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“

Diastat® AcuDial™ brings peace of mind to
an anxious parent.

Robin Kish, pictured on the cover with her daughter Riley, talks about
the difference Diastat® AcuDial™ has made in their lives.

“Riley was diagnosed with epilepsy at six months and was hospitalized
for seizures 12 times befare she was two. Each hospital stay would last
from three to 14 days, during which my husband and |—both fulltime
teachers—would take turns missing work to be with her. It was
disruptive for us and for our son, but it was hard on Riley. She would
be heavily sedated (at the hospital) to prevent the seizure from
coming back; she’s already developmentally delayed, and we felt that
the hospital meds knocked her back more.

“Qur doctors prescribed Diastat AcuDial when she was two, and it’s
made all the difference... . It gives us time. We can stop the seizure
ourselves, so we can call her doctors instead of 9-1-1. We can adjust
her anti-epilepsy medications at home, without the extra sedatives
the hospital uses. We have peace of mind we didn’t have before—to
travel or to go to church as a family and to get a babysitter. Riley’s
in preschool now; with Diastat AcuDial on hand, the school staff is
comfortable having her in their classrooms.”

DIASTAT® AcuDial™ (diazepam rectal gel) is a gel formulation of diazepam intended
for rectal administration in the management of selected, refractory patients with
epilepsy, on stable regimens of AEDs, who require intermittent use of diazepam to
control bouts of increased seizure activity for patients 2 years and older,

In clinical trials with DIASTAT® the most frequent side effect was somnolence (23%).
Less frequent adverse events reported were dizziness, headache, pain, vasoditation,
diarrhea, ataxia, euphoria, incoordination, asthma, rash, abdominal pain, nervousness
and rhinitis (1%-5%). For full prescribing information about Diastat AcuDial, please
visit waw diastat.com or www, valeant.com,
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Explanatory Note

This annual report on Form 10-K includes the restatement of our consolidated financial statements as of and
for the years ended December 31, 2006 and 2005. This report also includes the restatement of the selected financial
data as of and for the years ended December 31, 2006, 2005, 2004 and 2003 and the restatement of the quarterly
financial data in Part 11, ltem 8 for the three-month periods ended March 31, 2006, June 30, 2006, September 30,
2006, December 31, 2006, March 31, 2007, June 30, 2007 and September 30, 2007.

As announced in our current report on Form 8-K which we filed with the Securities and Exchange
Commission, or SEC, on March 3, 2008, we concluded that our previously filed financial statements should no
longer be relied upon due to certain errors in the accounting for foreign operations which were identified during the
preparation process for this annual report on Form 10-K, and primarily arose during the period January 1, 2002 to
September 30, 2007. These included errors impacting annual periods prior to 2007 with a cumulative net charge to
income from continuing operations before income taxes of $3,851,000 as of December 31, 2006. The errors also
included items originating in the first, second and third quarters of 2007 with a net benefit to income from
continuing operations before income taxes of $1,761,000. These errors have been determined to be, in the
aggregate, material to the quarter and year ended December 31, 2007 and to certain prior periods including the year
ended December 31, 2006, and therefore we are restating our results for the years ended December 31, 2003, 2004,
2005 and 2006. The errors and the cumulative et effect of the corrections through December 31, 2006 and for the
nine months ended September 30, 2007 are described as follows and summarized in the table below:

i. Increase in reserves for anticipated product returns based on historical trends and for certain credit
memos in Latin America, the cumulative effect of which is a reduction in revenue of $3,953,000 and certain
other adjustments of $127,000 through December 31, 2006 and $1,120,000 for the nine months ended
September 30, 2007;

ii. Decrease in revenues associated with sales to certain customers in [taly where preexisting rights of
return became known in the fourth quarter of 2007, the cumulative effect of which is a reduction of revenues of
$290,000 through December 31, 2006 and $1,550,000 for the nine months ended September 30, 2007;

iii, Decrease in costs of goods sold related to bookkeeping errors in recording inventory costing and
manufacturing variances in the UK and France, the cumulative effect of which is a reduction in cost of goods
sold and a corresponding increase in gross profit of $4,710,000 for the nine months ended September 30, 2007,
with no effect prior to January 1, 2007,

iv. Changes in pension expense in UK, Netherlands, Switzerland and Germany resulting from incorrect
application of Statement of Financial Accounting Standards No. 87, Employers Accounting for Pensions and
Statement of Financial Accounting Standards No. 158, Employers’ Accounting for Defined Benefit Pension
and Other Postretirement Plans, the cumulative effect of which is a decrease in general and administrative
expenses of $519,000 through December 31, 2006 and an increase to general and adminisirative expenses of
$279,000 for the nine months ended September 30, 2007; and

v. Changes in income tax expense resulting from the income tax effects of the pre-tax adjustments
described in i.-iv. above, resulting in a reduction in income tax expense of $1,331,000 through December 31,
2006 and an increase of $611,000 for the nine months ended September 30, 2007. Additionally, income tax
expense increased due to corrections of deferred income taxes in certain foreign locations, resulting in a
cumulative increase in income tax expense of $825.000 through December 31, 2006.




Nine Months Total

SeptElrilldb‘:::' 30, Year Ended December 31, A;‘:;g::‘:al
Income (Expense) 2007 2006 2005 2004 2003 Pre-2003 {Expense)

(In thousands)

Retumns reserve and
credit memos in

Latin America. . ... $(1,120) $(1,554) $(371) $1,389  H(121) $(3,423) $(5,200)
Reversal of revenue in . ’
Italy . ........... (1,550) (290) — — — — (1,840)

Cost of goods
bookkeeping in the

UK and France . . .. 4,710 — — — —_ —_ 4,710
European pension _

accounting ... .... (279) 1,401 (256) (220) 391 (797) 240
Total impact before

taxes. ........... 1,761 443y  (627) 1,169 270 (4,2200 . (2,090)
Tax effect on above . . (611) 204 139 . (422) (87) 1,497 720
Other deferred tax

items ... ........ — (764)  (61) — — — (825)
Total impact of

restatement . .. . ... $ 1,150 $(1,003) $(549) $ 747 S 183  $(2.,723) $(2,195)

The restatement and its impact on fiscal years ended December 31, 2006 and 2005 are discussed in more detatl
in Note 2 to our consolidated financial statements, which are included herein.

While we have restated the unaudited quarterly information in Part 11, Item 8 and intend to amend and restate
our quarterly reports on Form 10-Q for the fiscal quarters ended March 31, June 30 and September 30, 2007 and
2006, we have not amended and do not intend to amend any of our other previously filed reports. As we have
previously announced, the consolidated financial statements and related information contained in such previously
filed reports should no longer be relied upon.

Identification of Material Weakness

In connection with this restatement, we identified a material weakness in cur disclosure controls and
procedures and internal controls over financial reporting as of December 31, 2007 and reported this to our
Finance and Audit Committee. The material weakness, which arose primarily as a result of our lack of a sufficient
complement of personnel in our foreign locations and monitoring controis at the corporate level and is further
described below in Item 9A of this Form 10-K, resulted in the restatement of our prior period financial information
included in this report. We are in the process of identifying and implementing a plan to address the material
weakness in internal control over financial reporting. This remediation is discussed in more detail in Item SA. For
this reason, the discussion and data set forth in this section may not be comparable to discussions and data in our
previously filed reports.




Forward-Looking Statements

In addition to current and historical information, this report contains forward-looking statements. These
statements relate to our future operations, future ribavirin royalties, prospects, potential products, developments and
business strategies. Words such as “expects,” “anticipates,” “intends,” “plans”, “should,” “could,” “would,” “may,”
“will,” “believes, e

estimates,” “potential,” or “continue” or similar language identify forward-looking statements.

(LT3

Forward-looking statements involve known and unknown risks and uncertainties. Our actual results may differ
materially from those contemplated by the forward-looking statements. Factors that might cause or contribute to
these differences include, but are not limited to, those discussed in the sections of this report entitled “Risk Factors”
and “Management’s Discussion and Analysis of Financial Condition and Results of Operations” and sections in
other documents filed with the Securities and Exchange Commission (“SEC"), under similar captions. You should
consider these in evaluating our prospects and future financial performance. These forward-looking statements are
made as of the date of this report. We disclaim any obligation to update or alter these forward-looking statements in
this report or the other documents in which they are found, whether as a result of new information, future events or
otherwise, or any obligation to explain the reasons why actual results may differ.

Aclotin, Bedoyecta, Bisocard, Cesamet, Dalmane/Dalmadorm, Dermatix, Diastat, Diastat AcuDial, Efudex/
Efudix, Espacilt, Espaven, Kinerase, Librax, Mestinon, Migranal, Nyal, Oxsoralen/Oxsoralen-Ultra, Selcoseryl,
Tasmar, Virazole and Zelapar are trademarks or registered trademarks of Valeant Pharmaceuticals International or
its related companies or are used under license. This annual report also contains trademarks or trade names of other
companies and those trademarks and trade names are the property of their respective owners.

PART I

Item 1. Business
Introduction

We are an international pharmaceutical company that develops, manufactures and markets a broad range of
pharmaceutical products. Historically, our marketing and promotion efforts focused on our Promoted Products,
which consisted of products marketed globally, regionally, or locally with annual sales in excess of $5,000,000. Our
products are currently sold in more than 100 markets around the world.

Although historically we have focused most of our efforts on neurology, dermatology, and infectious disease,
our prescription pharmaceutical products also treat, among other things, neuromuscular disorders, cancer, car-
diovascular disease, diabetes and psychiatric disorders. Our products are sold through three pharmaceutical
segments comprising: North America, International (Latin America, Asia, and Australasia) and EMEA (Europe,
Middle East, and Africa).

Strategic Review and Restructuring

In October 2007, our board of directors initiated a strategic review of our business direction, geographic and
commercial operations, product and business portfolio, growth opportunities, and acquisition strategy. This
strategic review, which we refer to as the “2008 Strategic Review,” is still underway as of the date of this filing
and we expect to describe it in an announcement in late March 2008, We expect the 2008 Strategic Review 1o lead to
significant changes in our business and will include a restructuring program.

Prior to the start of the 2008 Strategic Review, we reviewed our portfolio for products and geographies that did
not meet our growth and profitability expectations and divested or discontinued certain non-strategic products as a
result. In September 2007, we decided to sell our rights to Infergen. We sold these rights to Three Rivers
Pharmaceuticals, LLC on January 14, 2008. In 2007, we also sold product rights to Reptilase, Solcoseryl in Japan,
our ophthalmic business in Holland, and certain other products. In December 2007, we signed an agreement with
Invida Pharmaceutical Holdings Pte. Ltd. (“Invida™} to sell Invida certain of our subsidiaries and product rights in
Asia, in a transaction that includes certain of our subsidiaries, branch offices, and commercial rights in Singapore,
the Philippines, Thailand, Indonesia, Vietnam, Taiwan, Korea, China, Hong Kong, Malaysia and Macau. This
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transaction also includes certain product rights in Japan. We closed this transaction on March 3, 2008, The assets
sold to Invida have been classified as “held for sale” in accordance with SFAS 144, Accounting for the Impairment
or Disposal of Long-Lived Assets, as of December 2007,

We announced on February 4, 2008 that our board of directors had appointed J. Michael Pearson to the position
of chief executive officer and chairman of cur board of directors effective February 1, 2008, the date of the
resignation of our former chief executive officer, Timothy C. Tyson. Robert A. Ingram, who served as chairman
prior to Mr., Pearson’s appointment, remains on our board of directors, serving as lead director. Prior to joining
Valeant as our chief executive officer, Mr. Pearson was a director at McKinsey & Company, where he had recently
served as head of the global pharmaceutical practice, as a member of its board of directors and in various other
capacities.

QOur internet address is www.valeant.com. We post links on our website to the following filings as soon as
reasonably practicable after they are electronically filed or furnished to the SEC: annual reports on Form 10-K,
quarterly reports on Form 10-Q, current reports on Form 8-K, and any amendment to those reports filed or furnished
pursuant to Section 13(a) or 15(d) of the Securities Act of 1934. All such filings are available through our website
free of charge. Qur filings may also be read and copied at the SEC’s Public Reference Room at 100 F. Strect, NE,
Washington, DC 20549. Information on the operation of the Public Reference Room may be obtained by calling the
SEC at 1-800-SEC-0330. The. SEC also maintains a website that contains reports, proxy, and information
statements, and other information regarding issuers that file electronically with the SEC. The address of that site

is www.sec.gov.

Retigabine — RESTORE 1 Data Announcement

On February 12, 2008, we reported results for retigabine in RESTORE 1, the first of two Phase Il pivotal trials
using retigabine as an adjunctive treatment for adult epilepsy patients with refractory partial-onset seizures.
RESTORE 1 evaluated the 1200 mg daily dose of retigabine (the highest dose in the RESTORE program) versus
placebo in patients taking stable doses of one to three additional anti-epileptic drugs. Retigabine demonstrated
statistically significant results on the primary efficacy endpoints important for regulatory review by both the US
Food and Drug Administration (FDA) and the European Medicines Evaluation Agency (EMEA). More details on
the RESTORE 1 data announcement are provided in Item 7, Products in Development.

Taribavirin — 12-week analysis of the Phase IIb study

On March 17, 2008 we reported the results of the 12-week analysis of the taribavirin Phase 1Ib study. The Phase
I1b study is a U.S. multi-center, randomized, parallel, open-label study in 278 treatment naive, genotype 1 paticnts
evaluating taribavirin at 20 mg/kg, 25 mg/kg, and 30 mg/kg per day in combination with pegylated interferon alfa-
2b. The control group is being administered weight-based dosed ribavirin (800/1,000/},200/1,400 mg daily) and
pegylated interferon alfa-2b. The 12-week early viral response (EVR) data from the Phase 1Ib study showed
comparable reductions in viral load for weight-based doses of taribavirin and ribavirin. The anemia rate was
statistically significantly lower for patients receiving taribavirin in the 20mg/kg and 25mg/kg arms versus the
ribavirin control arm. More details on the taribavirin Phase IIb study announcement are provided in Item 7,
Products in Development. We are using the data to explore the options for the continued role of taribavirin in our
portfolio, including consideration of partnering opportunities.

Infergen (Reported in Discontinued Operations)

On December 30, 20035, we acquired the U.S. and Canadian rights to the hepatitis C drug Infergen from
InterMune. In September 2007, we decided to divest these Infergen product rights and we sold them to Three Rivers
Pharmaceuticals, LLC on January 14, 2008. The results of the Infergen operations and the related financial position
have been reflected as discontinued operations in the consolidated financial statements in accordance with
SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets. The consolidated financial
statements have been reclassified to conform to discontinued operations presentation for all historical periods
presented.




Ribavirin Royalties

Our royalties are derived from sales of ribavirin, a nucleoside analog that we discovered. In 1995, Schering- -
Plough licensed from us all oral forms of ribavirin for the treatment of chronic hepatitis C. We also licensed
ribavirin to Roche in 2003. Roche discontinued royalty payments to us in June 2007 when the European Patent
Office revoked a ribavirin patent which would have provided protection through 2017.

Ribavirin royalty revenues were $67,202,000, $81,242,000 and $91,646,000 for the years ended December 31,
2007, 2006 and 2005, respectively, and accounted for 8%, 9% and 11% of our total revenues in 2007, 2006 and
2005, respectively. Royalty revenues in 2007, 2006 and 2005 were substantially lower than those in prior years. This
decrease had been expected and relates to: 1) Roche’s discontinvation of royalty payments to us in June 2007,
2) Schering-Plough’s market share losses in ribavirin sales, 3) reduced sales in Japan from a peak in 2005 driven by
the launch of combination therapy and 4) further market share gains by generic competitors in the United States
since they entered the market in April 2004,

We expect ribavirin royalties to continue to decline in 2008. The royalty will decline significantly in 2009 in
that royalty payments from Schering-Plough will continue for European sales only until the ten-year anniversary of
the launch of the product, which varied by European country and started in May 1999. We expect that royalties from
Schering-Plough in Japan will continue after 2009.




The following table summarizes sales by major product for each of the last three years (dollar amounts in
thousands). It includes any product with annualized sales of greater than $10,000,000 and currently promoted
products with annualized sales of greater than $5,000,000. It is categorized by therapeutic class.

% Increase
(Decrease)
Therapeutic Class/Product : 2007 2006 2005 07/06 06/05
(Restated) (Restated)
Neurology
Mestinon(P) . . .. ... e $ 53,012 % 47625 § 43535 11% 9%
Diastat AcubDial(P) . . .. ... . i e 51,264 50,678 47,631 1% 6%
CesametP) .. . e e e e 30,173 18,985 10,009 59% 9%
Librax ... e T 17,170 14,835 18,159 16% (18)%
Migranal(P) . .. .. .. e 13,534 11,592 12,949 17% (10)%
Dalmane/Dalmadorm(P) .. ..... ... ... ... ... .. ... ..... 11,432 10,957 12,277 4% (1D%
Tasmar(P) . ... e 10,262 6,534 5,829 57% 12%
Melleril(P) . . ... . e e 8,206 6,431 3,068 28% 110%
Zelapar(P) . . . e e 5,747 3981 —_ 449% NM
Other Neurology . .............. . i, 66,677 63,033 57431 6% 10%
Total Neurelogy . . .. ......... ... ... ... ... ...... 267477 234,651 210888  14% 11%
Dermatology
Efudix/Efudex(P) .. ... ... ... . . . . ... .. ... ... ... 71,714 78,336 60,177 )% 30%
Kinerase(P) ... ... . 30,126 28,929 22,265 4%  30%
Dermatix(P). ... ... ... . 14,043 10,139 9,187 39% 10%
Oxsoralen-Ultra(Py . . ... ... .. . ... ... .. .. . ..., 12,377 10,527 9,365 18% 12%
Other Dermatology . ... .. ... i 39,059 42,023 38252 (M% _10%
Total Dermatology . . ... ... .. .. ... ... .. ... 167,319 169,954 139,246 _Q)% _2__2%
Infectious Disease
Virazole(P). . . ... oo e e 14,350 16,552 16,547 (13)% 0%
Other Infectious Disease . . ... ... . it 19,813 20,144 21,459 (D% (6%
Total Infectious Disease . . . ....................... 34,163 36,696 38,006 (% (3%
Other therapeutic classes
Bedoyecta(P) . . ..o vttt e 42384 49,935 46,762 (15)% 7%
Solcoseryl(P) . .. ... ... 23,749 18,916 18,983 26% {0)%
Bisocard(P) ... ....... ... .. . . . i e 22,559 15,927 12,847 2%  24%
M.V. . (multi-vitamin infusion)(P). . .. .. ............... 11,708 13,350 7,602 (1% T6%
Nyal(P) . .. e e 11,060 10,216 13,747 8% (26)%
Espaven(P). .. .. .. ..o e 8,458 11,147 9,258 2H% 20%
Protamin(P) . . . ... .. .. . e 6,924 6,384 6,047 8% 6%
Other products . . . ... ... ... i, 189,969 214,386 228,483 (Ih% (6)%
Total other therapeuticclasses. . .. ................. 316,811 340,261 343,729 (% ()%
Total productsales ............................... $785,770  $781,562 $731,869 1% 7%
Total Promoted Productsales . . ..................... $453,082  $427.141  $368,085 _6% _16%

(P) — Promoted Products with annualized sales greater than $5,000,000.

NM — Not meaningful




Neurology

Total sales of our neurology products accounted for 34% of our product sales from continuing operations for
the year ended December 31, 2007. Products in this therapeutic category inctude:

Diastat/Diastat AcuDial

Mestinon

Cesamet

Librax

Dalmane/Dalmadorm

Migranal

Tasmar

Melleri)

Zelapar

Diastat and Diastat AcuDial are gel formulations of diazepam admin-
istered rectally in the management of selected, refractory patients with
epilepsy, who require intermittent use of diazepam to control bouts of
increased seizure activity. Diastat and Diastat AcuDial are the only
products approved by the Food and Drug Administration (“FDA™) for
treatment of such conditions outside of hospital situations. We
acquired the rights to Diastat and Diastat AcuDial as part of the Xcel
acquisition (see “Acquisitions™).

Mestinon is an orally active cholinesterase inhibitor used in the
treatment of myasthenia gravis, a chronic neuromuscular, autoim-
mune disorder that causes varying degrees of fatigable weakness
involving the voluntary musctes of the body.

Cesamet is a synthetic cannabinoid. It is indicated for the management
of severe nausea and vomiting associated with cancer chemotherapy.

Librax is a combination within a single capsule formutation of the
antianxiety action of Librium and the anticholinergic/spasmolytic
effects of Quarzan. It is used as adjunctive therapy in the treatment
of peptic ulcer and in the treatment of irritable bowel syndrome
(irritable colon, spastic colon, mucous colitis) and acute enterocolitis.

Dalmane/Dalmadorm is a sedative/anxiolytic indicated for the treat-
ment of insomnia and anxiety,

Migranal is a nasal spray indicated for the treatment of acute migraine
headaches. We acquired the rights to Migranal as part of the Xcel
acquisition (see “Acquisitions’).

Tasmar is used in the treatment of Parkinson’s disease as an adjunct to
levodopa/carbidopa therapy. We acquired the global rights to Tasmar
from F. Hoffmann-La Roche in 2004.

Melleril is used in the treatment of schizophrenia. We acquired the
rights to Melleril in Brazil and Argentina from Novartis.

Zelapar is a once-daily adjunct therapy for Parkinson’s disease
patients being treated with levodopa/carbidopa who exhibit deterio-
ration in the quality of their response to this therapy. We acquired the
U.S. rights to Zelapar in our acquisition of Amarin Pharmaceuticals in
2004 and licensed the marketing rights in certain additional countries
in 2006.




Dermatology

Total sales of cur dermatology products accounted for 21% of our product sales from continuing operations for
the year ended December 31, 2007. Products in this therapeutic ¢ategory include:

Efudex/Efudix

Kinerase

Oxsoraten-Ultra

Dermatix

Infectious Disease

Efudex/Efudix is indicated for the treatment of multiple actinic or
solar keratoses and superficial basal cell carcinoma. It is sold as a
topical solution and cream, and provides effective therapy for multiple
lesions. )

Kinerase is a range of science-based, over-the-counier cosmetic prod-
ucts that helps skin look smoother, younger and healthier. Kinerase
contains the synthetic plant growth factor Né-furfuryladenine which
has been shown to slow the changes that naturally occur in the cell
aging process in plants. Kinerase helps to diminish the appearance of
fine lines and wrinkles.

Onxsoralen-Ultra is indicated for the treatment of severe psoriasis and
mycosis fungoides and is used along with vltraviolet light radiation.

Dermatix is used to flatten and soften scars, to reduce scar-associated
discoloration in old or new scars and to prevent abnormal scar
formation.

Total sales of our infectious disease products accounted for 5% of our product sales from continuing operations
for the year ended December 31, 2007. Products in this therapeutic category include Virazole.

Virazole

Other therapeutic classes

Virazole is our brand name for ribavirin, a synthetic nucleoside with
antiviral activity., It is indicated for the treatment of hospitalized
infants and young children with severe lower respiratory tract infec-
tions due to respiratory syncytial virus. Virazole has also been
approved for various other indications in countries outside the United
States including herpes zoster, genital herpes, chickenpox, hemor-
rhagic fever with renal syndrome, measles and influenza.

~ Total sales of products in other therapeutic classes constituted 40% of our product sales from continuing
operations for the year ended December 31, 2007 and encompass a broad range of ancillary products which are sold
through our existing distribution channels. The Promoted Products in this category are as follows:

Bedoyecta

Solcoseryl
Bisocard

M.VL

Bedoyecta is a brand of vitamin B complex (B1, B6 and B12 vitamins)
products. Bedoyecta products act as energy improvement agents for
fatigue related to age or chronic discases, and as nervous system
maintenance agents to treat neurotic pain and neuropathy.

Solcoseryl is a line of products used for treating dry wounds, minor
injuries, venous ulcers and chilblain.

Bisocard is a Beta-blocker. It is indicated to treat hypertension and
angina pectoris,

M.V.L, multi-vitamin infusion, is a hospital dietary supplement used
in treating trauma and burns.
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Nyal Nyal is an over-the-counter line of products covering varicus non-
steroidal anti-inflammatory agents, analgesics and antipyretics. Nyal
products are used to treat coughs, colds and associated symptoms.

Espaven " Espaven is a digestion improvement and anti-flatulent agent. It is most
_ often used by pediatricians in infant dyspepsia syndrome.

Protamin * - Protamin is used to neutralize heparin.

Acquisitions

In 2007, we acquired product rights in the United States, Europe and Argentina for aggregate consideration of
$40,803,000, of which $36,184,000 was cash consideration. In the United States, we acquired a paid-up license for
Kinetin and Zeatin, the active ingredients in the Kinerase product line, for cash consideration of $21,000,000 and
other consideration of $4,170,000. In Europe we acquired the rights to Nabilone, the product we currently market as
Cesamet in Canada and the United States, for $13,582,000. We acquired the rights to certain products in Poland,
Argentina and Spain for $1,602,000 in cash consideration and $449,000 in other consideration.

In 2006, we acquired rights to new product lines in Poland and the UK. In Poland we acquired the rights to a
number of branded generic products for nominal cash consideration. In the UK we acquired exclusive rights to
distribute certain dermatological skin care products from Intendis AG, including Finacea, Skinoren, Scheriproct,
and Ultrabase. In 2006, we also acquired the rights to Zelapar in Canada and Mexico. We had acquired the rights to
Zelapar in the United States as part of the Amarin acquisition in 2004 and launched the product in the United States
in 2006, In 2006, we also acquired from Novartis the rights to Melleril in Argentina, having acquired the rights to
this product in Brazil in 2005. -

On December 30, 2005, we acquired the U.S. and Canadian rights to the hepatitis C drug Infergen from
InterMune. We paid InterMune $120,000,000 in cash at the closing. Subsequently, we paid InterMune a non-
contingent milestone payment of $2,585,000 in January 2007 and a $5,000,000 contingent milestone in July 2007
which we recorded as goodwill. In September 2007, we decided to divest these Infergen product rights and we sold
them to Three Rivers Pharmaceuticals, L1.C on January 14, 2008. The resuits of the Infergen operations and the
related financial position have been reflected as discontinued operations in the consolidated financial statements in
accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets. The consolidated
financial statements have been reclassified to conform to discontinued operations presentation for all historical
periods presented.

On March 1, 2005, we acquired Xcel Pharmaceuticals, Inc. (*Xcel”), a specialty pharmaceutical company
focused on the treatment of disorders of the central nervous system, for $3280,000,000 in cash, plus expenses of
$5,435,000. Under the terms of the purchase agreement, we paid an additional $7,470,000 as a post-closing working
capital adjustment. The Xcel acquisition expanded our existing neurology product portfolio with four products that
are sold within the United States, and retigabine, a late-stage clinical product candidate that is an adjunctive
treatment for partial-onset seizures in patients with epilepsx.

See Note 4 of notes to consolidated financial statements for further discussion of these acquisitions.

Research and Development

With our restructured research and development organization, we no longer conduct discovery research to
identify new compounds. Instead, we focus on the development of products through clinical trials. We currently
have two compounds in‘late-stage clinical development: retigabine and taribavirin.

Our research and development expenses for the years ended December 31, 2007, 2006 and 2005 were
$98,025,000, $105,442,000 and $114,100,000. The reduction in research and development expenses in 2007
compared with 2006 is principally due to the discontinuation of our discovery operations and the sale of the
pradefovir rights to Schering-Plough, partly offset by the increase in clinical development expense for retigabine.

As of December 31, 2007, there were 132 employees involved in our research and development efforts.
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Products Under Develppment
Late Stage Development of New Chemical Entities

Retigabine: 'We are developing retigabine as an adjunctive treatment for partial-onset seizures in patients
with epilepsy. Retigabine is believed to have a unique mechanism of action. Retigabine stabilizes hyper-excited
neurons primarily by opening neuronal potassium channels, Retigabine has undergone several Phase Il clinical
trials which included more than 600 patients in several dose-ranging studies compared to placebo. The results of the
key Phase Il study indicate that the compound is potentially efficacious with a demonstrated reduction in monthly
seizure rates of 23% to 35% as adjunctive therapy in patients with partial seizures. Response rates in the two higher
doses were statistically significant compared to placebo (p<<0.001).

Following a Special Protocol Assessment by the FDA, two Phase III trials of retigabine were initiated in 2005.
One Phase I trial (RESTORE |; RESTORE stands for Retigabine Efficacy and Safety Trial for partial Onset
Epilepsy) was conducted at approximately 50 sites, mainly in the Americas (U.S., Central/South America); the
second Phase III trial (RESTORE 2) is being conducted at approximately 70 sites, mainly in Europe. The first
patient in the RESTORE 1 trial was enrolled in Sepiember 2005. We completed the enrollment of patients in
RESTORE | and RESTORE 2 in July 2007 and November 2007, respectively.

We announced clinical data results for RESTORE | on February 12, 2008. RESTORE 1 evaluated the 1200 mg
daily dose of retigabine (the highest dose in the RESTORE program) versus placebo in patients taking stable doses
of one to three additional anti-epileptic drugs (AEDs). Retigabine demonstrated statistically significant results on
the primary efficacy endpoints important for regulatory review by both the US Food and Drug Administration
(FDA) and the European Medicines Evaluation Agency (EMEA). See Item 7, Products in Development for further
discussion of the RESTORE 1 data announcement.

Our rights to retigabine are subject to the Asset Purchase Agreement between Meda Pharma Gmbh & Co KG
(as successor to Viatris Gmbh & Co KG) and Xcel Pharmaceuticals, Inc. by which Xcel acquired the rights to
retigabine. The provisions of that agreement require milestone payments of $8,000,000 upon acceptance of filing of
the NDA and $6,000,000 upon approval of the NDA. We expect to expense the NDA filing milestone in 2008. In
addition, earn out payments are due to Meda on sales of retigabine. Depending on geographic market and the
presence or absence of competitive products containing retigabine, royalty rates vary but are in all cases less than
10%. In the event that we enter into arrangements whereby we receive milestone or other payments from partners
regarding retigabine, we may also be liable to Meda for as much as $5,250,000.

Assuming successful completion of the Phase 11l trials and approval by the FDA and European Medicines
Evaluation Agency, we expect to launch retigabine in the first market by late 2009. We will seek a partner to ensure
we maximize the market potential of the compound. External research and development expenses for retigabine
were $43,650,000 and $27,391,000 in 2007 and 2006, respectively. A number of standard supportive Phase [ trials
necessary for successful registration of retigabine started in 2007, In March 2007 we initiated development of a
modified release formulation of retigabine. In addition, in April 2007 we filed an IND for the treatment of post
herpetic neuralgia, a common form of neuropathic pain. Following review, the FDA has allowed Valeant to proceed
with this Phase Ila clinical trial and we began enrolling patients in November 2007,

Taribavirin: Taribavirin (formerly referred to as Viramidine) is a nucleoside (guanosine) analog that is
converted into ribavirin by adenosine deaminase in the liver and intestine. We are developing taribavirin in oral
form for the treatment of hepatitis C.

Preclinical studies indicated that taribavirin, a liver-targeting analog of ribavirin, has antiviral and immu-
nological properties similar to ribavirin. In 2006, we reported the results of two pivotal Phase Il1 trials for
taribavirin. The VISER (Viramidine Safety and Efficacy Versus Ribavirin) trials included two co-primary
endpoints: one for safety (superiority to ribavirin in incidence of anemia) and one for efficacy (non-inferiority
to ribavirin in sustained viral response, SVR). The results of the VISER trials met the safety endpeint but did not
meet the efficacy endpoint. '

The studies demonstrated that 38-40% of patients treated with taribavirin achieved SVR and that the drug has a
safety advantage over ribavirin, but that it was not comparable to ribavirin in efficacy at the doses studied. We
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believe that the results of the studies were significantly impacted by the dosing methodology which employed a
fixed dose of taribavirin for all patients and a variable dose of ribavirin based on a patient’s weight. Our analysis of
the study results leads us to believe that the dosage of taribavirin, like ribavirin, likely needs to be based on a
patient’s weight to achieve efficacy equal or superior to that of ribavirin. Additionally we think that higher doses of
taribavirin than those studied in the VISER program may be necessary to achieve our efficacy objectives.

Based on our analysis, we initiated a Phase IIb study to evaluate the efficacy of taribavirin at 20, 25 and 30 mg/kg
in combination with pegylated interferon. A ribavirin control arm also is included in the study. The primary efficacy
parameter is the proportion of responders at treatment week 12; additional efficacy and safety assessments will occur
throughout the duration of the study. Enrollment into this study was completed in October 2007.

On March 17, 2008 we reported the results of the 12-week analysis of the taribavirin Phase IIb study. The Phase
Hb study is a U.S. multi-center, randomized, parallel, open-label study in 278 treatment naive, genotype L patients
evaluating taribavirin at 20 mg/kg, 25 mg/kg, and 30 mg/kg per day in combination with pegylated interferon alfa-
2b. The control group is being administered weight-based dosed ribavirin (800/1,000/1,200/1,400 mg daily) and
pegylated interferon alfa-2b. The 12-week early viral response (EVR) data from the Phase IIb study showed
comparable reductions in viral load for weight-based doses of taribavirin and ribavirin. The anemia rate was
statistically significantly lower for patients receiving taribavirin in the 20mg/kg and 25mg/kg arms versus the
ribavirin control arm. More details on the taribavirin Phase Hb study announcement are provided in Item 7,
Products in Development. We are using the data to explore the options for the continued role of taribavirin in our
portfolio, including consideration of partnering opportunities.

The timeline and path to regulatory approval of taribavirin remains uncertain at this time. We are using the
Phase IIb data to explore the options for the continued role of taribavirin in our portfolio, including consideration of
partnering opportunities. Our external research and development expenses for taribavirin were $8,115,000 and
$16,133,000 for 2007 and 2006, respectively

Other Development Activities

Diastat Intranasal:  Our product Diastat AcuDial is a gel formulation of diazepam administered rectally in
the management of selected, refractory patients with epilepsy, who require intermittent use of diazepam to control
bouts of increased seizure activity. In order to improve the convenience of this product, we have initiated the
development of an intranasal delivery of diazepam. Our external research and development expenses for Diastat
Intranasal were $1,425,000 and $70,000 for 2007 and 2006, respectively.

Licenses and Patents (Proprietary Rights)
Data and Patent Exclusivity

We rely on a combination of regulatory and patent rights to protect the value of our 1nveslment in the
development of our products.

A patent is the grant of a property right which allows its holder 1o exclude others from, among other things,
setling the subject invention in, or importing such invention into, the jurisdiction that granted the patent. In both the
United States and the European Union, patents expire 20 years from the date of application.

In the United States, for five years from the date of the first United States regulatory FDA approval of a new
drug compound, only the pioneer drug company can use the data obtained at the pioneer’s expense. No generic drug
company may submit an application for approval of a generic drug relying on the data used by the pioneer for
approval during this five-year period.

A similar data exclusivity scheme exists in the European Union, whereby only the pioneer drug company can
use data obtained at the pioneer’s expense for up to eight years from the date of the first approval of a drug by the
European Agency for the Evaluation of Medicinal Products (“EMEA”) and no generic drug can be marketed for ten
years from the approval of the innovator product. Under both the United States and the European Union data
exclusivity programs, products without patent protection can be marketed by others so long as they repeat the
clinical trials necessary to show safety and efficacy.
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Exclusivity Rights with Respect to Retigabine and Taribavirin

We own a United States composition of matter patent {(which will expire in 2013) directed to retigabine without
regard to crystalline form; we anticipate that this patent will be extended to 2018 upon approval of retigabine
pursuant to the Hatch-Waxman Act. We also own two United States patents (both of which will expire in 2018) that
are directed to specific crystalline forms of retigabine. In addition, we own a number of United States patents and
pending applications, with expiration dates ranging from 2016 to 2023, directed to the use of retigabine to treat a
variety of disease indications. We also own several patents and pending applications in foreign countries with
expiration dates ranging from 2012 to 2024.

We own a United States patent (which will expire in 2018) directed to a method of treating a viral infection
using a genus of compounds that includes taribavirin. We also own a United States patent (which will expire in
2020) that specifically claims the use of taribavirin to treat hepatitis C infection. If taribavirin receives regulatory
approval, these patents may be eligible for patent term extensions. To the extent permitted in foreign jurisdictions,
we are pursuing the foreign patent rights that correspond to our United States patents.

Upon regulatory approval, we expect to obtain five years of data exclusivity in the United States and eight years
in Europe for retigabine and taribavirin, We have various issued patents or pending applications in foreign countries.
These patents or patent applications, if issued, have expiration dates ranging from 2012 to 2023.

Exclusivity with Respect to Ribavirin

Royalty payments from Schering-Plough do not depend on the existence of a patent. We expect ribavirin
royalties to continue to decline in 2008 as a result of market competition between Roche and Schering-Plough. The
royalty will dectine significantly in 2009 in that royalty payments from Schering-Plough will continue for European
sales only until the ten-year anniversary of the launch of the product, which varied by European country and started
in May 1999. Rovalties from Schering-Plough in Japan will continue after 2009.

Generic ribavirin was launched in the United States in the first half of 2004. Under our agreement with Roche,
upon the entry of generics into the United States, Roche ceased paying royalties on sales in the United States. Roche
discontinued paying royalties to us for ribavirin sales in Europe in June 2007 when the Opposition Division of the
European Patent Office revoked a patent covering ribavirin. In the past few years, royalties from Roche represented
approximately 109 of our ribavirin royalties.

Government Regulations

We are subject to licensing and other regulatory control by the FDA, other federal and state agencies, the
EMEA and other comparable foreign governmental agencies.

FDA approval must be obtained in the United States, EMEA approval must be obtained for countries that are
part of the European Union and approval must be obtained from comparable agencies in other countries prior to
marketing or manufacturing new pharmaceutical products for use by humans.

Obtaining FDA approval for new products and manufacturing processes can take a number of years and
involve the expenditure of substantial resources. To obtain FDA approval for the commercial sale of a therapeutic
agent, the potential product must undergo testing programs on animals, the data from which is used to file an IND
with the FDA. In addition, there are three phases of human testing: Phase I consists of safety tests for human clinical
experiments, generally in normal, healthy people; Phase 11 programs expand safety tests and are conducied in
people who are sick with the particular disease condition that the drug is designed to treat; and Phase 111 programs
are greatly expanded clinical trials to determine the effectiveness of the drug at a particular dosage level in the
affected patient population. The data from these tests is combined with data regarding chemistry, manufacturing and
animal toxicology and is then submitted in the form of a New Drug Application or NDA to the FDA. The
preparation of an NDA requires the expenditure of substantial funds and the commitment of substantial resources.
The review by the FDA can take up to several years. If the FDA determines that the drug is safe and effective, the
NDA is approved. A similar process exists in the European Unton and in other countries, See Item !A -— Risk
Factors for risks associated with government regulation of our bustness.
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Manufacturers of drug products are required to comply with manufacturing regulations, including current
good manufacturing regulations enforced by the FDA and similar regulations enforced by regulatory agencies
outside the United States. In addition, we are subject to price control restrictions on our pharmaceutical products in
many countries in which we operate.

Environmental Regulation .

We are subject to national, state, and local environmental laws and regulations, including those governing the
handiing and disposal of hazardous wastes, wastewater, solid waste and other environmental matters. Our
development and manufacturing activities involve the controlled use of hazardous materials.

Marketing and Customers

Our five major geographic markets are: the United States, Mexico, Poland, Canada, and Germany. During the
year ended December 31, 2007, we derived approximately 68% of our sales from these markets. We currently
promote our pharmaceutical products to physicians, hospitals, pharmacies and wholesalers through our own sales
force and seil through wholesalers. In some limited markets, we additionally sell directly to physicians, hospitals
and large drug store chains and we sell through distributors in countries where we do not have our own sales staff. As
part of our marketing program for pharmaceuticals, we use direct mailings, advertise in trade and medical
periodicals, exhibit products at medical conventions and sponsor medical education symposia.

Competition

Our competitors include specialty and large pharmaceutical companies, biotechnology companies, OTC
companies, academic and other research and development institutions and generic manufacturers, both in the
United States and abroad. In addition, our cosmeceutical Kinerase products also face competition from manu-
facturers of non-prescription cosmetic products. Qur competitors are pursuing the development of pharmaceuticals
that target the same diseases and conditions that we are targeting in neurology, infectious disease and dermatology.

Products being developed by our competitors to treat epilepsy include, but are not limited to:

« Eisai’s rufinamide, which has been submitted to the FDA for review for the treatment of partial onset
epilepsy and Lennox-Gastaut Syndrome (LGS), having received European approval for the treatment of
LGS in January 2007, and

« UCB’s lacosamide (previously Schwarz) filed for approval with the EMEA and FDA in 2007. Extended
release versions of approved anti-epileptic drugs (AEDs) have been filed and currently under review include
include Lamictal aXR by GSK and Keppra XR by UCB. g

+ AEDs in Phase 111 development for the treatment of epilepsy include carisbamate by Ortho-McNeil, Inc. and
brivaracetam by UCB. There are many AEDs in Phase Il development for the treatment of epilepsy.

Products being developed by our competitors to treat hepatitis C inciude, but are not limited to:

* Interferons or immunomodulators being developed by NovartisfHuman Genome Sciences, Inc., Intarcta
Therapeutics, Inc., Anadys, and SciClone Pharmaceuticals, Inc.; '

+ IMPDH inhibitors being developed by Roche and Vertex Pharmaceuticals Incorporated; and

*» Protease or polymerase inhibitors being developed by InterMune, Vertex Pharmaceuticals Incorporated/
Johnson & Johnson, Schering-Plough, Novartis A.G., Wyeth/Viropharma Inc. and Idenix Pharmaceuticals,
Inc.

The success of any of our competitors® products or products in development could hurt our expected revenues
for retigabine and taribavirin, if approved.

We sell a broad range of products, and competitive factors vary by product line and geographic area in which
the products are sold.

14



We also face incteased competition from manufacturers of generic pharmaceutical products when patents
covering certain of our cutrently marketed products expire or are successfully challenged. We currently have two
significant products, Efudex and Cesamet, which do not currently have generic competition but neither of which are
protected by patent or regulatory exclusivity. Sales of Efudex and Cesamet in the aggregate were $101,887,000 and
$97,321,000 in 2007 and in 2006, respectively.

On October 12, 2007, we settled a patent infringement lawsuit with Kali Laboratories, Inc. regarding Kali's
submission of an Abbreviated New Drug Application (“"ANDA”) with the FDA seeking approval for a generic
version of Diastat (a diazepam cectal gel). Under the terms of this settlement, we agreed that Valeant would allow
Kali to introduce a generic version of Diastat and Diastat AcuDial on or after September 1, 2010, or earlier under
certain circumstances.

Manufacturing

We currently operate four manufacturing plants. We had reduced the number of manufacturing sites in our
global manufacturing and supply chain network from 15 sites in 2003 to six sites by the end of 2006 and
subsequently in June 2007, we sold our former manufacturing facilities in Basel, Switzerland and Puerto Rico to
Legacy Pharmaceuticals International, reducing the number of sites in our network to four.

All of our manufacturing facilities that require certification from the FDA or foreign agencies have obtained
such approval.

We also subcontract the manufacturing of certain of our products, including products manufactured under the
rights acquired from other pharmaceutical companies. Generally, acquired products continue to be produced for a
specific period of time by the selling company. During that time, we integrate the products into our own
manufacturing facilities or initiate toll manufacturing agreements with third parties.

In 2008, we estimate that approximately 47% of our products and approximately 67% of our product sales will
be produced by third party manufacturers under toll manufacturing arrangements.

The principal raw materials used by us for our various products are purchased in the open market. Most of these
materials are available from several sources. We have not experienced any significant shortages in supplies of such
raw materials.

-

Employees

As of December 31, 2007, we had 3,001 employees. These employees include 795 in production, 1,652 in sales
and marketing, 132 in research and development, and 422 in general and administrative positions. Collective
bargaining exists for some employees in a number of markets. Substantially all the employees in Europe are covered
by national labor laws which establish the rights of employees, including the amount of wages and benefits paid
and, in certain cases,.severance and similar benefits. We currently consider our relations with our employees to be
good and have not experienced any work stoppages, slowdowns or other serious labor problems that have materially
impeded our business operations.

Product Liability Insurance

We have had product liability insurance to cover damages resulting from the use of our products since March
2005. Prior to 2005, we obtained product liability insurance coverage only for cenain products. We have in place
clinical trial insurance in the major markets where we conduct clinical trials,

Foreign Operations

Approximatety 74%, 74% and 75% of our revenues from continuing operations, which includes royalties, for
the years ended December 31, 2007, 2006 and 2005, respectively, were generated from operations or otherwise
earned outside the United States. All of our foreign operations are subject to risks inherent in conducting business
abroad, including price and currency exchange controls, fluctuations in the relative values of currencies, political

15




instability and restrictive governmental actions including possible nationalization or expropriation. Changes in the
relative values of currencies may materially affect our results of operations.

Item 1A: Risk Factors

L]

You should consider carefully the following risk factors, together with all of the other information included or
incorporated in this annual report on Form 10-K. Each of these risk factors, either alone or taken together, could
adversely affect our business, operating results and financial condition, as well as adversely affect the value of an
investment in our securities. There may be additional risks that we do not presently know of or that we currently
believe are immaterial which could also impair our business and financial position.

The results from our first Phase HI study for retigabine may not be predictive of results from our second
Phase HI study for retigabine.

The Phase III clinical program for retigabine consists of two studies, RESTORE | and RESTORE 2. We
reported in February 2008 that RESTORE | had met its clinical efficacy endpoints for both US FDA and EU CHMP
(see Part 11, Item 7, Products in Development). RESTORE 2 results are not expected to be available until the second
quarter of 2008 and the results of RESTORE 1 may not be predictive of the results of RESTORE 2. Thus we give no
assurance that RESTORE 2 will meet either of its clinical efficacy endpoints.

The results from the initial 12 weeks of our Phase 11b study for taribavirin may not be predictive of the
final results of the Phase 1Ib study or of any subsequent clinical trial necessary for approval of
taribavirin.

On March 17, 2008 we reported the results of the 12-week analysis of the taribavirin Phase IIb study (see
Part I1, Item 7, Products in Development). These results may not be predictive of the final results of the full 72-week
study or of any subsequent clinical trial necessary for the approval of taribavirin, Thus we give no assurance that
taribavirin will ultimately meet its clinical efficacy or safety endpoints, that we will conduct additional trials
necessary for approval or that, if we conduct such additional trials, the results will lead to approval of taribavirin by
the FDA or similar authority or any foreign government.

If our products cause, or are alleged 1o cause, serious or widespread personal injury, we may have to
withdraw those products from the market and/or incur significant costs, including payment of substantial
sums in damages.

Even in well designed clinical trials, the potential of a drug to cause serious or widespread personal injury may
not be apparent. In addition, the existence of a correlation between use of a drug and serious or widespread personal
injury may not be apparent until it has been in widespread use for some period of time. Particularly when a drug is
used to treat a disease or condition which is complex and the patients are taking multiple medications, such
correlations may indicate, but do not necessarily indicate, that the drug has caused the injury; nevertheless we may
decide to, or regulatory authorities may require that we, withdraw the drug from the market and/or we may incur
significant costs, including the potential of paying substantial damages. Withdrawals of products from the market
and/or incurring significant costs, including the requirement to pay substantial damages in personal injury cases,
would materially affect our business and results of operation.

If we, our partners or licensees cannot successfully develop or obtain future products and commercialize
those products, our growth would be delayed.

Our future growth will depend, in large part, upon our ability or the ability of our partners or licensees 1o
develop or obtain and commercialize new products and new formulations of, or indications for, current products.
We are engaged in an active development program involving compounds which we may commercially develop in
the future. We are in clinical trials for retigabine and taribavirin. Partners or licensees may also help us develop these
and other product candidates in the future and are responsible for developing other product candidates that have
been licensed to or acquired by them. The process of successfully commercializing products is time consuming,
expensive and unpredictable. There can be no assurance that we, our partners or our licensees will be able to develop
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or acquire new products, successfully complete clinical trials, obtain regulatory approvals to use these products for
proposed or new clinical indications, manufacture the potential products in compliance with regulatory require-
ments or in commercial volumes, or gain market acceptance for such products. In addition, changes in regulatory
policy for product approval during the period of product development and regulatory agency review of each
submitted new application may cause delays or rejections. It may be necessary for us to enter into other licensing
arrangements with other pharmaceutical companies in order to market effectively any new products or new
indications for existing products. There can be no assurance that we will be successful in entering into such
licensing arrangements on terms favorable o us or at all.

There can be no assurance that the clinical trials of any of our product candidates, including retigabine and
taribavirin, will be successful, that the product candidates will be granted approval to be marketed for any of the
indications being sought or that any of the product candidates will result in a commercially successful product.

We have identified a material weakness in our internal control over financial reporting that could
adversely affect our stock price and ability to prepare complete and accurate financial statements in a
timely manner.

We have identified a material weakness in our internal control over financial reporting as of December 31,
2007. The material weakness, which arose primarily as a result of our lack of a sufficient complement of personnel
in our foreign locations and monitoring controls at the corporate level, is further described in Item 9A of this annual
report on Form 10-K. Because of the foregoing, we concluded that certain financial statements, earnings press
releases and similar communications should no longer be relied upon and that certain of our financial statements
would need to be restated. We also concluded that our disclosure controls and proccdures were not effective as of
December 31, 2007.

We are taking steps to remediate this material weakness and to improve our disclosure controls and procedures.
We may, however, identify additional or future material weaknesses or deficiencies. If we fail to remediate the
identified or any future material weakness or deficiency, or to maintain our disclosure controls and procedures at the
reasonable assurance level, our financial statements and related disclesure could contain material misstatements,
the preparation and filing of our financial statements and related filings could be delayed, and substantial costs and
resources may be required to remediate any weaknesses or deficiencies or to improve our disclosure controls and
procedures. If we cannot produce reliable and timely financial statements, investors could lose confidence in our
reported financial information, the market price of our stock could decline significantly, we may be unable to
comply with certain covenants in our debt agreements or obtain additional financing on acceptable terms, and our
business and financial condition could be harmed. .

The current SEC investigation could adversely affect our business and the trading price of our securities.

The SEC is conducting an investigation regarding events and circumstances surrounding trading in our
common stock and the public release of data from our first pivotal Phase III trial for taribavirin. In addition, the SEC
requested data regarding our stock option grants since January 1, 2000 and information about our pursuit in the
Delaware Chancery Court of the return of certain bonuses paid to Milan Panic, a former chairman and chief
executive officer, and others. In September 2006, our board of directors established the Special Committee to
review our historical stock option practices and related accounting. The Special Committee concluded its
investigation in January 2007. We have briefed thé SEC with the results of the Special Committee’s investigation.
We have cooperated fully and will continue to cooperate with the SEC on its investigation. We cannot predict the
outcome of the investigation. In the event that the investigation leads to SEC action against any current or former
officer or director, our business (including our ability to complete financing transactions) and the trading price of
our securities may be adversely impacted. In addition, if the SEC investigation continues for a prolonged period of
time, it may have an adverse impact on our business or the trading price of our securities regardless of the ultimate
outcome of the investigation. In addition, the SEC inquiry has resulted in the incurrence of significant legal
expenses and the diversion of management’s attention from our business, and this may continue, or increase, until
the investigation is concluded. oo
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Third parties may be able to sell generic forms of our products or block the sales of our products if our
intellectual property rights or data exclusivity rights do not sufficiently protect us; patent rights of third
parties may also be asserted against us.

Our success depends in part on our ability to obtain and maintain meaningful exclusivity protection for our
products and product candidates in key markets throughout the world via patent protection and/or data exclusivity
protection. The patent positions of pharmaceutical, biopharmaceutical and biotechnology companies can be highly
uncertain and involve complex legal and factual questions. We will be able to protect our products from generic
substitution by third parties only to the extent that our technologies are covered by valid and enforceable patents,
effectively maintained as trade secrets or protected by data exclusivity. However, our currently pending or future
patent applications may not issue as patents. Any patent issued may be challenged, invalidated, held unenforceable
or circumvented. Furthermore, our patents may not be sufficiently broad to prevent third parties from producing
generic substitutes for our products. Lastly, data exclusivity schemes vary from country to country and may be
limited or eliminated as governments seek to reduce pharmaceutical costs by increasing the speed and ease of
approval of generic products.

In order to protect or enforce patent and/or data exclusivity rights, we may initiate patent litigation against third
parties, and we may be similarly sued by others. We may also become subject to interference proceedings conducted
in the patent and trademark offices of various countries to determine the priority of inventions. The defense and
prosecution, if necessary, of intellectual property and data exclusivity actions are costly and divert technical and |
management personnel from their normal responsibilities. We may not prevail in any of these suits. An adverse
determination of any litigation or defense proceeding, resulting in a finding of non-infringement or invalidity of our
patents, or a lack of protection via data exclusivity, may allow the entry of generic substitutes for our products.

Furthermore, because of the substantial amount of discovery required in connection with such litigation, there
is a risk that some of our confidential information could be compromised by disclosure during such litigation. In
addition, during the course of this kind of litigation, there could be public announcements of the results of hearings,
motions or other interim proceedings or developments in the litigation. If securities analysts or investors perceive
these resuits to be negative, it could have a substantial negative effect on the trading price of our securities.

The existence of a patent will not necessarily protect us from competition. Competitors may successfully
challenge our patents, produce similar drugs that do not infringe our patents or produce drugs in countries that do
not respect our patents. No patent can protect its holder from a claim of infringement of another patent. Therefore, .
our patent position cannot and does not provide an assurance that the manufacture, sale or use of products patented |
by us would not infringe a patent right of another. ' '

While we know of no actual or threatened claim of infringement that would be material to us, there can be no
assurance that such a claim will not be asserted. If such a claim is asserted, there can be no assurance that the |
resolution of the claim would permit us to continue producing the relevant product on commercially reasonable
terms. '

Products representing a significant amount of our revenue are not protected by patent or data exclusivity
rights.

Some of the products we sell have no meaningful exclusivity protection via patent or data exclusivity rights.
These products represent a significant amount of our revenues. Without exclusivity protection, competitors face
fewer barriers in introducing competing products. The introduction of competing products could adversely affect
our resuits of operations and financial condition.

If retigabine and taribavirin do not become approved and commercially successful products, our ability to
generate future growth in revenue and earnings will be adversely affected.

We focus our development activities on areas in which we have particular strengths, such as the antiviral and
neurology areas. The outcome of any development program is highly uncertain. Products in clinical trials may fail
to yield a commercial product, or a product may be approved by the FDA yet not be a commercial success. Success
in preclinical and early stage clinical trials may not necessarily transtate into success in large-scale clinical trials.
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In addition, we will need to obtain and maintain regulatory approval in order to market retigabine and
taribavirin. Even if they appear promising in large-scale Phase IIl clinical trials, regulatory approval may not be
achieved. The results of clinical trials are susceptible to varying interpretations that may delay, limit or prevent
approval or result in the need for post-marketing studies. In addition. changes in regulatory policy for product
approval during the period of product development and FDA review of a new application may cause delays or
rejection. Even if we receive regulatory approval, this approval may include limitations on the indications for which
we can market a product, thereby reducing the size of the market that we would be able to address or our product
may not be chosen by physicians for use by their patients. There is no guarantee that we will be able to satisfy the
needed regulatory requirements, and we may not be able to generate significant revenue, if any, from retigabine and
taribavirin.

We are subject to uncertainty related to health care reform measures and reimbursement policies.

The levels at which government authorities, private health insurers, HMOs and other organizations reimburse
the cost of drugs and treatments related to those drugs will impact the successful commercialization of our drugs.
We cannot be sure that reimbursement in the United States or elsewhere will be available for any drugs we may
develop or, if already available, will not be decreased in the future. Also, we cannot be sure that reimbursement
ameunts will not reduce the demand for, or the price of, our drugs. If reimbursement is not available or is available
only on a limited basis, we may not be able to obtain a satisfactory financial return on the manufacture and
commercialization of existing and future drugs. Third-party payors may not establish and maintain price levels
sufficient for us to realize an appropriate return on our investment in product development or our continued
manufacture and sale of existing drug products.

We are subject to price control restrictions on our pharmaceutical products in the majority of countries in
which we operate.

Jurisdictions outside of the United States may enact price control restrictions or increase the price control
restrictions that currently exist. A significant portion of the sales of our products are in Europe, a market in which
price increases are controlled, and in some instances, reductions are imposed. Our future sales and gross profit could
be materially adversely affected if we are unable to obtain appropriate price increases, or if our products are subject
to price reductions.

The matters relating to the Special Committee’s review of our historical stock option granting practices
and the restatement of our consolidated financial statements have resulted in increased litigation and
regulatory proceedings against us and could have a material adverse effect on us.

In September 2006, our board of directors appointed a Special Committee, which consisted solely of
independent directors, to conduct a review of our historical stock option granting practices and related accounting
during the period from 1982 through July 2006. The Special Committee identified a number of occasions on which
the exercise prices for stock options granted to certain of our directors, officers and employees were set using
closing prices of our commen stock with dates different than the actual approval dates, resulting in additional
compensation charges. To correct these and other accounting errors, we amended our annual report on Form 10-K
for the year ended December 31, 2005 and our quarterly reports on Form 10-Q for the quarters ended March 31,
2006 and June 30, 2006 to restate the consolidated financial statements contained in those reports.

Our historical stock option granting practices and the restatement of our prior financial statements have
exposed us to greater risks associated with litigation and regulatory proceedings. We are a nominal defendant in two
shareholder derivative lawsuits pending in the state court in Orange County, California, which assert claims related
to our historic stock option practices. In addition, the SEC has opened a formal inquiry into our historical stock
option grant practices. We cannot assure you that this current litigation, the SEC inquiry or any future litigation or
regulatory action will result in the same conclusions reached by the Special Committee. The conduct and resolution
of these matters will be time consuming, expensive and distracting from the conduct of our business. Furthermore, if
we are subject to adverse findings in any of these matters, we could be required to pay damages or penalties or have
other remedies imposed upon us which could have a material adverse effect on our business, financial condition,
results of operations and cash flows.
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If competitors develop vaccines or more effective or less costly drugs for our target indications, our
business could be seriously harmed.

Many of our competitors, particularly large pharmaceutical companies, have substantially greater financial,
technical and human resources than we do. Many of our competitors spend significantly more on research and
development related activities than we do. Others may succeed in developing products that are more effective than
those currently marketed or proposed for development by us. Progress by other researchers in areas similar 1o those
being explored by us may result in further competitive challenges. In addition, academic institutions, government
agencies, and other public and private organizations conducting research may seek patent protection with respect to
potentially competitive products. They may also establish exclusive collaborative or licensing relationships with
our competitors.

Obtaining necessary government approvals is time consuming and not assured.

FDA approval must be obtained in the United States and approval must be obtained from comparable agencies
in other countries prior to marketing or manufacturing new pharmaceutical products for use by humans. Obtaining
FDA approval for new products and manufacturing processes can take a number of years and involves the
expenditure of substantial resources. Numerous requirements must be satisfied, including preliminary testing
programs on animals and subsequent clinical testing programs on humans, to establish product safety and efficacy.
No assurance can be given that we will obtain approval in the United States, or any other country, of any application
we may submit for the commercial sale of a new or existing drug or compound. Nor can any assurance be given that
if such approval is secured, the approved labeling will not have significant labeling limitations, or that those drugs or
compounds will be commercially successful.

Furthermore, changes in existing regulations or adoption of new regulations could prevent or delay us from
obtaining future regulatory approvals or jeopardize existing approvals, which could significantly increase our costs
associated with obtaining approvals and negatively impact our market position.

If we or our third-party manufacturers are unable to manufacture our products or the manufacturing
process is interrupted due to failure to comply with regulations or for other reasons, the manufacture of
our products could be interrupted.

We manufacture and have contracted with third parties to manufacture some of our drug products, including
products under the rights acquired from other pharmaceutical companies. Manufacturers are required to adhere to
current good manufacturing (“cGMP™) regulations enforced by the FDA or similar regulations required by
regulatory agencies in other countries. Compliance with the FDA’s ¢cGMP requirements applies to both drug
products seeking regulatory approval and to approved drug products. Our manufacturing facilities and those of our
contract manufacturers must be inspected and found to be in full compliance with cGMP standards before approval
for marketing.

Our dependence upon others to manufacture our products may adversely affect our profit margins and our
ability to develop and obtain approval for our products on a timely and competitive basis, if at all. Our failure or that
of our contract manufacturers to comply with cGMP regulations or similar regulations outside of the United States
can result in enforcement action by the FDA or its foreign counterparts, including, among other things, warning
letters, fines, injunctions, civil penalties, recall or seizure of products, total or partial suspension of production,
refusal of the government to renew marketing applications and criminal prosecution. In addition, delays or
difficulties with our contract manufacturers in producing, packaging, or distributing our products could adversely
affect the sales of our current products or introduction of other products.

In addition to regulatory compliance risks, our contract manufacturers in the United States and in other
countries are subject to a wide range of business risks, such as seizure of assets by governmental authorities, natural
disasters, and domestic and international economic conditions. Were any of our contract manufacturers not able to
manufacture our products because of regulatory, business or any other reasons, the manufacture of our products
would be interrupted. This could have a negative impact on our sales, financial condition and competitive position.
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Many of our key processes, opportunities and expenses are a function of existing national and/or local
government regulation. Significant changes in regulations could have a material adverse impact on our
business.

The process by which pharmaceutical products are approved is lengthy and highly regulated. Our multi-year
clinical trials programs are planned and executed to conform to these regulations, and once begun, can be difficult
and expensive to change should the regulations regarding approval of pharmaceutical products significantly change.

In addition, we depend on patent law and data exclusivity to keep generic products from reaching the market in
our evaluations of the development of our products. In assessing whether we will invest in any development
program, or license a product from a third party, we assess the likelihood of patent and/or data exclusivity under the
laws and regulations then in effect. If those schemes significantly change in a large market, or across many smaller
markets, our ability to protect our investment may be adversely affected.

Appropriate tax planning requires that we consider the current and prevailing national and local tax laws and
regulations, as well as international tax treaties and arrangements that we enter into with various government
authorities. Changes in nationalflocal tax regulations or changes in political situations may limit or eliminate the
effects of our tax planning and could result in unanticipated 1ax expenses.

Qur business, financial condition and results of operations are subject to risks arising from the
international scope of our operations.

We conduct a significant portion of our business outside the United States. Including ribavirin royalties,
approximately 749 of our revenues from continuing operations were generated outside the United States during the
years ended December 31, 2007 and 2006. We sell our pharmaceutical products in more than 100 countries around
the world and employ approximately 2,400 individuals in countries other than the United States. The international
scope of our operations may lead to volatile financial results and difficulties in managing our operations because of,
but not limited to, the following; '

= difficulties and costs of staffing, severance and benefit payments and managing intematidnal operations;
* exchange controls, currency restrictions and exchange rate fluctuations;

+ unexpected changes in regulatory requirements;

* the burden of complying with multiple and potentially conflicting laws;

* the geographic, time zone, language and cultural differences between personnel in different areas of the
world,

= market share and product sales in certain markets being dependent on actions by and relationships with key
distributors;

+ greater difficulty in collecting accounts receivables in and moving cash out of certain geographic regions;

* the need for a significant amount of available cash from operations to fund our business in a number of
geographic and economically diverse locations; and

* political, social and economic instability in émerging markets in which we currently operate.

In addition, we have identified a material weakness in internal control over financial reporting as of
December 31, 2007 related to not maintaining a sufficient complement of personnel in our foreign locations with
the appropriate skills, training and experience to identify and address the application of U.S. generally accepted
accounting principles. Further, the monitoring controls over accounting for pension plans and product returns in
foreign locations did not operate at a sufficient level of precision to identify the accounting errors in the foreign
operations on a timely basis and did not include a process for obtaining corroborating information to support the
analysis and conclusions regarding individually significant transactions. The existence of a material weakness or
deficiency in internal control over financial reporting could have a material adverse affect on us. See the risk factor
above captioned ““We have identified a material weakness in our internal control over financial reporting that could
adversely affect our stock price and ability to prepare financial statements in a timely manner.”
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Cash earned by our foreign subsidiaries is held at those subsidiaries and transferring that cash to the
United States would likely have a negative impact on our earnings.

A substantial portion of our cash balances and reserves result from the operations of, and are held by, our
subsidiaries outside of the United States. The income in these countries has been taxed in the various countries
where it was earned, but it has not been subject to tax in the United States. Income tax expense has been calculated
on the basis that foreign earnings will be indefinitely invested in non-U.S. assets.

If we find it necessary to utilize the cash reserves of our foreign subsidiaries to finance our research and
development and other activities in the United States, our income generated in foreign countries will become
subject to taxation in the United States. Given the net operating loss carryforwards that we have available to offset
income in the United States, it is unlikely in the near term that we would incur significant cash obligations to pay tax
on repatriated foreign earnings. However, repatriating our cash resources from foreign jurisdictions would likely
increase income tax expense in our financial statements which would significantly reduce our eamnings. It would
also use our net operating loss carryforwards, which would increase future cash obligations to pay taxes on
U.S. income.

Much of our operating cash flow is eared outside of the United States.

We are involved in various legal proceedings that could adversely affect us.

We are involved in several legal proceedings, including those described in Note 16 of notes to the consolidated
financial statements. Defending against claims and any unfavorable legal decisions, settlements or orders could
have a material adverse effect on us.

Existing and future audits by, or other disputes with, taxing authorities may not be resolved in our favor.

Our income tax returns are subject to audit in various jurisdictions. Existing and future audits by, or other
disputes with, tax authorities may not be resolved in our favor and could have an adverse effect on our reported
effective tax rate and after-tax cash flows.

Difficulties in completing, financing and integrating acquisitions could have a material adverse impact
on our future growth. ‘

We intend to pursue a strategy of targeted expansion through the acquisition of compatible businesses and
product lines and the formation of strategic alliances, joint ventures and other business combinations. There can be
no assurance that we will successfully complete or finance any future acquisition or investment or that any
acquisitions that we do complete will be completed at prices or on terms that prove to be advantageous to us. Failure
in integrating the operations of companies that we have acquired or may acquire in the future may have a material
adverse impact on our operating results, financial condition and future growth.

Due to the large portion of our business conducted outside the United States, we have significant foreign
currency risk.

We sell products in many countries that are susceptible to significant foreign currency risk. In some of these
markets we sell products for U.S. Dollars. While this eliminates our direct currency risk in such markets, it increases
our risk that we could lose market share to competitors because if a local currency is devalued significantly, it
becomes more expensive for customers in that market to purchase our products in U.S. Dollars.

Our stockholder rights plan and anti-takeover provisions of our charter documents could provide our
board of directors with the ability to delay or prevent a change in control of us.

Qur stockholder rights plan, provisions of our certificate of incorporation, bylaws and the Delaware General
Corporation Law provide our board of directors with the ability to deter hostile takeovers or delay, deter or prevent a
change in control of the company, including transactions in which stockholders might otherwise receive a premium
for their shares over then current market prices.
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We are authorized to issue, without stockholder approval, approximately 10,000,000 shares of preferred stock,
200,000,000 shares of common stock and securities convertibie into either shares of common stock or preferred
stock. The board of directors can also use issuances of preferred or common stock to deter a hostile takeover or
change in control of the Company.

We are subject 1o a consent order with the Securities and Exchange Commission.

We are subject to a consent order with the SEC, which permanently enjoins us from violating securities laws
and regulations. The consent order also precludes protection for forward-looking statements under the safe harbor
provisions of the Private Securities Litigation Reform Act of 1995 with respect to forward-looking statements we
made prior 1o Novemnber 28, 2003. The existence of the permanent injunction under the consent order, and the lack
of protection under the safe harbor with respect to forward-looking statements we made prior to November 28,
2005 may limit our ability to defend against future allegations.

We are subject to “fraud and abuse” and similar laws and regulations, and a failure to comply with such
regulations or prevail in any litigation related to noncompliance could harm our business.

Pharmaceutical and biotechnology companies have faced lawsuits and investigations pertaining to violations
of health care “fraud and abuse” laws, such as the federal false claims act, the federal anti-kickback statute, and
other state and federal laws and regulations. If any such actions are instituted against us, and we are not successful in
defending ourselves or asserting our rights, those actions could have a significant impact on our business, including
the imposition of significant fines or other sanctions.

If we do not realize the expected benefits from our restructuring plans, our business prospects may suffer
and our operating results and financial condition would be adversely affected.

Our prior restructuring plan was, and the restructuring plan expected from our 2008 Strategic Review will be,
intended to improve operational efficiencies and our competitiveness. If we are unabie to realize the benefits from
our restructuring plans, our business prospects may suffer and our operating results