defense costs have been

reduced to $3.4 million for 2002, and are expected to be even lower for 2003.

Manufacturing and Operations

While the 2002 FDA approvals received by Eon Labs offered many opportunities, they
also presented a major challenge for Eon Labs’ logistics, manufacturing, and related
departments. The vastly increased manufacturing volume mandated that we have our

manufacturing facility in Wilson, North Carolina fully integrated as quickly as possible.

By early 2002, Eon Labs had received regulatory approval for the Wilson facility, after a
successful GMP inspection by the FDA. We then concentrated on transferring high-volume
products from our existing product line to Wilson. That, in turn, freed-up the necessary capaci-

ties in the Laurelton facility for the introduction of new products.

Eon Ltabs, Inc. 2002 Anaval Report 9
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The Company’s
new R&D Center

in its Wilson facility
reflects Eon Lals’
major commitment
to R&D.

With the two facilities working in tandem, Eon Labs’ tablet and capsule production
increased from 1 billion units in 2001 to 1.5 billion units in 2002. The Wilson facility
contributed about 30% of total production by yearend 2002. Eon Labs expects to increase
the production volume to a total of 2.5 billion units in 2003, which is approximately

50% of our estimated overall annual capacity of 5 billion units.

In addition, Eon Labs has purchased additional equipment for the Wilson facility, which
will enable it to manufacture a variety of sustained-release products, and has also installed
two state-of-the-art transdermal patch manufacturing lines to extend the range of our drug

delivery options.

Research and Development

In 2002 Eon Labs reaped the benefits of a strong and ongoing commitment to Research
and Development, achieving 14 approvals in a single year. Over the last three years,
Eon Labs’ product pipeline has yielded a total of 38 approvals. This performance ranks Eon

Labs second among generic suppliers for the period from 2000-2002.

The Company’s new R&D Center in its Wilson facility reflects Eon Labs’ major commitment
to R&D. Our Wilson facility is now the principal site of our research and development

activities, currently consisting of some 40 active projects.

In addition to internal development, we intensified our cooperations with external organizations,
including development of other than oral dosage-forms to supplement our product line. Our
strategic alliance with Hexal AG, a European pharmaceutical firm, is currently among the
most important. Eon Labs and Hexal AG are working together to develop several

transdermal patch products, as well as other dosage-form pharmaceuticals.

Conclusion

While 2002 was by all measures a successful year for Eon Labs, we believe that even
greater opportunities lie ahead. With our pipeline of blockbuster and niche generics, the
manufacturing capacity to accommedate these products, and the skilled workforce necessary

to execute our strategic plan, we believe Eon Labs is poised for consistent growth.

Eon tabs, Inc. 2002 Annual Report it
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Selected Financial Data

The following table sets forth selected historical financial data for Eon Labs, Inc. and Subsidiaries (the “Company”) as of and for
the years ended December 31, 2002, 2001, 2000, 1999 and 1998 which are derived from the Company’s consolidated financial
statements, which have been audited by PricewaterhouseCoopers LLP, its independent certified public accountants. The selected
consolidated financial data should be read in conjunction with Management's Discussion and Analysis of Financial Condition and
Results of Operations, the Consolidated Financial Statements and the Notes to Consolidated Financial Statements included elsewhere in
this report.

Prior to the reorganization mergers described below, Santo Holding (Deutschland) GmbH (“Santo”) owned 100% of the outstanding
capital stock of Hexal Pharmaceuticals, Inc. (“HPI”). Santo is under common control with Hexal AG, the second largest generic
pharmaceutical company in Germany. In September 1995, HPI acquired 50% of the Company’s capital stock. In December 2000,

HPI indirectly acquired the remaining 50% of the Company's capital stock through its acquisition of 100% of the outstanding
capital stock of Eon Holdings, Inc. ("EHI”). On May 21, 2002, @ reorganization occurred in which EHI merged into HP, which

subsequently merged into the Company.

As a result, Santo owns a majority of the Company’s outstanding common stock. This reorganization has been accounted for as a
merger of entities under common conirol and the accounts of the companies have been combined in a manner similar to a pooling
of interests effective January 1, 2000. As presented in this report, the term “predecessor company” refers to the Company and its
operations for periods prior to January 1, 2000, and does not reflect the reorganization. The term “successor company” is used to
describe the Company and its operations for periods beginning January 1, 2000 and reflects the reorganization.

Years Ended December 31,

Successor Company

Predecessor Company

{dollars in thousands, except per share data) 2002 2001 2000 1999 1998
Consolidated Statements of Income Data
Net sales $244,269 $165,443 $119,693 $77,981 $55,787
Cost of sales 118,391 73,312 56,559 39,576 27,782
Gross profit 125,678 92,131 63,134 38,405 28,005
Operating expenses
Selling, genercl and administrative
Amortization of goodwill and other intangibles 3,760 7,120 639 - -
Deferred stock appreciation rights compensation - 9,837 6,197 1,626 1,479
Other selling, general and administrative 32,706 25,322 20,890 18,640 8,774
Research and development expenses 13,239 12,224 14,936 10,889 8,755
Total operating expenses 49,703 54,503 42,662 31,155 19,008
Operating income 75,973 37,628 20,472 7,250 8,997
Other income and expense
Interest income B854 462 1,311 250 849
Interest expense (3,857) (9,318) (1,892) (60) (88)
Other income {expense), net 113 44 398 2) (28)
Total other income (expense} (2,890) (8,812 (183) 888 733
income before income taxes 73,083 28,816 20,289 8,138 9,730
Provision for income taxes 29,820 13,025 9,300 3,127 4,058
Net income $ 43,263 $ 15,791 $ 10,989 $ 5,011 $ 5,672
Per Share Data
Basic $  1.62 $ - $ - $ - $
Diluted $ 106 $ 049 $ 03¢ $ 017 $ 0.9
Weighted average common shares outstanding
Basic 26,630,789
Diluted 40,648,333 | 32,130,729 30,120,000 30,000,000 30,000,000
Other Data
Cash and investments $ 87,284 $ 17,624 $ 6,378 $21,095 $17,320
Total assets 329,871 219,402 196,903 58,401 49,565
Long-term debt including current portion 4,530 116,867 123,110 333 635
Total stockholders’ equity 258,154 46,991 11,895 43,342 38,331
Net cash provided by (used in)
Operating activities $ 28,529 $ 30,032 $ 14,077 $ 5,676 $ 5418
Investing activities {33,319) (4,275) (87,704) (1,599) (2,287}
Financing activities £9,489 (14,511) 58,910 (302) {(273)




Meanagement’s Discussion and Analysis
of Fineancial Condition and Results of Operations

The following discussion and analysis of the Company’s
financial condition and results of operations should be
read in conjunction with the “selected financial data” and
the Company’s consolidated financial statements and
related notes appearing elsewhere in this report. This dis-
cussion and analysis contains forward-looking statements
based on the Company’s current expectations, assump-
tions, estimates and projections.

Forward-looking Statements

This report contains forwardiooking statements. To the
extent that any statements made in this report contain
information that is not historical, these statements are
essentially forward-locking. Generally, these statements
can be identified because they use werds like

"o "o "o

“anticipates,” “believes,” “expects,” “future,” “intends,”
“plans,” and similar ferms. These statements are only the
Company’s current expectations. Although the Company
does not make forward-locking statements unless it
believes it has a reasonable basis for doing so, it cannot
guarantee their accuracy, and actual results may differ
materially from those it anticipated due to a number of
uncertainties, many of which are unforeseen. You should
not place undue reliance on these forward-locking state-

ments, which apply only as of the dote of this report.

Qverview

The Company is a generic pharmaceutical company
engaged in developing, licensing, manufacturing,

selling and distributing @ broad range of prescription
pharmaceutical products primarily in the United States.
Sales to customers outside the United States did not
exceed 0.2% of the Company's aggregate gross sales
for the years 2002, 2001 and 2000. The Company
focuses on drugs in a broad range of solid oral dosage
forms, utilizing both immediate and sustained release
delivery, in fablet, multiple layer tablet, film-coated tablet
and capsule forms. The Company does not depend on
any single drug or therapeutic category for a majority of
its sales. During the past three years, no single product
represented more than 10% of the Company’s total gross

Eon lobs, Inc. 2002 Annual Report

sales except Phentermine HCI, USP and Fluvoxamine
Maleate represented 18.7% and 12.4%, respectively, of
the Company's total gross sales in 2001 and Phentermine
HCI, USP represented 23.9% of the Company'’s total
gross sales in 2000.

Critieal Accounting Policies

The Company's critical accounting policies are those
policies that are important to the portrayal of its financial
condition and results of operations and require manage-

ment's subjective judgments. As a result, these judgments
are subject to an inherent degree of uncertainty. The
Company bases its judgments on its experience and
various other assumptions that the Company believes to
be reasonable under the circumstances. On an ongoing
basis, the Company evaluates its estimates, including
those related to revenues, returns, inventories, income
taxes and litigation. The Company’s actual results could
differ from these estimates under different assumptions
or conditions. The Company believes the following
accounting policies to be eritical:

Sales are recognized when the products are received
by the customer, which represents the point when the
risks and rewards of ownership are transferred to the
customer. Sales are shown net of discounts, rebates,
contract pricing adjustments and returns, which are
estimated based on our experience. Discounts, rebates
and contract pricing adjustments are recorded as a
reduction of sales based on agreed upon terms with the
Company's customers at the time of sale. The Company
caleulates a reserve for discounts and rebates based
upon actual sales under such arrangements. Reserves
for contract pricing adjustments represent the difference
between the prices wholesalers are billed by the
Company and the prices billed to their customers to
whom the Company has given contract prices. In
determining a reserve for contract pricing adjustments,
the Company takes into account an estimate of the
percentage of product sales subject to such pricing
adjustments based on historical frends. Historical trends
are adjusted for new product introductions and changes

in wholesaler or contract prices.

ca
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Shelf stock adjustments are provided following a
reduction in the prices of any of the Company’s
products due to the competitive environment. Such
odjustments are credited to the Company’s customers
based on their on-hand inventory quantities. Reserves
are generally established when the Company reduces
its prices.

Estimates for returns, which are recorded at the time
of sale, relate primarily to returns of expiring products.
The Company utilizes historical trends to estimate

the amount of products to be returned due to product

expiration.

In determining whether liabilities should be recorded

for pending litigation claims, the Company must assess
the allegations made and the likelihood that it will
successfully defend itself. When the Company believes it
is probable that it will not prevail in a particular matter,
it will then make an estimate of the amount of liability
based in part on advice of outside legal counsel.

Year Ended December 31, 2002 Compared with
Year Ended December 37, 2001

Net sales

Net sales increased 47.6% to $244.3 million in 2002
from $165.4 million in 2001. The net sales increase
was attributable primarily to sales of products that were
introduced after December 31, 2001. These products
include Metformin HCI, Nabumetone, Lisinopril, USP,
Lisinopril/HCTZ, Tizanidine HCl, Nizatidine, USP, and
a Dextroamphetamine and Amphetamine Mixed Salts
product. Other factors impacting sales for the year
ended December 31, 2002 included an increase in unit
volumes of existing products and changes in product
mix and unit prices. The change in product mix and unit
prices had an unfavorable impact principally due

to a decline in both unit volume and selling prices of
Fluvoxamine Maleate and a decline in unit volume

of Phentermine HCI, USP. Additional competitive activity
caused the decrease in Fluvoxamine Maleate unit
volume and price. Phentermine HCl, USP scles in the

year ended December 31, 2001 reflected an increase
in unit volume from the refilling of distribution channels
following a shortage of the product in the market due

to the limited availability of the octive pharmaceutical

ingredient. Also reflected in net sales is royalty income
of $3.4 million and $2.8 million for 2002 and 2001,
respectively, from an exclusive product distribution and
supply agreement.

Bross profit

Gross profit increased by $33.5 million to $125.7 million
in 2002 from $92.1 million in 2001. The increcse in
gross profit was atfributed primarily to the infroduction of
new products, including high volume products. Gross
profit as a percentage of net sales decreased to 51.5% in
2002 from 55.7% in 2001. The decrease was primarily
due to a decrease in sales and margins for Phentermine
HCI, USP and Fluvoxamine Maleate, in 2002, as a result
of additional competitive activity. In addition, royalty
income from an exclusive product distribution and supply
agreement increased gross margin by 0.7% and 0.8% in
2002 and 2001, respectively. Gross profit also reflects
royalty expense to Hexal AG of $3.1 million and $3.9
million in 2002 and 2001, respectively, in connection
with the Company’s sale of Cyclosporine, USP (Modified).
The Company's gross profit margins are dependent on
several factors, including product sales mix, cost, volume
and competitive activity.

Amortization of goodwill and other intangibles
Amortization of goodwill and other intangibles decreased
$3.4 million to $3.8 million in 2002 from $7.1 million

in 2001. The decrease was the result of the adoption of
Statement of Financial Accounting Standards (“SFAS”)
No. 142 “Goodwill and Other Intangible Assets”, which
the Company adopted on January 1, 2002. Under SFAS
No. 142, goodwill and intangibles with indefinite lives
are no longer amortized, but are evaluated annually for
impairment. Therefore, the Company is no longer
required to amortize its goodwill and workforce intangible

ossefs,



Deferred stock appreciation rights compensation
Deferred stock appreciation rights ("SARs”) compensation
was $9.8 million in 2001. There were no charges for
stock appreciation rights in 2002 because the Company's
Stock Appreciation Rights Plan was converted to a Stock
Option Plan as of September 30, 2001,

Qther selling, general end adminisirative

Other selling, general and administrative expenses
increased $7.4 million to $32.7 million in 2002 from
$25.3 million in 2001. As a percentage of sales, other
selling, general and administrative expenses decreased
1.9% to 13.4% in 2002 from 15.3% in 2001. The
increase was principally due fo increases of $2.6 million
in compensation costs {which included an $0.8 million
increase in deferred compensation), $3.5 million in insur-
ance, $1.3 million in freight and $1.2 million in other
expenses, offset by a decrease of $1.2 million in legal
expenses. The decrease in legal expenses is the net
impact of a decrease in phenfermine litigation expenses
of $2.8 million offset by an increase of $1.6 million in
other legal expenses, principally related to patent challenges.

Research and development

Research and development expenses increased $1.0
million to $13.2 million in 2002 from $12.2 million

in 2001. The increase was attributable to an increase of
$2.4 million related to generic drug development offset
by a decrease of $1.4 million related to certain basic
research contracts unrelated to the Company’s business
that were transferred in March 2002 to an unrelated
entity. The increase in generic drug development costs
was principally aftributed 1o increases in costs related to
personnel, bio-studies, materials and supplies.

Operating income

Operating income increased $38.3 million to $76.0
million in 2002 from $37.6 million in 2001, The increase
in operafing income was the result of increased sales and
gross profit, the elimination of deferred stock appreciation
rights compensation expense and lower amortization
expense for goodwill and other intangibles, offset by
increases in other selling, general and administrative and
research and development expenses.
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Interes? income (expense)

Net interest expense decreased $5.9 million to $3.0
million in 2002 from $8.9 million in 2001. The decrease
in interest expense was primarily the result of a decrease
in outstanding debt during 2002. A portion of the proceeds
from the Company's initial public offering was used to
repay debt.

Taxes on income

Taxes on income increased $16.8 million to $29.8
million in 2002 from $13.0 million in 2001. The increase
was the result of higher pretax income during 2002,

The effective tax rate decreased to 40.8% from 45.2%
due principally to the elimination of non-deductible
goodwill amortization in 2002.

Net income

Net income increased $27.5 million to $43.3 million
in 2002 from $15.8 million in 2001 for the reasons
described above.

Year Ended December 31, 2001 Compared with
Year Ended December 31, 2000

Met sales »
Net soles increased 38.2% to $165.4 million in 2001
from $119.7 million in 2000. The net sales increase was
primarily aftributable 1o the full year impact of products
introduced in 2000, the launch of new products in 2001
and a net increase in sales of existing products launched
before 2000. The full year impact of 2000 product
introductions that contributed to the increase include,
among others, Cyclosporine, USP (Modified},
Fluvoxamine Maleate and Bisoprolol Fumarate. New
products launched during 2001 that contributed 1o the
increase in net sales include, among others, Oxaprozin,
Flutamide, USP, Lovastatin, USP, and Methimazole, USP.
Net sales of existing products launched before 2000
were higher primarily because of increased Phentermine
HCI, USP sales. Higher Phentermine HCI, USP sales
reflected increased demand, the refilling of distribution
channels and improved selling prices resulting from a
shortage of the product in the market due to the limited
availability of the active pharmaceutical ingredient. Also
reflected in net sales in 2001 is royalty income of $2.8
million from an exclusive product distribution and supply
agreement. 17




Cross profit

Gross profit as a percentage of net sales increased to
55.7% in 2001 from 52.7% in 2000. This increase in
margin was due to increased sales of Phentermine

HCI, USP and Fluvoxomine Maleate which had margins
higher than most of our other products. In addition,
2001 sales include $2.8 million of royalty income from
an exclusive product distribution and supply agreement
which increased gross margin by 0.8%. Gross profit
also reflects royalty expense fo Hexal AG of $3.9 million
and $1.1 million in 2001 and 2000, respectively, in
connection with the Company’s sale of Cyclosporine,
USP (Modified). The Company’s gross profit margins are
dependent on several factors, including product sales

mix, costs, volumes and competitive activity.

Amortization of goodwill and other intangibles
Amortization of goodwill and other infangibles increased
$6.5 million to $7.1 million in 2001 from $0.6 million
in 2000. The goodwill and other intangibles arose as @
result of the acquisition in December 2000 by HPI of the
remaining 50% interest in the Company. The year 2001
includes a full year of amortization and 2000 includes
one month of amortization.

Deferred stock appreciation rights compensation
Deferred stock appreciation rights compensation increased
$3.6 million to $9.8 million in 2001 from $6.2 million in
2000. The increase was due to the increased value of the
Company.

Other selling, general and administrative

Other selling, general and administrative expenses
increased $4.4 million to $25.3 million in 2001 from
$20.9 million in 2000. As o percentage of net sales,
other selling, general and administrative expenses
decreased 2.1% to 15.3% in 2001 from 17.5% in 2000.
The increase in other selling, general and administrative
expenses relate primarily fo an increase in fegal expenses
of $1.7 million relating to an increase in patent litigation
costs offset by a decrease in phentermine litigation costs,
an increase in compensation cost of $1.4 million

{which includes amortization of $0.3 million
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of deferred stock compensation}, a $0.4 million increase
in distribution costs due to increased sales volume and
an increase in other costs of $0.9 million.

Research and development

Research and development expenses decreased $2.7
million to $12.2 million in 2001 from $14.9 million in
2000. In 2000, there was $2.5 million of in-process
research and development that was written off as part
of the acquisition of EHI, offset by a $0.8 million
cancellation payment that was received in connection
with the termination of a research and development
relationship.

Operating income

Operating income increased $17.2 million to $37.6
million in 2001 from $20.5 million in 2000 primarily
because of increased sales and improved gross margins
offset by higher expenses for amortization, deferred stock
appreciation rights and other selling, general and administrative.

frterest income {expense)

In 2001, net inferest expense was $8.9 million compared
to $0.6 million in 2000. Interest expense increased

$7.4 million primarily as a result of $104.1 million of
debt utilized to acquire EHI in December 2000. Interest
income in 2001 decreased by $0.8 million as a result

of lower average cash investment balances due to the
purchase of a new facility at a cost of $25.8 million in
December 2000.

Taxes on income

Income tax expense increased $3.7 million to $13.0
million in 2001 from $9.3 million in 2000. The effective
tax rate decreased to 45.2% in 2001 from 45.8% in
2000 as 2000 included a non-recurring writeoff of $2.5
million of in-process research and development which
was not tax-deductible, partially offset by nondeductible
amortization in 2001,

Net income

Net income increased $4.8 million to $15.8 million
in 2001 from $11.0 million in 2000 primarily for the
reasons described above.



Licuidity and Capital Resources

Cash and cash equivalents were $62.3 million at
December 31, 2002, as compared to $17.6 million at
December 31, 2001. Additionally, the Company had
investments in marketable debt securities of $25.0 million
at December 31, 2002.

At December 31, 2002, the Company's total debt of
$4.5 million was classified as current and is shown
under the balance sheet caption “Current portion of nofe
payable.” The debt represents the remaining balance

on a note issued in connection with the acquisition of
EHI. At December 31, 2002, the note had a remaining
discounted value of $4.5 million and a face value of
$4.8 million. A principal payment of $4.8 million is due
on September 30, 2003. The payment is subject to
acceleration under the note agreement if certain earnings
before interest, taxes, depreciation and amortization
{“EBITDA") levels are reached. The Company had EBITDA
levels in excess of the acceleration thresholds and paid
the balance in March 2003.

On February 8, 2002, the Company secured a three-year
$25 million credit facility with a borrowing cost of LIBOR
plus 1.5% or the bank’s prime rate. The credit facility,
which is for working capital purposes, had no outstanding
borrowings against it at December 31, 2002.

Stockholders’ equity increased to $258.2 million ot
December 31, 2002 from $47.0 million at December
31, 2001. Stockholders’ equity was increased by the

net proceeds from the Company’s initial public offering of
$139.2 million, $25.2 million from the capitalization of
Hexal AG debt, $2.3 million (including tax benefits} from
the exercise of employee stock options, earnings

of $43.3 million for 2002 and $1.2 million for the
amortization of deferred compensation costs.

In 2002, the Company generated net cash of $44.7
million. Operations generated $28.5 million of cash,
comprised of net earnings of $43.3 million, noncash
items totaling $57.0 million and an increase in working
capital of $71.7 million. The increase in working capital
resulted primarily from an increase in accounts receivable

in 2002 of $65.2 million due to higher sales. Cash was
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also used to fund increases in inventory, prepaid expenses
and other assets totaling $18.0 million. Inventory increased
to support higher sales. The increase in prepaid expenses
is the result of higher insurance premiums. Increases
in accounts payable and accrued liabilities of $11.4
million partially offset the working capital increases.

In 2001, the Company generated net cash of $11.2
million. Operations generated $30.0 million of cash,
comprised of net earnings of $15.8 million, noncash
items totaling $11.1 million and o reduction in working
capital of $3.2 million. The reduction in working capital
resulted primarily from a decrease in accounts receivable
in 2001 of $11.8 million due 1o a higher level of year
end sales in 2000 vs. 2001 as a result of new product
infroductions.

Investing activities consumed $33.3 million of cash in
2002. Approximately $24.9 million was used to purchase
shortterm investment grade debt instruments with the
balance of $8.4 million used for capital expenditures. The
capital expenditures included primarily the purchase of
equipment to support increased production and building
improvements in the Company’s Wilson facility. investing
activities in 2001 consumed $4.3 million of cash related
to capital expenditures primarily for manufacturing
equipment and building modifications in the Company’s
Wilson facility.

Financing activities provided cash of $49.5 million in
2002 and used $14.5 million of cash in 2001. In 2002,
financing activities were impacted primarily by $139.2
million in net proceeds from the Company’s initial public
offering, $66.9 million in repayments on loans from
Hexal AG and $25.2 million used to pay installments on
the EHI acquisition note. Additional sources of cash in
2002 included $1.9 million related fo an increase in
advances from an affiliate, $0.4 million of proceeds from
the exercise of stock options and a $0.1 million reduction
in restricted cash. In 2001, the Company used $10.0
million to pay an installment on the acquisition note and
$7.5 million to repay the working capital loan from Hexal
AG outstanding at the end of 2000. The $17.5 million in
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total debt repayments was partially offset by an increcse
in advances from an affiliate of $2.2 million and a
decrease of $0.8 million in restricted cash.

The Company is involved in various litigation matters in
which the potential liabilities and/or related expenses are
not covered by insurance. In addition, an adverse outcome
in patent litigation with Novartis and Apotex involving
cyclosporine capsules could result in the Company being
unable to market this product which would meterially
harm its profits and cash flows and could result in the
Company paying damages, costs, expenses, and fees
that could have a material adverse impact on its financial
performance. In December 2002, the United States
District Court for the District of Delaware granted the
Company’s motion in the Novartis case for summary judg-
ment of non-infringement of the patent. Novartis has
appealed the judgment.

The Company does not currently have or anticipate any
shortterm funding requirements outside of the ordinary
course of its business, and the Company does not have
or anticipate any liquidity concerns. The Company's
principal future cash requirements are associated with
increased working capital to support future growth,
capital expenditures, legal defense costs and debt service.
The Company antficipates that its operating cash flows,
with its available borrowings under its credit facility and
current cash balances will be sufficient 1o meet all of

its working capital, capital expenditures and debt service
requirements for both the shortterm and foreseeable future.

Impact of Recently Issued Accounting Standards

In July 2001, the Financial Accounting Standards Board
(“FASB”) issued SFAS No. 142, "Goodwill and Other
Intangible Assets.” SFAS No. 142 modifies the accounting
and reporting for acquired intangible assets at the time
of acquisition and in subsequent periods. Intangible
ossets, which have finite lives, must be amortized over
their estimated useful life. Intangible assets with indefinite
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lives will not be amortized, but evaluated annually for
impairment. The Company has completed its impairment
assessment and determined that there is no impairment of
goodwill or identifiable intangibles upon initial adoption
of SFAS No. 142. SFAS No. 142 is effective for fiscal
years beginning after December 15, 2001. The value of
the Company’s existing products is an intangible asset
with a finite life that is being amortized over 10 years.
The Company’s goodwill and workforce intangibles were
amortized over 15 and 5 year lives, respectively, through
December 31, 2001. Had this pronouncement been
retroactively applied, net income would have increased
approximately $3.2 million and $0.3 millien in 2001
and 2000, respectively, and diluted earnings per share
would have increased $0.10 per share and $0.01 per
share, in 2001 and 2000, respectively. In 2002, the
Company transferred the net book value of its workforce
intangible of $1.1 million to goodwill, resulting in goodwill
of $46.9 million. The recorded amount of the existing
products intangible of $37.6 million, before accumulated
amortization of $7.8 million as of December 31, 2002,
will be amortized through 2010 with annual charges of
$3.8 million.

In October 2001, the FASB issued SFAS No. 144,
“Accounting for the Impcirment or Disposal of Long-lived
Assets,” that replaces SFAS No. 121, “Accounting for
the Impairment of Long-Lived Assets and for Long-Lived
Assets fo be Disposed of.” SFAS No. 144 requires that
long-lived assets be measured ot the lower of carrying
amount or fair value, less cost fo sell, whether reported in
continuing operations or in discontinued operations.
SFAS No. 144 is effective for fiscal years beginning after
December 15, 2001. The adoption of SFAS No. 144
did not have a material impact on the measurement of the
Company’s long-lived assets.



In Aprit 2002, the FASB issued SFAS No. 145
“Rescission of FAS Nos. 4, 44, and 64, Amendment of
SFAS 13, and Technical Corrections as of April 2002.”
This Statement amends SFAS No. 13, Accounting for
leases, to eliminate an inconsistency between the
required accounting for sale-leaseback transactions and
the required accounting for certain lease modifications
that have economic effects that are similar to salelease-
back transactions as well as other existing authoritative
pronouncements to make various technical corrections,
clarify meanings, or describe their applicability under
changed conditions. SFAS No. 145 is effective for fiscal
years beginning after December 31, 2002. It is not
anticipated that the adoption of SFAS No. 145 will have
a material impact on the Company’s consolidated
financial statements.

In June 2002, the FASB issued SFAS No. 146
“Accounting for Costs Associated with Exit or Disposat
Activities.” This Statement addresses financial accounting
and reporting for costs associated with exit or disposal
activities and nullifies Emerging Issues Task Force Issue
No. 94-3, “Liability Recognition for Certain Employee
Termination Benefits and Other Costs to Exit an Activity
{including Certain Costs Incurred in a Resfructuring).”

SFAS No. 146 is effective for fiscal years beginning after
December 31, 2002. It is not anticipated that the
adoption of SFAS No. 146 will have a material impact
on the Company’s consolidated financial statements.

In December 2002, the FASB issued SFAS No. 148
“Accounting for Stock-Based Compensation - Transition
and Disclosure” that amends FASB Statement No. 123
“Accounting for Stock-Based Compensation.” SFAS

No. 148 provides alternative methods of transition for
a voluntary change to the fair value based method of
accounting for stock-based employee compensation.
SFAS No. 148 amends the disclosure requirements of
Accounting Principles Board Opinion No. 28, “Inferim
Financial Reporting” and Statement No. 123 to require
prominent disclosures in both annual and interim financial
statements about the method of accounting for stock-
based employee compensation and the effect of the
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method used on reporting results. SFAS No. 148 is
effective for fiscal years ending after December 15, 2002.
The adoption of SFAS No. 148, except for the disclosure
requirements, had no impact on the Company’s
consolidated financial statements. The additional required
disclosure is found in Note 11 in Notes to Consolidated
Financial Statements.

Quaniitative and Qualitative Disclosures
About Marke? Risk

The following discusses the Company’s exposure fo market
risk related fo changes in interest rates, equity prices and
foreign currency exchange rates. The Company does not
believe that its exposure to market risk is material.

As of December 31, 2002, the Company had cash and
cash equivalents of $62.3 million. Cash equivalents

are interestbearing investment grade securities, primarily
shortterm, highly liquid investments with maturities at the
date of purchase of less than 9C days. These investments
are subject fo interest rate risk and will decrease in value
if market interest rates increase. A hypothetical increase
or decrease in the market interest rates by 10 percent
from the rates in effect on the date of this report would
cause the fair value of these shortterm investments to
decline by an insignificant amount. The Company has
the ability to hold these investments until maturity, and
therefore it does not expect the value of these investments
to be affected to any significant degree by the effect of o
sudden change in market interest rates, Declines in interest
rates over time will, however, reduce the Company’s
interest income.

The Company currently owns $25.0 million in publicly
traded debt securities which are subject to market
Aluctuations.

The Company currently does not have any international
operations or any significant liabilities denominated in
foreign currencies, and currently does not enter into
forward exchange contracts or other financial instruments
with respect to foreign currency. Accordingly, the
Company currently does not have any significant foreign
currency exchange rate risk.

21




22

Eon Labs, Inc. 2002 Annual Report

Report of Independent Accountanis

To the Board of Directors and Stockholders of Eon Labs, Inc.
(formerly Eon Labs Manufacturing, Inc.}:

[n our opinion, the accompanying consolidated balance sheets and the related consolidated statements of income, stock-
holders’ equity and cash flows present fairly, in all material respects, the financial position of Eon Labs, Inc. {formerly Eon
Lobs Manufacturing, Inc.) and Subsidiaries at December 31, 2002 and 2001, and the results of their operations and their
cash flows for each of the three years in the period ended December 31, 2002 in conformity with accounting principles
generally accepted in the United States of America. These financial statements are the responsibility of the Company’s
management; our responsibility is to express an opinion on these financial statements based on our audits. We conducted
our audits of these statements in accordance with auditing standards generally accepted in the United States of America,
which require that we plan and perform the audit to obtain reascnable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and significant estimates made by manage-
ment, and evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for

our opinion.

As discussed in Note 3, the Company changed the manner in which it accounts for goodwill and other intangible assets
upon adoption of Statement of Financial Accounting Standards No. 142, “Goodwill and Other Intangible Assets,” on
Janvary 1, 2002.

(ot el LLF

New York, New York
February 14, 2003




Consolidated Balonce Sheels
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December 31,

{dollars in thousands, except per share amounts) 2002 2001
Assels
Current assets
Cash and cash equivalents $ 62,323 $ 17,624
Investments 24,961 -
Accounts receivable, net 23,822 27,290
Inventories 41,944 31,192
Deferred tax assets 43,648 19,566
Prepaid expenses and other current assets 10,402 5,355
Due from related party 280 200
Total current assets 207,382 101,227
Property, plant and equipment, net 42,788 38,496
Goodwill ond other intangible assets, net 76,701 78,805
Other assets 3,000 874
Total assets $329,871 $219,402
Liabilities and Steckholders’ Equity
Current liabilities
Accounts payable $ 10,974 $ 10,430
Accrued liabilities 48,785 37,301
Current portion of note payable 4,530 24,400
Total current liabilities &4,289 72,131
Long-term liabilities
Long-term portion of note payable - 2,353
Deferred tax liabilities &,993 7.153
Deferred revenue 430 660
Loans and advances from Hexal AG - 90,114
Total liabilities 71,717 172,411
Commitments and contingencies (Notes 10 and 13)
Stockholders’ equity
Common stock, par value $.01 per share; 70,000,000 shares authorized and
44,077,282 outstanding at December 31, 2002, and no shares authorized
or outstanding at December 31, 2001 447
Preferred stock, par value $.01 per share; Series A convertible; no shares
authorized or outstanding at December 31, 2002, and 35,000,000 shares
authorized, 30,000,000 issued and outstanding at December 31, 2001 - 300
Preferred stock, par value $.01 per share; 5,000,000 shares authorized and
no shares issued or outstanding at December 31, 2002, and no shares
authorized, issued or outstanding at December 31, 2001 - -
Additional paid-in capital 192,662 26,101
Retained earnings 65,639 22,376
Accumulated other comprehensive income &4 -
258,786 48,777
Less: Unearned deferred stock-based compensation (632) (1,786)
Total stockholders’ equity 258,154 46,991
Total liabilities and stockholders’ equity $329,871 $219,402

The accompanying notes are an integral part of these consolidated financial statements.
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Consoelidated Statements of Income
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For the Years Ended December 31,

{dollars in thousands, except per share amounts)

2002

2001

Net sales
Cost of sales

$244,269
118,597

$165,443
73,312

$119,693
56,559

Gross profit

Operating expenses
Selling, general and administrative expenses
Amortization of goodwill and other intangibles
Deferred stock appreciation rights compensation
Other selling, general and administrative expenses
Research and development expenses

123,678

3,760

32,706
13,239

92,131

7,120
9,837
25,322
12,224

63,134

Total operating expenses

49,705

54,503

Operating income

73,973

37,628

Other income and expense

Interest income 854 462 1,311
Interest expense (3,857) (2,318} (1,892)
Other income, net 113 44 398
Total other expense {2,890} (8,812) (183)
Income before income taxes 73,083 28,816 20,289
Provision for income taxes 29,820 13,025 9,300
Net income $ 43,263 $ 15,791 $ 10,989
Net income per commeon share
Basic $ 1.62 $ $
Diluted $ 1.09 $ 49 $ .36
Welghted average common shares outstanding
Basic 26,630,78%
Diluted 40,648,533 32,130,729 30,120,000

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Steckhelders’ Equity

For the Years Ended December 31, 2002, 2001 and 2000

Number
of Shares
Series A Series A Number Unearned  Accumulated
Convertible  Convertible of Shares Additional Deferred Other Total
Preferred Preferred Common  Common Paid-in  Retained  Stock-Based Comprehensive Stockholders’
(dollars in thousands) Stock Stock Stock Stock Capital  Earnings Compensation Income Equity
Balance,
Jonuary 1, 2000 30,000,000 $300 $ - % 33973 § 9,069 $ - $ - % 43342
Reorganization of entities
under common control (33,855] (13,473) (47,328)
Issuance of warrants 4,892 4,892
Net income 10,989 10,989
Balance,
December 31, 2000 30,000,000 300 5,010 6,585 - - 11,895
Conversion from stock
appreciation rights plan
to stock option plan 21,091 (2,134) 18,957
Amortization of unearned
deferred stock-based
compensation 348 348
Net income 15,791 15,791
Balance,
December 31,2001 30,000,000 300 26,101 22376 (1.786) 46,991
Stock conversion (30,000,000) (3CT) 30,000,880 300
Amortization of unearned
deferred stock-based
compensation 1,154 1,154
Shares issued under
initial public offering 10,200,813 102 139,135 139,237
Conversion of debt
to equity 1,678,561 17 25,161 25,178
Warrants exercised 1,680,528 17 (17)
Shares issued under
stock option plan,
including tax benefit
from exercise of
non-qualified
options of $1,904 317,380 5 2,282 2,287
Net income 43,263 43,263
Unrealized gains on
availablefor-sale securities 44 44
Comprehensive income £3,307
Balonce,
Detember 37, 2002 - $ - 44,077,282 $641 $192,662 $65,639 $ (632) $44  $238,154

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Cash Flows

For the Years Ended December 31,

(dollars in thousands)

2002 2001 2000

Cash flows from operating acivities

Net income

Adjusiments to reconcile net income fo net cash
provided by operating activities

$43,263 $15,791 $10,989

Provision for accounts receivable allowances 68,628 (9,446) 14,476
Depreciation and amortization 7,899 10,495 2,294
Deferred income taxes (24,064) (9,140} {14,384)
Deferred compensation 1,154 10,185 6,197
Amortization of deferred revenue {230) (215) -
Amortization of discount on note payable 1,149 2,646 240
Write-off of purchased research and development - - 2,450
Interest paid inkind 2,463 6,553 1,522
Changes in assets and liabilities
Accounts receivable (63,160) 11,773 (32,529)
Inventories (10,754) (12,620} {5,751)
Prepaid expenses and other current assets {3,116) (1,963) 112
Other assets (2,126) (423) {316}
Accounts payable 544 3,204 1,631
Accrued liabilities 10,879 2,867 26,396
Deferred revenue - 325 750
Net cash provided by operating activities 28,529 30,032 14,077
Cash flows from investing activities
Capital expenditures (8,431} (4,275) (27,704)
 Cash payments to acquire EHI - - (60,000)
Purchases of investments (24,388) -
Net cash used in investing activities (33,319) (4,275} (87,704)
Cash flows from financing activities
Payments on note (25,201) {10,000} (10,000)
Advances from related parties, net 1,943 2,194 1,743
{Decrease) increase in loans payable to Hexal AG (66,942) {7,500) 67,500
Decrease in restricted cash 89 795 -
Payments under capital lease obligation . - {333)
Proceeds from initial public offering of common stock 139,237 -
Proceeds from exercises of stock options 383
Net cash provided by (used in) financing activities 49,489 (14,511} 58,910
Net increase {decrease) in cash and cash equivalents 48,699 11,246 (14,717)
Cash and cash equivalents at beginning of year 17,624 6,378 21,095
Cash and cash equivalents at end of yecr 862,323 $17,624 $ 6,378
Supplemental cash flow infermadion
Cash paid during the year for
Interest $11,173 $ 899 $ 39
Income taxes 56,379 23,642 15,458

The accompanying notes are an infegral part of these consolidated financial statements.
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Netes to Consolidated Financial Statements

{doflars in thousands, except per share amounts)

1. Nature of Operations

Eon Labs, Inc. (formerly Eon Labs Manufacturing, Inc.)
and Subsidiaries (the “Company”) is a generic pharmo-
ceutical company engaged in the development, licensing,
manufacturing, selling and distribution of a broad

range of prescription pharmaceutical preducts primarily
in the United States. The Company's products are sold to
drug wholesalers, national drug chains and mail order
accounts, as well as large HMOs. The Company operates
in one business reporting segment.

2. Basis of Presentation

The consolidated financial statements of the Company
include the accounts of Eon Labs, Inc. and its wholly-
owned subsidiaries. All significant intercompany balances
and transactions have been eliminated in consolidation.

Change of Company Ownership

Prior to the reorganization described below, Hexal
Pharmaceuticals, Inc. ("HPI”), a wholly-owned United
States subsidiary of Santo Holding {Deutschland) GmbH
(“Santo”), which is under common control with Hexal
AG, owned 50% of the outstanding capital stock of the
Company. The remaining 50% was owned by Eon
Holdings, Inc. {"EHI"), whose principal asset was its 50%
ownership of the Company.

On December 5, 2000, HPI acquired all of the outstanding
stock of EHI, giving HP!I effective ownership of 100% of
the Company. Prior fo the acquisition, HPI and EHI were
unrelated entities. The purchase price HPI peid for EHI
was approximately $109 million consisting of $60 million
in cash, which was funded through o loan from Hexal
AG, $44 million in a non-interest bearing note (net of
$6.1 million discount) and warrants with an approximate
value of $4.9 million at the time of issuance. The acquisition
resulted in a step-up of the assets of the Company. Except
for goodwill, the step-up represents 50% of the difference
between historical cost and the fair value of the assets.
Goodwill represents the excess of the purchase price over
the fair value of 50% of the adjusted net assets acquired.
The allocation of the purchase price to step-up of assets
was as follows:

$ 2,365
Property, plant and equipment 2,615
Acquired in-process research and development 2,450

Inventory

Value of existing preducts 37,600
Intangibles — workforce 1,450
Goodwill 47 514

The Company expensed the in-process research and
development of $2,450 and recorded deferred income
taxes of $13,577 for the difference between the financial
statement basis and tax basis of certain assets. The
Company has recorded an increase in its deferred tax
assets of $6 million representing the tax benefit of

net operating losses and other temporary differences
which are available for use by the Company on a
consolidated basis.

Effective May 21, 2002, in conjunction with an initial
public offering of the Company’s common stock, the
Company was combined with HPI and EHI into a single
entily through a series of reorganization mergers. EHI
was merged with and into HPI and HPI was subsequently
merged with and into the Company. This reorganization
was accounted for as a merger of enfities under common
control and the accounts of the companies were combined
in @ manner similar to a pooling of interests effective
January 1, 2000.

3. Summary of Significant Accounting Policies

Cash and Cash Equivalents

The Company considers all highly liquid debt instruments
purchased with original maturities of three months or less
to be cash equivalents.

Investments

The Company invests in publicly traded debt securities
which are categorized as securities available-for-sale
and are carried at fair value, with unrealized gains and
losses excluded from income and recorded to stockholders’
equity. The market value of such securities exceeded
book value by $0.07 million at December 31, 2002.
Accordingly, recording comprehensive income items
{unrealized gains on marketable securities) increases net
income by $0.04 million for the year ended December
31, 2002.
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Inventories
Inventories are stated at the lower of cost (on a firstin,
firstout basis) or market.

Properly, Plant and Equipment

Property, plant and equipment is stated at cost, less
accumulated depreciation. Depreciation of property, plant
and equipment is calculated on a straightline basis

over the estimated useful lives of the assets. Useful lives of
property, plant and equipment are as follows: building
and improvements — 25 years and machinery and
equipment — 5 to 7 years. Expenditures for repairs and
maintenance are expensed as incurred; expenditures for
maijor renewals and betterments are capitalized. When
assets are sold or otherwise disposed of, the cost and
related accumulated depreciation are removed from the
accounts and a gain or loss on disposition is reflected

in current operations. Property, plant and equipment is
reviewed for impairment whenever events or changes in
circumstances indizate that the related carrying amount
may not be recoverable. If such assets are defermined

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. Fair
value is determined using current market prices or
anticipated cash flows discounted at a rate commensurate
with the risks involved. Management dees not believe
that there are any impairments in property, plant and
equipment at December 31, 2002.

Use of Estimates

The preparation of financial statements in conformity

with accounting principles generally accepted in the
United States of America requires management to make
estimates ond assumptions that affect the reported
amounts of assets and liabilities at the date of the finan-
cial statements and the reported amounts of revenues and
expenses during the reporting period. The most significant
estimates relate to the realizability of accounts receivable
including contractual allowances, rebates and chargebacks
and other estimates for long-lived assets, inventories,
returns, Medicaid rebates and deferred tax assets. Actual
results could differ from those estimates.
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Concentration of Credit Risk

Financial instruments which potentially subject the
Company to concentration of credit risk consist of cash
deposits and accounts receivable. The Company performs
periodic credit evaluations of its customers’ financial
condition and, generally, requires no collateral. The
Company believes it mitigates its risk with respect to
accounts receivable by purchasing credit insurance in
varying amounts on ifs larger customers.

For the year ended December 31, 2002, sales to the
Company's two customers with more than 10% of the
Company’s tofal sales aggregated approximately 47%.
For the years ended December 31, 2001 and 2000,
sales o the Company’s three largest customers, which
each represented more than 10% of total sales, were
approximately 35% and 53%, respectively. The Company'’s
three largest customers represented approximately 33%
of total accounts receivable at December 31, 2002,

Reliance on Suppliers

Some materials used in the Company’s manufactured
products are currently available only from one or a limited
number of suppliers. Even when more than one supplier
for a product exists, the Company at times has listed only
one supplier in the Company's Abbreviated New Drug
Applications ("ANDA") for some products. This includes
products that have historically accounted for a significant
portion of the Company’s sales. In the event an existing
supplier named in the Company’s ANDA application

for a product should lose its regulatory status as an
acceptable source, the Company would attempt to locate
a qualified alternative; however the Company may be
unable to obtain the required components or products

on a timely basis or ot commercially reasonable prices.
Additionally, any change in a supplier not previously
approved in the Company’s ANDA must then be submitted
through a formal approval process with the Food and
Drug Administration [“FDA").



Revenue Recognition

Sales are recognized when the products are received by
the customer, which represents the point when the risks
and rewards of ownership are transferred to the customer.
Discounts, rebates and confract pricing adjustments

are recorded as a reduction of sales based on agreed
upon terms with the Company's customers at the time

of sale. The Company calculates a reserve for discounts
and rebates based upon actual sales under such arrange-
ments. Reserves for confract pricing adjustments represent
the difference between the prices wholesalers are billed
by the Company and the prices billed to their customers
to whom the Company has given contract prices. In
determining a reserve for contfract pricing adjustments,
the Company takes into account an estimate of the
percentage of product sales subject fo such pricing
adjustments based on historical tfrends. Historical trends
are adjusted for new product introductions and changes
in wholesaler or contract prices.

Included in net scles in 2002 and 2001 is royalty income
of $3.4 million and $2.8 million, respectively.

Accounts receivable is presented net of allowances for
discounts, rebates, contract pricing adjustments and

doubtful accounts, which were $75.5 million and $6.9
million at December 31, 2002 and 2001, respectively.

Shelf stock adjustments are provided following a reduction
in the prices of any of the Company’s products due to the
competitive environment. Such adjustments are credited
to the Company’s customers based on their on-hand
inventory quantities. Reserves are generally established
when the Company reduces its prices.

Estimates for returns, which are recorded at the time of
sale, relate primarily to returns of expiring preducts. The
Company utilizes historical trends to estimate the amount
of products to be returned due to product expiration.

Research and Development
Research and development activities are expensed as
incurred.

Advertising

Advertising costs are expensed as incurred. Advertising
expenses for the years ended December 31, 2002, 2001
and 2000 were approximately $0.5 million, $0.4 million
and $0.6 million, respectively.
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Income Taxes

Deferred income taxes are recognized for the future tax
consequences of femporary differences between the tax
basis of assets and liabilities and their financial reporting
amounts at each yearend based on enacted tax laws.
Valuation allowances are established when necessary to
reduce deferred tax assets to the amount expected to be
realized. Income tax expense is the tax payable for the
period ond the change during the period in deferred tax
assets and liabilities.

Long-Lived Assets

The Company accounts for the carrying values of long-
lived assets and certain identifiable intangible assets by
evaluating the future cash flows expected to result from
the use of the asset and its eventual disposition. If the sum
of the expected future undiscounted cash flows is less than
the carrying amount of the asset, an impairment loss is
recognized. Management does not believe there are any
impairments in long-lived assets at December 31, 2002.

Stock-Based Compensation

In October 1993, the Financial Accounting Standards
Board (“FASB") issued Statement of Financial Accounting
Standards (“"SFAS”) No. 123 "Accounting for Stock-Based
Compensation.” SFAS No. 123 allows companies

which have stock-based compensation arrangements with
employees to adopt a new fairvalue basis of accounting
for stack options and other equity instruments, or to
continue to apply the existing accounting required by
Accounting Principles Board {"APB”} Opinion No. 25,
“Accounting for Stock Issued to Employees.” The Company
infends to continue to account for stock-based compensation
arrangements under APB Opinion No. 25. Compensation
cost is measured based on the change in the value of the
stock appreciation rights (“SARs”} award and is recognized
over the service period, which is usually the vesting period.
Changes in the amount of the related liability due to fair
value changes in the stock price after the service period
are compensation cost of the period in which the change
occurs.
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Net Income Per Common Share
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Basic net income per share is computed by dividing net income by the weighted average number of common shares

outstanding for the period. Diluted earnings per share reflects the potential dilution of stock options, warrants, and the
conversion of preferred stock. Details of the calculations are as follows:

Years Ended December 31, 2001

Net income per share - basic:

Net income $43,263 $15,791 $10,989
Weighted average shares outstanding - basic 26,630,789 -

Net income per share - basic $ 1.62 $ - $

Net income per share - diluted:

Net income $43,263 $15,791 $10,989
Weighted average shares outstanding - basic 26,630,789 - -
Effect of preferred stock prior to conversion 11,671,233 30,000,000 30,000,000
Effect of warrants prior to conversion 633,794 1,680,528 120,000
Dilutive effect of stock options 1,692,717 450,201 -
Weighted average shares - diluted £0,648,533 32,130,729 30,120,000
Net income per share - diluted $ 1.06 $ 049 $ 0.36

Shipping and Hendling Costs

The Company classifies shipping and handling costs
as part of selling, general and administrative expenses.
Shipping and handling costs were $3.2 million, $1.8
million and $1.3 million in 2002, 2001 and 2000,

respectively.

Mew Accounting Pronouncements

in July 2001, the FASB issued SFAS No. 142, “Goodwill
and Other Intangible Assets.” SFAS No. 142 modifies

the accounting and reporting for acquired intangible
assets at the time of acquisition and in subsequent
periods. Intangible assefs which have finite lives must be
amortized over their estimated useful life. Intangible assets
with indefinite lives will not be amortized, but evaluated
annually for impairment. SFAS No. 142 is effective

for fiscal years beginning after December 15, 2001.

The Company’s existing products are intangible assets
with finite lives that are being amortized over 10 years.
The Company’s goodwill and workforce intangibles
were amortized through 2001 over 15 and 5 year lives,
respectively.

In 2002, the Company ceased amortization of goodwill
and its workforce intangibles. Had this pronouncement
been retroactively applied, net income would have
increased approximately $3.2 million and $0.3 million
in 2001 and 2000, respectively, and diluted earnings per
share would have increased $0.10 per share and $0.01
per share, in 2001 and 2000, respectively. Additionally,
in 2002, the Company transferred the net book value

of its workforce intangible of $1,136 to goodwill. The
recorded amount of the existing products intangible of
$37,600 will be amortized through 2010 with annual
charges of $3,760.



In October 2001, the FASB issued SFAS No. 144,
“Accounting for the Impairment or Disposal of Long-Lived
Assets,” that replaces SFAS No. 121, “Accounting for
the Impairment of Long-lived Assets and for Long-lived
Assets to be Disposed of.” SFAS No. 144 requires that
long-lived assets be measured at the lower of carrying
amount or fair value, less cost to sell, whether reported
in continuing operations or in discontinued operations.
SFAS No. 144 is effective for fiscal years beginning
after December 15, 2001, Adoption of SFAS No. 144
did not have a material impact on the measurement of
its long-lived assets.

In April 2002, the FASB issued SFAS No. 145
“Rescission of FAS Nos. 4, 44, and 64, Amendment of
SFAS No. 13, and Technical Corrections as of April
2002." This Statement amends SFAS No. 13, Accounting
for Leases, to eliminate an inconsistency between the
required accounting for sale-leaseback fransactions ond
the required accounting for certain lease modifications
that have economic effects that are similar to sale-lease-
back transactions as well as other existing authoritative
pronouncements to make various technical corrections,
clarify meanings, or describe their applicability under
changed conditions. SFAS No. 1435 is effective for fiscal
years beginning after December 31, 2002. The Company
does not anticipate that the adoption of SFAS No. 145
will have a material impact on its consolidated financial
statements.

In June 2002, the FASB issued SFAS No. 146 “Accounting
for Costs Associated with Exit or Disposal Activities.” This
Statement addresses financial accounting and reporting
for costs associated with exit or disposal activities and
nullifies Emerging lssues Task Force Issue No. 94-3,
“Liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity (including
Cerfain Costs Incurred in a Restructuring).” SFAS No. 146
is effective for fiscal years beginning after December 31,
2002. The Company does not anticipate that the adop-
tion of SFAS No. 146 will have a material impact on its
consolidated financial statements.
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in December 2002, the FASB issued SFAS No. 148
"Accounting for Stock-Based Compensation — Transition
and Disclosure” that amends SFAS No. 123 “Accounting
for Stock-Based Compensation.” SFAS No. 148 provides
alternative methods of transition for a voluntary change to
the fair value based method of accounting for stock-based
employee compensation. SFAS No. 148 amends the
disclosure requirements of APB Opinion No. 28, “Interim
Financial Reporting” and Statement No. 123 to require
prominent disclosures in both annual and interim financial
statements about the method of accounting for stock-based
employee compensation and the effect of the method
used on reporting results. SFAS No. 148 is effective

for fiscal years ending after December 15, 2002. The
adoption of SFAS No. 148, except for the disclosure
requirements, had no impact on the consolidated financial
statements. The additional required disclosure is found

in Note 11.

4. Inventories
Inventories consist of the following:

December 31, 2002 2001
Raw material $19,937 $16,909
Work-in-process 9,655 6,026
Finished goods 12,354 8,257
Total $41,946 $31,192
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5. Property, Plant and Equipment
Property, plant and equipment consists of the following:
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6. Coodwill and Cther Intangible Assets
Intangible assets consist of the following components:

December 31, 2002 2001

December 31, 2002 2001

land $ 2,711 $ 2,711
Buildings and improvements 27,812 25,417
Machinery and equipment 29,524 23,633

60,047 51,761
Less accumulated depreciation | 17,259 13,265

Total $42,788 $38,496

Depreciation expense was $4.1 million, $3.4 million and
$1.7 million in 2002, 2001 and 2000, respectively.

7. lncome Taxes
The provision for income taxes consists of the following:

Value of existing products $37,600 $37,600
less accumulated amortization | (7,833) {4,073)

Value of existing products, net | 29,767 33,527
Goodwill and other intangibles, net| 46,934 45,278

Total ;Sa%),?@‘[] $78,805

Amortization expense was $3.8 million, $7.1 million and
$0.6 million in 2002, 2007 and 2000, respectively.

Years Ended December 31, 2002 2001 2000
Current:
Federal $46,224 $19,266 $19,706
State and local 7,660 3,302 3,378
Deferred:
Federal (20,614) (8,146) (11,789)
State and local (3,450) {(1,397) {1,995)
Total $29,820 $13,025 $ 9,300

Reconciliations between the statutory federal income tax rate and the Company’s effective income tax rate are as follows:

Years Ended December 31, 2002 2001 2000
Federal income tax statutory rates 35.0% 35.0% 35.0%
State and local income taxes, net of federal benefit 5.0% 6.0% 6.0%
In-process research and development expense - - 4.8%
Non-deductible goodwill amortization - 4.2% -
Other 0.8% .
—
Total 40.8% 45.2% 45.8%




The components of the net deferred tax assets are as follows:
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December 31, 2002 2001
Current deferred tax assets
Inventory copitalization and provisions $ 1,363 $ 508
Provision for accounts receivable allowances 40,475 13,190
Startup costs 6006 621
Prepaid insurance (1,106) -
Reserve for Medicaid rebates 1,622 820
Other assets 252 205
Other liabilities, not currently deductible 1,042 4,843
44,254 20,187
Less valuation allowance (606) (621}
Deferred tax assets 43,643 19,566
Non<urrent deferred tax liabilities
Property, plant and equipment (639) (117)
Deferred compensation 5,946 7,215
Step-up of fixed assets (864) (975)
Step-up of intangibles (12,361) (14,212)
Original issue discount on notes payable (80) 236
State tax credits 204 -
Other noncurrent assets 196
Deferred tax liabilities (6,998) (7,153)
Net deferred tax assets $36,650 $12,413

The Company has not recorded a potential deferred ax asset of $10 million representing the benefit of net operating
losses of EHI which may be available for use by the Company on a consolidated basis. This benefit is pending approval
by taxing authorities. Upon approval, such amounts will be recorded as o deferred tax asset with an offsetting reduction

to goodwill.
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8. Neles Payable

In connection with the acquisition of EHI by HPI (see Note
2), the Company recorded a $50 million non-interest
bearing note payable issued by HPI to the sellers at its
estimated present value of $44 million.

The $50 million note provides for installment payments as
follows: $10 million on December 8, 2000, $10 million
on December 5, 2001, $10 million on September 30,
2002, $10 million on September 30, 2003, and $10
million on December 31, 2003. A payment of $10
million was made to the sellers pursuant to the terms of
the note on December 8, 2000 and December 5, 2001.
The Note provides for prepayments to be applied
against the last instaliment or installments in the event the
Company'’s earnings before inferest, taxes, depreciation
and amortization {"EBITDA"), as defined, exceed $20
million in calendar years 2002 and 2001. If EBITDA
exceeds $20 million in either calendar year then a
prepayment is required on the Note equal fo 50% of
the amount in excess of $20 million for such calendar
year. In no event shall the aggregate prepayments
required by such calculations exceed $20 million. In
March 2002, the Company made a payment of $15.2
million. At December 31, 2002, the remaining balance
of $4.8 million, net of $0.3 million of unamortized debt
discounts is shown in the balance sheet caption “Current
portion of note payable.” The Company expects to pay
the remaining $4.& million note balance in March 2003.

In connection with the December 2000 acquisition of EHI,
the Company borrowed $60 million from Hexal AG, at @
fixed rate of 8.75%. In addition, Hexal AG also provides
advances to the Company and has allowed interest to
accrue. Further, the Company had outstanding borrowings
of $16,874 under a $20 million loan agreement with
Hexal AG. Interest on advances is calculated at LIBOR {as
defined) plus 1.25%. In May 2002, immediately following
the closing of the Company’s initial public offering,

debt of $25,178 due to Hexal AG was converted into
1,678,561 shares of common stock and debt of
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$66,942 due to Hexal AG was paid with the proceeds
of the offering. The payment and stock conversion totaling
$92,120 fully paid the balance due at March 31, 2002
which was comprised of the two notes payable of
$60,000 ond $16,874, plus an additional intercompany
payable of $15,246. At December 31, 2002, the
Company had approximately $2.4 million payable to
Hexal AG, which is included in accrued liabilities.

In December 2000, Hexal AG, HPI and EH! entered

into a loan agreement with several lenders, including
Bayerische Hypo-Und Vereinsbank AG as agent for the
lenders, under which Hexal AG was permitted to borrow
up fo an aggregate of $40 million. In connection with
that loan agreement, HPI and EHI each entered into

a guarantee agreement and a pledge and security
agreement pursuant to which each of HPI and EHI, each
of which was a wholly-owned subsidiary of Hexal AG
at that time, guaranteed payment when due under the
loan agreement. Pursuant to the pledge and security
agreement entered into by HPI, HPI pledged all of the
capital stock of the Company and EHI, owned by it as
collateral for such guarantee. Pursuant fo the pledge

and security agreement entered into by EHI, EHI pledged
all of the capital stock of the Comapny owned by

it as collateral for such gucrantee. In June 2002, oll
outstanding amounts under the loan agreement were
repaid and the loan agreement and the pledge and
security agreements were ferminated.

Unsecured Loan from Hexal AG

On December 6, 2000, the Company entered info an
unsecured loan agresment with Hexal AG that provides
loans to the Company up to a maximum amount of $8
million. Either party upon three months notice can terminate
the Agreement, Interest on advances is calculated based
on the LIBOR rate in effect on December 30 of the pre-
ceding year plus 1.75%. On December 8 and December
11, 2000, the Company borrowed $3 million and

$4.5 million, respectively, which was paid in 2001. This
agreement has been terminated.



9. Accrued Liabilitles
Accrued liabilities include the following:

December 31, 2002 2001

Payroll, vacation and

related costs $ 30865 | $ 904

Income taxes payable 375 5,291
Reserve for customer rebates

and other allowances 36,960 24,352
Accrued legal costs 1,495 2,110
Other liabilities 4,890 4,644
Total $48,785 | $37,301

10. Commitments and Contingencies

Lease Commitments

The Company is obligated under various noncancelable
operating leases for certain machinery, automobiles and
office equipment that have terms in excess of one yeor.
Minimum lease payments for years 2003 through 2005
are $34, $17 and $10, respectively. For the years ended
December 31, 2002, 2001 and 2000, expense under
operating leases was approximately $37, $45 and $30,
respectively.

Line of Credif

On February 8, 2002, the Company entered into a three-
year $25 million credit agreement, which is collateralized
by accounts receivable and inventory. Interest on any
borrowing under the line will accrue at the rate of interest
equal to either the adjusted LIBOR (os defined) rate plus
1.5%, the prime rate or the fixed rate {as set by the bank).
The rate will depend upon the terms of the selected
borrowings. The agreement has covenants which require
the maintenance of certain financial ratios including lever-
age, consolidated debt and asset coverage, as defined.
At December 31, 2002, there were no outstanding
borrowings under the line of credit.
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Rebates

The Omnibus Budget Reconciliation Act of 1990, effective
January 1, 1991, requires drug companies fo enter
into a rebate agreement with the Health Care Financing
Administration of the Federal government. The rebate
agreement stafes that drug companies must pay rebates
fo states for drugs [prescription, non-prescription or
biological products) sold to Medicaid recipients. At
December 31, 2002 and 2001, $4.1 million and $2.0
million, respectively, are included in accrued liabilities
as the estimated liability for Medicaid rebates.

Stare Medicaid Claims

EHI purchased Maijor Pharmaceuticals, fnc. {"Major”), @
distributor of drug products in 1991 and sold Major in
1995. At the time of the sale, EHI established an escrow
account to cover any Medicaid drug rebate liabilities
incurred by Major prior to the sale.

As of December 31, 2002, the recorded liability for such
claims is $944, which management believes is adequate
to resolve such matters. The Company has approximately
$808 as of December 31, 2002, in an escrow account
to resolve such claims.

Food and Drug Administration “FDA” Regulations

In January 2003, the Company received Inspectional
Observations — Form FDA 483 (the “FDA 483"} at

its Laurelton facility following the mislabeling of one lot
of product that waos distributed. The mislabeled lot was
recalled. The Company provided a written response to
the FDA 483 discussing the implementation of corrective
actions and revisions to procedures that the Company
believes addresses the concerns and issues raised by the
FDA 483. In February 2003, the FDA issued a Warning
Letter and requested that the Company clarify and
supplement its responses to the FDA 483. The Company
has provided its supplemental responses to the FDA.
Based on follow-up discussions with the FDA, the Company
has been advised that a Current Good Manufacturing
Practices or “GMP” inspection will be conducted by the
FDA at the Laurelton facility beginning in April 2003.
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11. Employee Benefit Plans

Savings Intentive Plan

The Company has a defined contribution Savings
Incentive Plan (the “Savings Plan”) which is offered to oll
eligible employees and is qualified under Section 401(k)
of the Internal Revenue Code. Employees are eligible for
parficipation at the start of any calendar quarter providing
the employee has attained 21 years of age. The Savings
Plan provides an employer matching contribution which
will begin at the start of the quarter coincident with or
next following the one year anniversary of the participant’s
hire date in an amount as defined in the Savings Plan.
The Savings Plan provides for matching contributions
equal to 50% of the participant's contribution, to the
extent that the participant’s confributions do not exceed
6% of their compensation. The cash contributions to

the Savings Plan in 2002, 2001 and 2000 were $173,
$145 and $154, respectively.

Stock Appreciation Rights Plan

In June 1996, the Board of Directors adopted the Eon
Labs, Inc. Stock Appreciation Rights Plan (the “Plan”)
which provided for the issuance of up to 75,000 stock
appreciotion rights {“SARs”) to employees, directors and
consultants who were in a position to materially contribute
to the long-term success of the Company. Upon exercise
of any SAR, the grantee was entitled fo receive an
amount equal to the excess of {i] the fair market value
(“FMV”) of one share of common stock on the last day
of the Company’s fiscal year immediately prior to such

Nine Months Ended
September 30, 2001
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exercise, over (ii) the base value established upon the
grant of such SAR.

Fair market value of the common stock on a given date
was based, if listed on a national securities exchange or
quoted in an interdealer quotation system, the last sales
price or, if unavailable, the average of the closing bid
and asked prices per share; or, if the common stock was
not listed on a national securities exchange or quoted in
an interdecler quotation system, the value was determined
by the Board in good faith in its sole discretion.

Unless otherwise determined by the Board, the grants
vested and became exercisable at the rate of 20% per
year subject to the satisfaction of any performance goals
with respect to such year provided that the grantee
remained an employee, director or consultant through the
end of such year. Generally, once vested, SARs remain
exercisable until the earlier of the termination of the
grantee’s employment or the tenth anniversary of the date
the SAR is granted. The Company had the right, but not
the obligation, to purchase from a grantee any or all
shares of common stock acquired by a grantee upon the
exercise of SARs at the FMV of such shares. SARs vested
at the rate of 20% per year and vesting was not subject
to the satisfaction of performance goals.

A summary of the Company’s stock appreciation rights is
as follows:

Year Ended
December 31, 2000

Weighted Weighted

Average Average

Exercise Exercise

Shares Price Shares Price

Outstanding ot beginning of period 66,875 $34.49 73,200 $35.52
Granted - - 900 63.00
Exercised {1,345) 14.58 (1,805) 34.19
Forfeited (485) 54.85 (5,420) 50.59
Outstending at end of period 65,045 $34.75 66,875 $34.49
Exercisable at end of period 47,433 $28.06 35,815 $25.04

Stock appreciation rights costs of $2.8 million and $6.2 million were recognized in 2001 and 2000, respectively.




Stock Option Plan

Effective September 30, 2001, the Company converted
its SAR plan fo o stock option plan pursuant to provisions
for such conversion in the SAR plan. In connection with
the conversion, each outstanding SAR was converted into
an option to purchase one share of common stock at an
exercise price equal to the original base value of the SAR
at date of grant.

The stock option plan provides for the granting of up to
3,000,000 options to purchase common stock of which
551,500 are available for future grants at December 31,

A summary of the Company's stock options granted is as follows:
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2002. Stock options granted under the plan are exercis-
able for up to ten years following the date of grant.
Vesting provisions are determined by the Compensation
Committee of the Board of Directors on a case-by<ase
basis. As of the conversion date, the Company has
classified deferred compensation of $18,957 as additional
paid-in capital. For option awards not fully vested as of
September 30, 2001, the remaining unrecorded deferred
compensation expense of $2,134 will be recognized
over the remaining vesting period. The Company has
amortized an additional $1,154 and $348 of deferred
compensation into expense for the years ended December

31, 2002 and 2001, respectively.

Years Ended December 31, 2002 2001

Weighted Weighted

Average Average

Exercise Exercise

Shares Price Shares Price

Outstanding at beginning of year 1,951,350 $ 1.16 - -

SARs converted fo options on October 1, 2001 - - 65,045 34.75

Effect of stock split - - 1,884,305 1.16

Exercised (517,380) T4 - -
Forfeited or cancelled {15,000) 18.25
Granted 512,150 18.78

Outstanding at end of year 1,931,120 $ 5.81 1,951,350 $ 116

Exercisable at end of year 1,200,030 $ 1.16 1,449,390 $ 93
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The following table summarizes stock options outstanding and exercisable at December 31, 2002:

Weighted
Average
Number Remaining Life

Exercise Prices Outstanding in Years

Average Exercise Number

Weighted Weighted
Average Exercise
Price Exercisable rice

$ 0.23 304,750 8.75
$ 1.20 629,250 8.75
$ 2.10 499,970 8.75
$18.25 385,150 9.50
$20.67 112,000 .32

$ 0.23 304,750 $0.23
$ 1.20 627,150 $1.20
$ 2.10 268,130 $2.10
$18.25 -
$20.67 -

1,931,120

$ 5.81 1,200,030

The Company applies Accounting Principles Board Opinion
No. 25, “Accounting for Stock Issued to Employees”
(“APB 25”), and related inferprefations in accounting for
its stock-based compensation. In addition, the Company
provides pro forma disclosure of stock-based compensation,
as measured under the fair value requirements of SFAS
No. 123, “Accounting for Stock-Based Compensation”
and determined through the use of the Black-Scholes
optlion pricing model. These pro forma disclosures are
provided as required under SFAS No. 148, “Accounting
for Stock-Based Compensation - Transition and Disclosure.”

The fair value of the options was determined using the
Black-Scholes option pricing model with the following
assumptions:

2002 2001
Dividend yield 0% 0%
Volatility 45% 0%

23%1037%
1 to 4 years

Riskfree interest rate | 3.0% to 4.0%

Expected life 1 %0 3 years

A reconciliation of the Company’s net earnings to pro
forma net earnings and the related pro forma earnings
per share amounts, for the years ended December 31,
2002 and 2001, is provided below. There were no stock
options outstanding in 2000. For purposes of pro forma
disclosure, stock-based compensation expense is recognized
in accordance with the provisions of SFAS No. 123.

Years Ended December 31, 2002 2001

Net income, as reported $43,263 $15,791

Adjustment fo net income
for pro forma stock-based
compensation expense,
net of related tax effect {225) (4)

Pro forma net income $43,038 $15,787

As reported and pro forma
net earnings per share:
Basic $ 1.62 | $

Diluted $ 1.06 | $ 049




12. Equity

Stock Splits

In May 2002, the Company effected a 30for-1 stock split
of the Company’s preferred stock and the Company’s
non-vofing common sfock with no change in por value.
Additional paid-in capital, preferred stock, common stock,
per share and shares outstanding data in the Consolidated
Financial Statements and Notes to the Consolidated
Financial Statements have been retroactively restated to
reflect this stock split.

Also, in May 2002, the outstanding 30,000,000 preferred
shares were converted to common stock. In addition, the
Company changed the number of shares of authorized
preferred stock to 5,000,000, increased the number of
shares of authorized voting common stock to 70,000,000
and converted shares of non-voting common stock to
shares of a single class of common stock.

Initicl Public Offering and Stockhelders’ Equity

In June 2002, the Company completed its initial public
offering of common stock, which resulted in net proceeds
of $139,236 and the issuance of 10,200,813 shares of
common stock. Upon the consummation of the Company’s
initial public offering, all of the previously outstanding
shares of the Company’s preferred stock were converted
info 30,000,000 shares of common stock and warrants
were exercised resulting in the issuance of 1,680,528
shares of common stock. Immediately following the clos-
ing of the Company’s initial public offering, debt of
$25,178 due to Hexal AG was converted into
1,678,561 shares of common stock and debt of
$66,942 due to Hexal AG was paid from the proceeds
of the offering.
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13. Litigation

Product Liability Litigation

Fen-phen Litigation

Since May 1997, the Company and certain of its
customers have been named as defendants in numerous
product liability lawsuits, some of which are class actions,
filed in various state and federal courts in connection
with its manufacture of phentermine hydrochloride. These
lawsuits typically name as a defendant Wyeth {formerly
American Home Products Corporation), the manufacturer
of two anfi-obesity drugs, fenfluramine and dexfenfiuramine,
and also name manufacturers and distributors of phenter-
mine. Fenfluramine and phentermine were prescribed

in combination in an offlabel use commonly called “fen-
phen,” while dexfenfluramine was generally prescribed
alone, but occasionally in combination with phentermine.
In September 1997, the manufacturer of fenfluramine
and dexfenfluramine agreed with the Food and Drug
Administration to volunterily withdraw both products from
the market. The FDA has not requested that phentermine
be withdrawn from the market.

The plaintiffs in these cases (the “fen-phen cases”} typically
allege that the short- and lfongterm use of fenfluramine

in combination with phentermine causes, among other
things, primary pulmonary hypertension, valvular heart
disease and/or neurological dysfunction. Some lawsuits
allege emotional distress caused by the purported
increased risk of injury in the future. Plaintiffs typically
seek relief in the form of monetary damages {including
economic losses, medical care and monitoring expenses,
loss of earnings and earnings capacity, other compensa-
tory damages and punitive damages), generally in
unspecified amounts, on behalf of the individual or the
class. Some actions seeking class certification ask for
certain types of equitable relief, including, but not limited
to, declaratory judgments and the establishment of a
research program or medical surveillance fund. Certain
companies that distributed or sold the Company's phenter-
mine and are named as defendants in certain of these
lowsuits seek a defense and indemnity from the Company.

39



40

During 2000, the United States District Court for the
Eastern District of Pennsylvania, the federal court before
which all federal cases were consolidated for discovery,
found that proposed anti-phentermine “causation”
testimony by two expert witnesses was not supported by
scientific evidence and thus would be barred. These

two experts were the only “national” anti-phentermine
“causation” experts identified in the consolidated federal
litigation, and were to have been “generic” experts in
hundreds of cases. The Court's decision fo substantially
curb their testimony has resulted in many cases being
dismissed. To date, there has been no scientific testimony
accepted by any court that establishes a connection
between the use of phentermine either alone or in
combination with fenfluramine and/or dexfenfluramine
and the aflegations made by plaintiffs in these lawsuits.

In late 1999, Wyeth, the major defendant in the

fen-phen litigation and the former manufacturer of both
fenfluramine and dexfenfluramine, anncunced a proposed
setlement of all fen-phen cloims against it nationwide
(excepting only claims for certain serious medical
conditions). The United States District Court for the Eastern
District of Pennsylvania, which supervises discovery of

all federal fenphen cases in a consolidated multidistrict
litigation (the “Fen-Phen MDL"), certified a nationwide
settlement closs and approved the proposed settlement,
which became final in January 2002. This setffement has
reduced the number of cases in which the Company and
its distributors have been named as defendants.

As of December 31, 2002, the Company had been
named and served in approximately 6,400 fen-phen
product liability cases. More than 96% of these cases
have been dismissed, and fewer than 190 remained
open. Since the beginning of the fen-phen litigation,
only one case has gone to trial with the Company and
its distributors as defendants. In that case, the Company
and all the phentermine defendants, including other
phentermine manufacturers and distributors, were
dismissed on motion before the presentation of any
evidence.
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While the number of lawsuits being filed has decreased
substantially, the Company expects additional, similar
lawsuits to be filed. The Company and its outside counsel
believe that the Company has substantial defenses to
these claims, though the ultimate outcome cannot be
determined. As of December 31, 2002, there had been
no finding of liability for fen-phen injury against the
Company and no payment by the Company to seftle any
combination-related fen-phen lawsuit.

Phentermine Litigation

The Company has been named as ¢ defendant in several
cases in which the plaintiff alleges injury from the use

of phentermine alone, and in one instance the Company
was named as a third-party defendant in a medical
malpractice case in which negligent prescription of
phentermine was alleged. A number of these claims
have been dismissed in the Company's favor, and as of
December 31, 2002 only one such claim remained
pending. A second case was served on the Company in
February 2003.

One of the remaining cases is currently pending in a
consolidated federal fen-phen multidistrict litigation
pending in the United States District Court for the Eastern
District of Pennsylvania. The second was removed to the
United States District Court for the Central District of
Florida, and may be transferred to the federal multidistrict
litigation.

Additionally, the Company has been named as @
defendant in one state court case alleging injury from the
use of Company phentermine in combination with
phenylpropanolamine {"PPA”} made by another company.

Because discovery has not been completed in these
pending cases, predicting the ultimate outcome of these
actions is not possible, and no provision for any liability
has been reflected in the Company’s financial statements.
The Company believes it has substantial defenses to these
claims.




Gross sales of phentermine by the Company for the years
2002, 2001 and 2000 were $32 million, $51 million
and $21 million, respectively.

Defense/Indemnity Issues Related to Fenphen and
Phentermine Litigation

In or about April 2000, the Company exhausted its
product liability insurance covering all combination-related
phentermine lawsuits and any noncombination
phentermine lawsuits resulting from claims regarding the
ingestion of phentermine prior to June 1998. Since that
time, the Company has funded its own defense in the
fen-phen, phentermine-only and phentermine-PPA product
liability lawsuits. Additionally, the Company has reached
agreements under which the Company will fund or
partially fund the defense of certain of its distributors, and
to indemnify them provided certain conditions are met.
Further, the Company has reached favorable defense/
indemnity agreements with several retailers, and is
negotiating the resolution of several additional claims
with other retailers. Fen-phen and phentermine litigation
defense costs, and the costs of related defense
agreements, are being expensed as incurred.

Other Product Liability Litigation

The Company has been named as a defendant in several
other product liability lawsuits in which plaintiffs allege
that Company-manufactured pharmaceuticals containing
phenylpropanolamine caused injury. PPA was removed
from the market in 2000 at the FDA's request after @
study appecred to show a potentially increased risk of
hemorrhagic stroke in certain patient cohorts. The
Company previously manufactured two low-volume
prescription products that contained PPA that were
discontinued in 1999 and 2000, respectively.

To date, the Company has been named in five lawsuits
alleging injury or wrongful death from the use of
Company-manufactured pharmaceuticals containing PPA.
As of December 31, 2002, all but one PPA case against
the Company had been dismissed or discontinued. In
early 2003, the Company was named in another lawsuit
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alleging injury from PPA. Discovery in these two lawsuits
has yet to begin. The first lawsuit, which was served on
the Company in December 2002, has been removed to
federal court, and has been identified to the federal Joint
Panel on Multidistrict Litigation as a potential “tag-along”
case for transfer to the consolidated federal phenyl-
propanolamine multidistrict litigation (“PPA MDL") pending
in the United States District Court for the Western District
of Washington. Plaintiff has filed a motion seeking
remand of this case to state court in New York, which
motion is pending. The second lawsuit was filed in the
United States District Court for the District of Maryland
and served upon the Company in January 2003. It is
likely to be transferred to the PPA MDL. Because these two
lawsuits were only recently filed, and discovery in them
has yet to begin, predicting the ultimate outcome of these
actions is not possible, no provision for any liability has
been reflected in the Company’s financial statements.

Patent Infringement Litigation

On August 30, 2000, Novartis Pharmaceuticals
Corpordtion filed a complaint in the United States District
Court for the District of Delaware alleging among other
things that the Company’s generic cyclosporine product
infringes a patent owned by Novartis. An adverse
outcome in patent litigation with Novartis involving
cyclosporine capsules could result in the Company being
unable to market this product which would materially
harm its profits and cash flows and could result in the
Company paying damages, cost, expenses, and fees that
could have a material adverse impact on its financial
performance. The potential liability and expenses in this
matier are not covered by insurance. In December 2002,
the United States District Court for the District of Delaware
granted the Company’s motion for summary judgment of
non-infringement of the patent. Novartis has appealed the
judgment. The ultimate outcome of this lawsuit cannot be
determined at this fime.
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In January 2001, Apotex, Inc. filed an action in the
United States District Court for the Eastern District of New
York alleging that by manufacturing, selling and offering
to sell eyclosporine capsules the Company is infringing a
patent of which Apotex alleges it is the exclusive licensee.
Apotex seeks injunctive relief as well as an unspecified
amount of damages and has also asserted a claim that
the alleged infringement was willful, that the case is
therefore exceptional and that Apotex should therefore be
awarded the attorney fees it has incurred in the action.
The Company's potential liability and expenses in this
matter are not covered by insurance. An adverse outcome
in this litigation could result in the Company being unable
to market cyclosporine, which could materially harm
profits and cash flows, and could result in paying dam-
ages, costs, expenses and fees that could have o material
impact on the Company’s financial performance.

The Company has denied that it has infringed any valid
patent claims asserted by Apotex, has alieged affirmatively,
among other things, that the patent is invalid and that it is
not infringed by the Company’s manufacture, sale or offer
to sell its cyclosporine capsules.

In addition, the Company has been named in several
other patent infringement actions alleging that the

14, Transactions Between the Company and Related Paries
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Company has infringed patents by filing an application
with the FDA for approval fo market products before

the plaintiffs’ patents expire. In general, plaintiffs seek
judgmentis precluding the FDA from approving the
Company’s application to market the product before their
patent expires and have asserted claims that the alleged
infringement was willful, that the action is therefore
excepfional and that plaintiffs should therefore be awarded
the aftorney fees they have incurred in the action.

The Company and its outside counsel believe that the
Company has substantial defenses and counterclaims
to these above patent infringement acticns, though the
ultimate outcome cannot be determined.

Because predicting the ultimate outcome of these actions
is not possible, no provision for any liability has been
reflected in the Company’s financial statements.

Cther Litigation

The Company is in other litigation incidental to its
business activities. The ultimate disposition of such
lawsuits will not materially affect the Company’s financial
statements.

The following is a summary of related party transactions with profit/loss implications:

Years Ended December 31, 2002 2001 2000
Net sales to subsidiaries of Hexal AG $ 113 $ 365 $ 46
Reimbursement of other expenses - 126 -
Transfers of products and supplies to subsidiaries of Hexal AG - 15 104
Purchases of products and supplies from subsidiaries of Hexal AG (849) (617) (131)
Cyclosperine agreements with Hexal AG (q} (4,026) (3,923) (1,099
Reimbursements to Hexal AG for shared bioequivalency studies - (140) (425)
Interest on intercompany loans from Hexal AG (2,463) (6,67 4) (1,616)
Fees incurred for rights fo product development files of Hexal AG {1C0) - (225)

{a)Under agreements with Hexal AG, the Company pays Hexal AG based on sales of a specific product, which was developed using Hexal AG's patented technology.



In 2002, 2001 and 2000, HPl was a party fo certain
research and development contracts with third parties for
which Hexal AG loaned $0.7 million, $1.6 million, and
$1.3 million, respectively, to HPI for the payment of its
obligations. During 2002, the research and development
contracts which were unrelated to the Compony's business
were transferred to an entity, unrelated to the Company.

15. Selling, General and Administrative Expenses
Included in selling, general and administrative expenses
were legal defense costs for phentermine litigation

of approximately $3.4 million, $6.1 million and $8.1
million (net of insurance reimbursement of $3.75 million)
for the years 2002, 2001 and 2000, respectively.

Included in selling, general and administrative expenses
for the years ended December 31, 2002, 2001 and
2000 were approximately $6.3 million, $4.9 million
and $1.8 million, respectively, of legal costs incurred in
connection with patent challenges involving drugs
manufactured and sold by other companies.

Allowance for doubtful accounts were $1.0 million in
each year presented. In 2002 and 2001, the Company
neither made any additional provision nor wrote-off

any bad debts. The Company’s allowance for doubtful
accounts was impacted by additional allowances of
$80, and write-off of bad debts of $124 in 2000.
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16. Other Supplemental Cash Flow Information
Other supplemental cash How information is as follows:

Year Ended December 31, 2002

Non-cash financing activities

Unrealized gain on investments $ a4
Conversion of preferred stock 300
Exercise of warrants 17
Issuance of common stock to repay

loans and advances to Hexal AG 25,178

In 2000, HPI acquired EHI and allocated the purchase
price as follows:

Purchase price:

Cash $ 60,000
Seller note, net of discount 43,687
Warrants 4,892
Total $108,579

The purchase price was ollocated 1o the assets and liabilities
acquired, based on their estimated fair values, as follows:

Inventory $ 2,365
In-process research and development 2,450
Property, plant and equipment 2,615
Value of existing products 37,600
Intangibles — workforce 1,450
Goodwill 47,514
Deferred income taxes (13,577)
Book value of acquired equity 28,162
Purchase price $108,579
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17, Uncudited Quarterly Finuncial Data

2002 First Quarter Second Quarer Third Quarter Fourth Quarter
Net sales $43,198 $52,000 $75,351 $68,720
Gross profit $23,213 $28,303 $40,270 $33,892
Net income $ 6,346 $ 9,504 $14,183 $13,230
Earnings per share (1)

Basic $ $ 0.57 $ 0.33 $ 0.30

Diluted $ 0.19 $ 0.25 $ 0.37 $ 0.29
2001 First Quarter Second Quarter Third Quarter Fourth Quarter
Net sales $39,096 $42,586 $42,545 $41,216
Gross profit $20,708 $26,207 $23,655 $21,561
Net income $ 2,680 $ 5,368 $ 3,643 $ 4,100
Earnings per share {1

Basic $ - $ . $ . $ ;

Diluted $ 0.08 $ 017 $ on $ 012

{1)The sum of eamings per share for the four quarters may not equal eamings per share for the tofal year due to changes in the average number of common shares outsianding.

Market Data

The Company's common stock is listed on The NASDAQ
National Market and began trading under the symbol
ELAB on May 23, 2002. The following table sets forth for
the fiscal periods indicated the high and low sales prices
of the Company’s common stock, as reported by The

NASDAQ National Market:

2002 Kigh Low
First Quarter ) N/A N/A
Second Quarter (1) $18.00 $14,50
Third Quarter $23.29 $12.70
Fourth Quarter $25.38 $17.56

{1]Beginning May 23, 2002

The Company did not pay cash dividends on its common
stock during 2002 or 2001 and does not intend to pay
any cash dividends in the foreseeable future.
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