Making

a difference to
the health of
Canadians.
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.. lcan't Imagine a
more fulfilling
vocation than
Improving the health
of Canadians while
butlding shareholder
value.”

Forward-Looking Statements

This Annual Report contains forward-looking statements for the Company and its subsidiaries. These forward-looking statements, by their nature, necessarily involve risks and
uncertainties that could cause actual results to differ materially from those contemplated by the forward-looking statements. The Company considers the assumptions on which
these forward-looking statements are based to be reasonable at the time they were prepared, but cautions the reader that these assumptions regarding future events, many

of which are beyond the control of the Company and its subsidiaries, may ultimately prove to be incorrect. Factors and risks, which could cause actual results to differ materially
from current expectations, are discussed in this Annual Report as well as in the Company’s Annual Information Form for the year ended December 31, 2006. The Company
disclaims any intention or obligation to update or revise any forward-looking statements whether as a result of new information, future events, or except as required by law.

For additional information on risks and uncertainties relating to these forward-looking statements, investors should consult the Company’s ongoing quarterly filings, annual
report and Annual Information Form and other filings found on SEDAR at www.sedar.com.



“Where are we today? 11 years of recora
revenues, over 50 products, $36 million
IN cash, and a business that generated

$15.5 million of EBITDA?

2005

2004

2003

2002

2001

2000

1999

1998

1997

1996

1 FINANCIAL HIGHLIGHTS

e o000 e

Revenues

33,689

27,871

23,788

23,277

17,497

12,381

10,915

5,957

849

41

EBITDA

9,419

7,633

4,564

8,377

5,040

2,905

2,873

2,555

57

(312)

Net income

3,254

3,239

4,172)

5,162

1,485

2,797

2,016

836

(1,006)

(1,868)

Earnings
per share

$0.22

$0.22

$(0.28)

$0.37

$0.12

$0.24

$0.22

$0.13

$(0.25)

$(0.50)

Cash &
marketable
securities

42,319

42,124

44,547

45,612

22,448

24,339

9,886

8,545

563

759

Shareholders’

equity

66,250

63,192

59,332

63,178

37,836

35,769

13,830

9,886

2,390

3,146

e o000

Shares
issued and
outstanding

14,980,131

14,732,368

14,858,469

14,799,588

14,780,205

12,539,247

12,394,038

9,466,338

9,057,730

3,990,658

3,823,991

Revenues

2006 - 48,357
2005 - 33,689
2004 - 27,871
2003 - 23,788
2002 - 23,277
2001 - 17,497
2000 - 12,381

1999 - 10,915

1998 - 5,957
1997 - 849
1996 - 41

For the years ended December 31. (In thousands of dollars except share & per share amounts)

EBITDA

2006 - 15,505
2005 - 9,419
2004 - 7,633
2003 - 4,564
2002 - 8,377
2001 - 5,040
2000 - 2,905
1999 - 2,873
1998 - 2,555
1997 - 57

1996 «  (311)

Net income

2006 - 5,806
2005 - 3,254
2004 - 3,239
2003 -« (4,172)
2002 - 5,162
2001 - 1,485
2000 - 2,797
1999 - 2,016
1998 - 836
1997 - (1,006)

1996 - (1,868)

WThe term EBITDA (earnings before interest expense, taxes and amortization) does not have any standardized meaning prescribed by Canadian Generally Accepted
Accounting Principles and therefore may not be comparable to similar measures presented by other issuers. We define it as earnings before interest, expense, taxes,
amortization and unusual items; such as write-downs and gains on intellectual property and investments. EBITDA is presented on a basis that is consistent from period to period.



Founded in 1995, Paladin Labs Inc. (TSX: PLB) has emerged as Canada’s
leading specialty pharmaceutical company. Our strategy of acquiring or in-licensing
innovative pharmaceuticals for the Canadian market has produced an eleven-year
compounded annual sales growth rate of 103% (20% CAGR over the past five years).

With a clear vision and a proven history of revenue growth, Paladin is poised to maintain its market strength
as we continue in our second decade. Growth will be achieved by focusing on our strategy of acquiring or in-licensing
rights to promotion-sensitive pharmaceuticals and promising products in late-stage clinical development.

Our mission is to be the leader in specialty pharmaceutical innovation and to make a positive impact on

the lives of patients.
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“What are we about? Setting goals,
surpassing them, and then setting new ones.’

JONATHAN ROSS GOODMAN, PRESIDENT AND CEO

This will be Paladin’s 11th consecutive year of record revenues —
an accomplishment that is consistent with our dedication to creating shareholder
value. Among our key financial achievements for 2006:

Revenues rose 44% to $48.4 million in fiscal 2006, versus $33.7 million a year ago. Net income for
2006 was $5.8 million (or $0.38 per fully diluted share) compared to $3.3 million (or $0.22 per fully diluted share)
in 2005. Paladin’s 2006 earnings before interest expense, taxes, depreciation, amortization and unusual items
(EBITDAY) increased to $15.5 million compared to EBITDA" of $9.4 million in 2005. This translated to $1.03 of
EBITDA' per common share. Sales of our promoted brands, which include Twinject®, Oxytrol®, Plan B®, and
Pennsaid®, grew by 132%. In addition, we launched Trelstar® and Metadol®, and prepared for the launches of
PravASA®, Testim®, and Vicoprofen®.

Paladin’s strength is not merely in its numbers. Ours is a story that spans 11 years of record revenues,
and 11 years of dedication — to the health of Canadians, to our community, and to creating shareholder value.

When | am asked to describe our model of success, | enumerate the various ingredients of our winning
business strategy that have facilitated our growth. But it is our people who are the core of our strength, and
together we secure Canadian rights to innovative products that make a difference in the lives of Canadians.
The Paladin team is also proud to contribute to the public good through various tangible philanthropic activities.
The essence of Paladin is dynamism and vitality, both in our approach to business and in our commitment to
giving back to the community.
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‘Our mission? To bring
edge drugs to the Canad

Our promoted products recorded healthy growth in 2006 behind
focused promotion. A year ago, | was excited to report the launch of Twinject®, the
first product improvement in the treatment of anaphylaxis in over 20 years. Twinject®
is a novel epinephrine auto-injector indicated for the emergency treatment of severe

allergic reactions.
ks

EPINEPHRINE AUTO-INJECTOR
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Unlike previously existing products like EpiPen®, Twinject® has

two separate doses of the adrenaline (epinephrine) in a single
injector unit. Studies have shown that about 35% of patients

who experience anaphylaxis require a second dose of epinephrine.
Before Twinject®, patients were obligated to carry two EpiPen® units
with them at all times. Today, patients can carry one Twinject®.
In addition, Twinject® is priced the same as one EpiPen®, thus
patients are receiving the backup dose at no additional cost.

We are confident that this innovative packaging will save lives.
We extended considerable effort throughout the year to market
and promote this product, and the fruit of this investment is
plainly visible in our market share results. According to IMS
Canada, Twinject® achieved over 16% market share in

December 2006. According to IMS Canada, the total anaphylaxis market was $31 million, and grew at a compound
annual rate of 26% since 2000. This is an attractive market opportunity for us and we enter 2007 on strong footing.
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A TOPICAL NON-STEROIDAL ANTI-INFLAMMATORY (NSAID)

Pennsaid®, a topical non-steroidal anti-inflammatory (NSAID) used for the treatment of osteoarthritis, is
currently our largest product. According to published clinical trials, Pennsaid® is as effective as the maximum
daily dose of comparable oral medication at relieving pain and stiffness associated with osteoarthritis of the
knee, as well as improving one’s overall well-being. According to IMS Canada, Pennsaid® sales reached

$10.7 million in 2006, an increase of 24% over the prior year. We believe that Pennsaid®’s unique safety and
efficacy profile will ensure its place as a preferred treatment of osteoarthritis.

nnovative leading-
an market. Fast.”

A SAFE AND EFFECTIVE “MORNING AFTER PILL”

Plan B® continues to gain market share and remains the
cornerstone of our women'’s health portfolio. Plan B® is a safe
and effective “morning after pill” that is 95% effective in
preventing unintended pregnancy if taken within 24 hours

of unprotected intercourse. Benefits of Plan B® include

fewer side effects as well as superior efficacy over existing
products. As the first emergency contraceptive available S
without a prescription in Canada, Plan B® represents a 3:'5 . o oo ot T
significant opportunity for us. According to IMS Canada,
Plan B® sales totalled $5.2 million in 2006, an increase of
28% over the prior year.

plan
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A CHOLESTEROL-LOWERING MEDICATION

PravASA® is an innovative, cost-effective product that combines pravastatin, a cholesterol-lowering
medication, and delayed-release ASA, a platelet aggregation inhibitor, in a single package. Heart disease
is the leading cause of death among Canadians. Canadian market research shows that 50% to 70% of
patients who are prescribed a statin are also prescribed ASA. According to IMS Canada, sales of
pravastatin were in excess of $70 million dollars in 2006. PravASA®’s convenient packaging will, based
upon a U.S. study, increase patient compliance. In addition, PravASA® offers excellent value for patients
who are already being prescribed pravastatin and ASA separately, as PravASA® is priced the same as
generic pravastatin. In essence, patients are receiving the benefit of the compliance package with the
ASA at no additional cost. PravASA® recently achieved formulary reimbursement in Quebec, and we look
forward to updating you on our sales results in 2007.



Our Urology franchise continues to flourish. Since our founding, we have fostered
strong relationships with Canadian urologists, who recognize Paladin as a leader in the
treatment of urological disorders. We intend to continue to leverage our pedigree in
urology through the addition of new products such as Oxytrol®, Trelstar® and Trelstar® LA.

FOR THE TREATMENT OF OVERACTIVE BLADDER (OAB)

Oxytrol® is the first and only transdermal patch available in Canada for the treatment of overactive bladder (OAB).
Oxytrol® is a thin, flexible, clear patch which is applied to the abdomen, hip or buttock twice weekly, compared to other
therapies that must be taken daily. We are pleased to report that Oxytrol® sales for 2006 increased 37% over the
previous year. According to IMS Canada, 2.9 million Canadians suffer from OAB, and the total Canadian overactive
bladder market was approximately $63 million in 2006. This represents a significant market opportunity for Paladin.

LUTENIZING HORMONE-RELEASING HORMONE (LHRH) AGONISTS

Trelstar® and Trelstar® LA are lutenizing hormone-releasing hormone (LHRH) agonists, indicated for the
palliative treatment of prostate cancer and for the treatment of endometriosis. Paladin launched Trelstar® in
the second half of 2006, and we are tremendously optimistic about its future. Paladin obtained reimbursement
in Quebec, Ontario, Newfoundland, New Brunswick, and Nova Scotia in 2006. According to IMS Canada, the
LHRH agonist market in 2006 was $137 million and has grown at a compounded annual growth rate of 7%
since 2000. Trelstar® is not only complementary to our urology franchise, but to our women'’s health franchise
as well since it has also been approved for the treatment of endometriosis. We look forward to watching this
product gain momentum in both the prostate cancer and endometriosis market.

Most important for our future, Paladin is fortunate to have a rich product
pipeline. In 2006, this pipeline was strengthened with the addition of Testim®, Oralair®,
Metadol®, and Vicoprofen®.

A TOPICAL TESTOSTERONE GEL

Testim® is a topical testosterone gel indicated for testosterone replacement therapy in adult males for
conditions associated with a deficiency or absence of endogenous testosterone. It is the latest acquisition to
our urology portfolio. Testim® raises testosterone blood levels back to normal for the 24-hour period following
application, is convenient for patients to use, and is rapidly absorbed. According to IMS Canada, the Canadian
market for testosterone replacement therapies exceeded $34 million in 2006 and has grown at a compounded
annual growth rate of 11% since 2002. We expect to launch Testim® in the second quarter of 2007.

FOR THE TREATMENT OF ALLERGIC RHINITIS

We are also pleased to add Oralair® to our allergy franchise in partnership with Stallergenes. It is a perfect
companion to Twinject®. The WHO (World Health Organization) now classifies allergy as the fourth most
prevalent disease in the world, and estimates that by 2010, 40-50% of the world's population could be affected.
Among the various therapeutic options available for this condition, allergen immunotherapy (or desensitization)
is the only method aimed at correcting the immune imbalance which is the underlying cause of the disease.
Indeed, desensitization represents the only truly curative modality for allergy.

The Oralair® pipeline includes 3 different products, all of which are sublingual desensitization tablets
for the treatment of allergic rhinitis: Oralair® Grasses for grass sensitive patients, Oralair® Mites for dust mite

sensitive patients, and Oralair® Birch (Bet V 1 recombinant allergen) for birch sensitive patients. We are
confident that the Oralair® product line will offer patients a safer and more convenient allergy treatment than
current injectable immunotherapies. We estimate that the value of the Canadian allergy immunotherapy
market exceeds $25 million. We are committed to our partnership with Stallergenes, a world leader in
immunotherapy. Stallergenes and Paladin plan to submit the first product under their agreement, Oralair®
Grasses, for Canadian regulatory approval in 2007.

While we continue to build on our relationships in urology, endocrinology, and
women'’s health, we are also interested in developing relationships in new therapeutic
areas. In 2006, through the acquisition of Metadol® and Vicoprofen®, Paladin entered
the pain management market.

A METHADONE HYDROCHLORIDE ANALGESIC

Metadol® is a methadone hydrochloride analgesic indicated for acute cancer pain, palliative care and chronic
pain disorders and for detoxification or maintenance treatment of opioid-dependent individuals. Metadol®
competes in a fast growing $346 million sustained release opioid market and is reimbursed by all provincial
formularies. The acquisition of Metadol® gains entry for Paladin to this large market with a highly competitive
product. According to IMS Canada, Metadol® sales in 2006 were $4.0 million, up 31% versus the prior year.

A HYDROCODONE BITARTRATE PLUS IBUPROFEN

Vicoprofen® contains hydrocodone bitartrate plus ibuprofen, and is indicated for the short-term (generally less
than 10 days) management of acute pain. Vicoprofen® will compete against products such as Tylenol #3
(codeine and aceptaminophen) which, according to IMS Canada, recorded $18.2 million in 2006 in Canada.
Vicoprofen® has been approved by Health Canada and is expected to launch in the fourth quarter of 2007.

Metadol® and Vicoprofen® complement Paladin's market leading Statex® line of immediate-release
morphine products. Paladin has built a specialty sales team focused on pain management and specialty
central nervous disorders to support the successful promotion of Metadol® and launch of Vicoprofen®.

AN EXTENDED ORAL CONTRACEPTIVE

We also have a number of immensely promising products pending launch, with Seasonale® being the most
meaningful of the group. Seasonale® is an extended regimen oral contraceptive, designed to reduce the
number of periods a women experiences from 13 to 4 per year, one per season. Seasonale® functions the same
way as traditional birth control pills to prevent pregnancy. Seasonale® was launched in the U.S. in 2003, and
recorded over US$100 million in sales in 2006. With approximately 3,600 physicians writing 50% of the
prescriptions in Canada, Seasonale® is a clear therapeutic fit for Paladin. Paladin expects to launch Seasonale®
in the second half of 2007.

Our investment in the future remains unabated. Paladin will continue to
vigorously pursue product acquisition and licensing opportunities to ensure that we
have a steady flow of innovative products which will improve the health of Canadians.



“There are two ways to measure Success:
nhow much you make, and how much you give.
We each have an obligation to leave the world

a better place than we inherited.”
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This year, we are proud to report that Paladin picked up another accolade
by winning the Mercuriades Award for Best Company (Trade and Distribution
Category) in the Province of Quebec.

The Mercuriades is an annual competition organized by the Quebec Federation of Chambers of Commerce
to honor and support excellence in Quebec business, and this award recognized the exceptional quality of
performance in the company's overall management. Being a strong corporate citizen remains an important value
at Paladin. In 2006, Paladin donated approximately $350,000 in medication to Health Partners International of
Canada (HPIC). This is vital support for HPIC's mission of improving the health of people in developing nations.

While Paladin donates to a host of different organizations ranging from major Montreal hospitals to
smaller non-governmental organizations, our strength lies in the idea generation and project execution of our
people. To this end, the Paladin team developed and organized the largest Texas Hold' Em Poker Championship
in Canadian history which netted close to $400,000 last year for a number of local charities. The willingness of
our people to lead charitable activities during and after work hours is testimony to our commitment to making
a difference in this world.

Paladin’s environment is one that fosters integrity and personal fulfillment, but also requires people to
work hard and skillfully. | would like to express my gratitude to all of our employees for their tireless
contribution to our success.

We expect to continue our 11 consecutive years of record revenues by executing our long-term growth
strategy. Our talented team shares a common vision and a shared commitment to improving both the health of
Canadians through our innovative products and our community through continued philanthropy. On behalf of
management, the Board of Directors, and our dedicated Paladin employees, | would like to thank our
shareholders for their continued support, and | look forward to updating you on our progress.

Jonathan Ross Goodman B.A., LL.B., M.B.A.
President & CEO
Paladin Labs Inc.
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