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THIRD QUARTER HIGHLIGHTS

Completed Treatment Stage for US Phase Il Clinical Trials for Once-Daily

Tramadol

e | abopharm conducted two, double-blind, multi-centre, randomized trials
to evaluate the full 24-hour efficacy and safety of the Company's version
of once-daily tramadol in reducing moderate to moderately severe pain
in patients suffering from osteoarthritis

e Following extensive consultation with the Food & Drug Administration (FDA),
protocols for the trials were tailored to meet that organization's requirements
for extended-release analgesics

e Data from trials will be combined with data from the previously completed
European regulatory submission to form the basis of the Company's NDA
submission to the FDA

Concluded Definitive Marketing Agreements for Once-Daily Tramadol for ltaly,

Spain and Portugal

e Gruppo Angelini (Italy) and Esteve S.A. (Spain and Portugal) will have exclusive
rights to market and sell once-daily tramadol in their respective jurisdictions

e | abopharm will supply Angelini and Esteve with finished, packaged product
through Labopharm Europe Limited

e | abopharm is finalizing a definitive agreement for France, with Aventis
France S.A., and is actively engaged in discussions to establish additional
marketing channels for the remainder of Europe, as well as the United States
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President’s Message
to Shareholders

The third quarter of fiscal 2003 unfolded on plan, led by continued advancement
toward the commercialization of our once-daily formulation of tramadol. We passed
a number of key milestones for this program during the quarter and remain well
positioned to launch our first product and generate our first revenue from
commercial sales next year. Our financial results for the quarter were in line
with our expectations and reflect our significant clinical progress with once-daily
tramadol in the United States and the ramp up of commercialization activity in
Europe in anticipation of regulatory approval there.

US Phase lll Trials for Once-Daily Tramadol Nearing Completion During the
third quarter, we completed the treatment stage for our two, pivotal, Phase Il
clinical trials in the United States that were designed to test the efficacy and
safety of Labopharm’s once-daily tramadol. \We expect to report results from
these trials before year end. The results from these trials will be combined with
data from our phase Il European trial and other studies to form the basis of our
new drug application (NDA) to the US Food and Drug Administration. \We are

at an advanced stage in our negotiation with potential US partners and look
forward to concluding these discussions.

European Commercialization Plan for Once-Daily Tramadol Remains on Track
Our commercialization plan for once-daily tramadol in Europe remains on track
as we concluded definitive marketing agreements with Gruppo Angelini for Italy
and with Esteve S.A. for Spain and Portugal during the quarter. Subsequent

to quarter end, we secured a licensing and distribution agreement with Austria-
based CSC Pharmaceuticals for 14 eastern European countries. The countries
covered by this partnership represent a population totalling 128 millions (more
than 16% of the European population) — a sizeable market opportunity for once-
daily tramadol. With this agreement, we have now secured marketing partnerships
for our once-daily formulation of tramadol for 18 countries in Europe, including
three of the five largest pharmaceutical markets in that region — France, Italy
and Spain. As part of our global commercialization plan for once-daily tramadol,
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we continue to actively pursue marketing partners for other key European
markets in addition to our efforts in the US and other markets globally.

Recently, we presented the data from our European Phase Il trial at the
prestigious OsteoArthritis Research Science International (OARSI) World
Congress in Berlin, Germany. The double-blind, randomized, parallel-group,
non-inferiority study of patients with moderate to severe osteoarthritis of the
knee was designed to show that the efficacy and safety of Labopharm'’s once-
daily formulation of tramadol was equally as effective as that of an extended
release, twice-daily formulation of tramadol currently marketed in Europe.

Labopharm’s once-daily formulation of tramadol achieved the primary end point
of the study, providing a statistically and clinically significant reduction in pain
associated with osteoarthritis and demonstrating the non-inferiority of once-
daily tramadol compared to the twice-daily formulation as measured by the
percentage change in the WOMAC Osteoarthritis Index Pain subscale. Pain
ratings improved by 58% for each of the versions of tramadol, with the results
being statistically significant. Furthermore, pain relief was achieved from
the first week of treatment and was maintained, with further improvement,
over the duration of the study. Two-thirds of the patients receiving Labopharm'’s
once-daily tramadol required a dose of 200 mg or less per day to achieve
effective pain relief.

Secondary end points of the study were daily efficacy rating, pain ratings over a
24-hour period, patient and investigator global ratings, other WOMAC (stiffness
and functional disability) scores, and incidence of adverse events. Labopharm'’s
once-daily formulation of tramadol also demonstrated an improvement in all
secondary end points. The proportion of patients in the once-daily tramadol
group reporting mild to no pain 24 hours following dosing (73%) was the same
as the proportion of twice-daily tramadol patients reporting mild to no pain

12 hours following dosing. Pain ratings over a 24-hour period were similar for

the once-daily tramadol and twice-daily tramadol groups, indicating that
Labopharm'’s once-daily tramadol provided pain relief for a full 24-hour period.
Patients and investigators rated both once-daily tramadol and twice-daily
tramadol effective to very effective in 85% of cases. WOMAC stiffness and
functional disability scores demonstrated similar efficacy results for both

the once-daily tramadol and twice-daily tramadol groups.

The adverse events profile of Labopharm’s once-daily tramadol was superior to
that of the twice-daily tramadol product, with a lower incidence of key adverse
events. Fewer patients in the once-daily tramadol group experienced dizziness/
vertigo (26% compared to 37%), vomiting (8% compared to 14%) and headache
(13% compared to 18%). Furthermore, the severity of each of the adverse
events was less for the once-daily tramadol group. Both the once-daily tramadol
group and twice-daily tramadol group experienced similar occurrences of nausea,
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constipation and weakness. A greater number of patients in the once-daily
tramadol group experienced somnolence (drowsiness) (30% compared to 21%).

With the final pieces of the puzzle falling into place for Europe, we are ramping
up pre-commercialization manufacturing activity, and finalizing logistical details
to support the commercial launch.

Continued Progress in Other Key Development Programs As we prepare

for the commercialization of once-daily tramadol, we are continuing to advance
other product development programs in our pipeline. These products all represent
solid commercial opportunities that we expect to drive long-term growth.

Our in-house programs are advancing well. Subsequent to quarter-end we
advanced once-daily oxybutynin, indicated for the treatment of urinary inconti-
nence, into the clinic. We recently completed clinical batch manufacturing and
initiated pilot pharmacokinetic studies with results expected in the first quarter
of 2004.

We also made strong progress with another of our in-house products. DDS-2003
is a currently marketed product that does not have optimal delivery characteristics.
Labopharm is developing a novel approach to overcome these inherent delivery
issues. The development of a prototype formulation and validation in animal
models is ongoing, and manufacturing process selection has been initiated

in preparation for clinical trial batch manufacturing. Clinical trials are expected

to commence in the first quarter of 2004.

Looking to our partnered programs, Allegra-D® continues to progress as scheduled.
Last quarter we completed the technology transfer to a third party and, in
collaboration with our partner Aventis, are now manufacturing the three US,
new drug application batches, that will move the program forward.

Strengthened Intellectual Property Our core Contramid® technology forms
the basis for a number of the products in our pipeline. Our intellectual property
protection around Contramid® was strengthened in the third quarter when the
US Patent and Trademark Office granted us a fundamental patent. The product-
by-process patent extends our existing intellectual property protection of
Contramid®, the technology's process of manufacture and its use in controlled-
release pharmaceutical products. The patent, the seventh issued on Contramid®
in the US, extends the patent protection on our technology through 2020.

Strengthened Financial Position To support the anticipated commercialization
of once-daily tramadol, as well as the continued development of products
across our pipeline, we completed an equity offering of $23,200,520 during the
quarter. Our strengthened financial position will ensure we have the resources
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in place to execute our commercialization strategy for once-daily tramadol,
including the conclusion of additional marketing partnerships worldwide.

Positioned for Success in 2004 In the first nine months of this year we have
continued to make steady progress toward the commercialization of our first
product, achieving a number of significant milestones. Over the near term

we expect to meet the final pre-commercialization milestones in preparation
for the launch of once-daily tramadol, first in Europe, and subsequently in the US.

Commercialization of once-daily tramadol represents the first in a string of
many opportunities to realize the value of our pipeline and our Contramid®
technology. In 2004, we fully expect to generate our first revenue from product
sales and begin to turn toward profitability. The commercialization of Tramadol
will, in turn, fund additional development across our pipeline, putting Labopharm
further down the path toward establishing additional value-creating milestones
for the other products in its portfolio, all with their own potential for reward.

In 2004 we may have as many as six, separate products in the clinic, which
represents a strong investment in Labopharm'’s future. We look forward to
keeping you updated on our progress as we move through the balance of
the year and into 2004.

(signed)

James R. Howard-Tripp
President and

Chief Executive Officer
October 29, 2003
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Management’s
Discussion and Analysis

The following information should be read in conjunction with Labopharm Inc!s
(“the Company”) unaudited interim Consolidated Financial Statements as of
September 30, 2003 and Notes included herewith, which are prepared in accordance
with Canadian generally accepted accounting principles for interim financial statements,
as well as the audited Consolidated Financial Statements and Management's
Discussion and Analysis for the ten-month period ended December 31, 2002.

To the extent any statements made in this document contain information that is not
historical, these statements are essentially forward-looking and are subject to risks
and uncertainties. Actual results, levels of activity, performance, or achievements could
differ materially from those projected herein and depend on a number of factors,
including the successful and timely completion of clinical studies, the uncertainties
related to the regulatory process, and the commercialization of the drug thereafter.

OVERVIEW

Labopharm specializes in the development of pharmaceutical products incorporating
its proprietary controlled-release technologies. As a specialty pharmaceutical company
focused on drug delivery, the Company'’s business model differs from conventional
biotech and pharma business models. Many of Labopharm’s potential products are
drugs that are already on the market, to which the Company applies its technologies
to form new products with improved release profiles and performance. As a result,
Labopharm'’s products should have shorter development timelines, lower development
costs and, through the marketing resources of the Company'’s partners, could achieve
faster market penetration than is typically the case with more traditional biotech or
pharmaceutical business models.

The Company currently generates revenue from collaborations with international

pharmaceutical companies in which Labopharm'’s controlled-release technologies are
used to enhance the therapeutic benefits of its partners’ branded products, and late-
stage licensing of oral controlled-release products using its core technology, Contramid®.
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Consolidated Statements of Loss (unaudited)

(Thousands of dollars except for per share data and number of shares)

For periods of: Three months ended Nine months ended
Sept. 30, August 31, Sept. 30, August 31,
2003 2002 2003 2002
$ $ $ $
OPERATING REVENUE
Research and development contracts - 1.5 599.7 196.0
Licensing 76 - 76 -
Investment income 209.3 325.3 594.3 1,032.1
216.9 436.8 1,201.6 1,228.1
OPERATING EXPENSES
Research and development expenses [note 6] 5,977.1 2,435.3 19,545.0 7,583.3
Selling, general and administrative expenses  1,917.2 1,485.2 5,832.4 4,832.6
Finance charges 2115 8.1 357.3 241
8,105.8 3,928.6 25,734.7 12,440.0
NET LOSS (7,888.9) (3,491.8) (24,533.1) (11,211.9)
BASIC AND DILUTED LOSS PER SHARE (0.22) (0.11) (0.76) (0.36)
Weighted average number of
common shares outstanding 35,070,373 31,040,003 32,420,480 30,926,949

Consolidated Statements of Cash Flows (Unaudited)

(Thousands of dollars)

For periods of: Three months ended Nine months ended
Sept. 30, August 31, Sept. 30, August 31,

2003 2002 2003 2002

$ $ $ $

OPERATING ACTIVITIES
Net loss (7,888.9) (3,491.8) (24,533.1) (11,211.9)
ltems not affecting cash

Depreciation of property,

plant and equipment 3345 107.2 721.6 288.6
Amortization of intangible assets 76.3 25.2 193.7 249.6
Loss on disposal and write-off

of property, plant and equipment - - - 8.4

(7.478.1) (3,359.4) (23,617.8) (10,665.3)
Net change in non-cash working capital items ~ (2,030.8) (874.0) 1,338.3 (328.4)
(9,508.9) (4,233.4) (22,279.5) (10,993.7)
INVESTING ACTIVITIES
Acquisition of investments (18,074.0) (9,5677.1) (20,845.9) (17,223.2)
Disposals and maturities of investments 15,278.4 16,453.1 33,519.2 27,930.9
Acquisition of property, plant and equipment  (333.4) (171.8) (3,251.2) (533.5)
Acquisition of intangible assets (98.4) (85.8) (188.9) (359.1)
(3,227.4) 6,618.4 9,233.2 9,815.1
FINANCING ACTIVITIES
Repayment of capital leases obligations (74.5) (16.0) (102.1) (48.0)
Proceeds from issuance of capital stock 23,336.4 229 23,553.5 2,236.8
Issuance costs of capital stock (1,375.3) (1.8) (1,375.3) (302.6)
21,886.6 5.1 22,076.1 1,886.2
INCREASE (DECREASE) IN CASH
AND CASH EQUIVALENTS 9,150.3 2,390.1 9,029.8 707.6
Cash and cash equivalents,
beginning of period 1,597.7 175.7 1,718.2 1,858.2
Cash and cash equivalents, end of period 10,748.0 2,565.8 10,748.0 2,565.8

See accompanying notes.
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Consolidated Balance Sheets

(Thousands of dollars) As at As at
Sept. 30, December 31,
2003 2002
(Unaudited) (Audited)
$ $
ASSETS
Current assets
Cash and cash equivalents 10,748.0 1,718.2
Short-term investments 16,660.1 22,294.3
Accounts receivable 1,782.8 1,251.6
Research and development tax credits receivable 697.5 568.3
Prepaids and other assets 138.3 426.8
30,026.7 26,259.2
Property, plant and equipment [note 3] 10,738.0 2,020.0
Intangible assets 1,939.4 1,944.2
Long-term investments 1,429.0 8,468.1
44,1331 38,691.5
LIABILITIES
Current liabilities
Accounts payable and accrued liabilities 5,258.0 3,923.9
Deferred revenue 493.1 117.0
Current portion of obligations under capital
leases [note 4] 139.9 78
5,891.0 4,048.7
Obligations under capital leases [note 4] 5,967.7 13.5
11,858.7 4,062.2
SHAREHOLDERS' EQUITY
Capital stock [note 5] 111,567.9 88,014.4
Deficit (79,293.5) (53,385.1)
32,274.4 34,629.3
44,1331 38,691.5

Consolidated Statements of Deficit (Unaudited)

(Thousands of dollars)
For periods of nine months ended:

Sept. 30, August 31,

2003 2002

$ $

BALANCE, beginning of period (53,385.1) (35,095.7)
Issuance costs of capital stock (1,375.3) (302.6)
Net loss (24,533.1) (11,211.9)
BALANCE, end of period (79,293.5) (46,610.2)

See accompanying notes.
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Notes to Consolidated Financial Statements
As at September 30, 2003

1. STATUTES OF INCORPORATION AND NATURE OF ACTIVITIES

The Company, incorporated under the Companies Act (Québec) is specialized in the
development of drugs using advanced controlled-release technologies and the
development of pharmaceutical products incorporating its proprietary technologies.
The Company carries on business in Canada and Ireland and substantially all of the
Company'’s assets are located in Canada. In 2002, the Company changed its fiscal year
end from February 28 to December 31. Accordingly, the consolidated statements of loss,
cash flow, and deficit, for the nine-month period ended September 30, 2003 are
compared to the nine-month period ended August 31, 2002.

The Company’s strategy is to develop products internally in order to form strategic
alliances or licensing agreements with national or international pharmaceutical
companies that have the necessary resources and distribution networks to market
and sell the pharmaceutical products incorporating the Company’s proprietary
technologies. To date, the Company has financed its cash requirements primarily
through share issuances, investment tax credits, collaborative research contracts and
interest income. The future profitability of the Company is dependent upon such
factors as the success of the clinical trials, the approval by regulatory authorities of
products developed by the Company and the ability of the Company to obtain the
necessary financing to complete its projects through licensing and research
agreements. It may be necessary for the Company to raise additional funds until
profitability is achieved.

2. BASIS OF PRESENTATION AND ACCOUNTING POLICIES

The unaudited interim consolidated financial statements of the Company have been
prepared in accordance with generally accepted accounting principles (GAAP) in
Canada for interim financial statements. Accordingly, they do not include all of the
information and notes required by GAAP for annual financial statements and should
be read in conjunction with the audited consolidated financial statements for the ten-
month period ended December 31, 2002 and the accompanying notes, included in the
Company’s annual report.

The accounting policies used in preparation of these interim consolidated financial
statements are the same as those used in the preparation of the Company’s most
recent annual consolidated financial statements, and are set forth in notes 2 and 3 of
the audited financial statements for the ten-month period ended December 31, 2002
included in the Company’s annual report.
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3. PROPERTY, PLANT AND EQUIPMENT

Cost  Accumulated Net book value
depreciation
$ $ $
September 30, 2003
Laboratory equipment 3,466,476 1,286,440 2,180,036
Computer hardware and software 785,700 387,955 397,745
Furniture and office equipment 692,611 269,934 422,677
Leasehold improvements 122,275 - 122,275
5,067,062 1,944,329 3,122,733
Assets under capital leases
Building 7,524,417 204,673 7,319,744
Laboratory and office equipment 359,146 63,603 295,543
12,950,625 2,212,605 10,738,020
December 31, 2002
Laboratory equipment 1,913,973 991,021 922,952
Computer hardware and software 443,374 288,549 154,825
Furniture and office equipment 320,580 213,419 107,161
Leasehold improvements 360,061 329,037 31,024
Assets under construction 738,380 - 738,380
3,776,368 1,822,026 1,954,342
Assets under capital leases
Laboratory equipment 94,712 28,998 65,714
3,871,080 1,851,024 2,020,056

During the nine-month period ended September 30, 2003, a building for $5,970,000
and laboratory and office equipment for $218,385 were acquired through capital
leases (laboratory equipment for $57,387 in 2002). The building is amortized using the
straight-line method over the term of the fifteen-year lease.
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4. CAPITAL LEASE OBLIGATIONS

September 30, 2003 December 31, 2002

$ $
Building, repayable in monthly instalments
of $70,833 until May 2008, $83,333 from
June 2008 to May 2013,and $95,833 from
June 2013 to April 2018, including
interest calculated at 14.6%. 14,677,823 -
Various leases for laboratory equipment,
repayable in monthly instalments totalling
$9,544 including interest ranging from 7.0%
to 13.5%, with transfer of ownership at
maturity from May to July 2005. 204,017 25,080
14,881,840 25,080
Interest included in instalments 8,774,206 3,710
6,107,634 21,370
Current portion 139,895 7,827
5,967,739 13,543

5. CAPITAL STOCK
Authorized

Unlimited number of preferred shares, non-participating, non-voting, without par value
Unlimited number of common shares, voting, without par value

Issued

35,928,331 common shares (December 31, 2002 — 31,058,081)

Capital Stock transactions

On July 15 2003, the Company issued 4,500,000 common shares and on August 18,
2003, the over-allotment option was exercised on 234,800 additional common shares.
The total consideration was $23,200,520 in cash. The share issue expenses amounted
to $1,375,259.

Stock option plan

The changes to the number of stock options granted by the Company and their
weighted average exercise price, for the nine-month period ended September 30,
2003, are as follows:

# $
Balance, beginning of period 3,460,825 4.24
Granted 200,000 4.28
Exercised (135,450) 2.61
Expired (489,800) 4.09
Forfeited (41,200) 5.74
Balance, end of period 2,994,375 4.33
Options eligible to be exercised, end of period 2,064,100 4.03
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5. CAPITAL STOCK (CONT'D)

No compensation cost has been recognized for stock options granted to employees
and directors during the nine-month period ended September 30, 2003. Pro forma
information regarding net loss has been determined as if the Company had accounted
for stock options granted under the fair value method. The fair value of these options
was estimated at the date of grant using a Black-Scholes option pricing model with
the following weighted average assumptions; volatility factor of the expected market
price of the Company’s common shares of 0.92 (2002 - 0.94); a risk-free interest rate
of 4.0% (2002 - 3.5%); an expected life of the options of 4 years (2002 - 3.4 years); and
a dividend yield of nil. The weighted average fair-value of stock options granted during
the nine-month period ended September 30, 2003 under the Black-Scholes option
pricing model and the above assumptions amounted to $2.86 (2002 -$1.91) per option.

Had compensation cost been determined based on the fair value at the date of grant
of the options granted, the fair value of the options would have been amortized over
the vesting period of the options and the Company’s net loss and basic and diluted
loss per share for the nine-month period ended September 30, 2003 would have been
amended as follows:

Three months ended Nine months ended

Sept. 30, Aug. 31, Sept. 30, Aug. 31,

2003 2002 2003 2002

$ $ $ $

Net loss As reported (7,888,925) (3,491,848) (24,533,083) (11,211,971)

Pro forma  (8,064,974) (3,778,017) (25,564,156) (11,504,444)

Basic and diluted
loss per share As reported (0.22) (0.11) (0.76) (0.36)
Pro forma (0.23) (0.12) (0.79) (0.37)

6. RESEARCH AND DEVELOPMENT EXPENSES

Research and development expenses are presented net of tax credits of $655,307 and
$519,807 for the nine-month periods ended September 30, 2003 and August 31, 2002.

7. COMMITMENTS

The Company has entered into long-term supply agreements with third party
manufacturers in anticipation of the commercialization of its products. These
agreements include cancellation clauses under which the Company would have to
reimburse certain equipment and set-up costs and/or purchase minimum quantities
of products. Management has estimated that minimum commitments to terminate
these agreements would be approximately $1,600,000.

8. COMPARATIVE FIGURES

Certain comparative figures have been reclassified to conform with the presentation
in the current period.
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