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PART |

Forward-Looking Statements

This Annual Report on Form 10-K (“Report”) contaitferward looking statementsivithin the meaning of Section 27A of -
Securities Act of 1933, as amended (the “Securiiets) and Section 21E of the Securities Exchange & 1934, as amended (thEXchang
Act”). These forward looking statements relate to futurenes or our future financial performance and imeoknown and unknown risl
uncertainties and other factors that may causeoouwur industrys actual results, levels of activity, performaneeaghievements to
materially different from any future results, levedf activity, performance or achievements expresseimplied by the forwardboking
statements. Many of these factors are beyond dilityao predict. Given the risks and uncertaint®srounding forwardeoking statement
you should not place undue reliance on these stattsn Forwar-looking statements typically are identified by uskterms such
“anticipate”, “believe”, “plan”, “expect”, “intend” “may”, “will", “should”, “estimate”, “predict”, “potential”, “continue”and similar word
although some forward-looking statements are espckglifferently. This Report may contain forwdodking statements attributed to tt
parties relating to their estimates regarding ttoevgh of our markets. You are cautioned that suctvérd looking statements are not guarar
of future performance and that all forwdobking statements address matters that invohkeais uncertainties, and there are many impc
risks, uncertainties and other factors that coaldse our actual results, levels of activity, perfance, achievements and prospects, as w
those of the markets we serve, to differ materifxiyn the forward-looking statements containechis Report.

Such risks and uncertainties include, but areinutdd to:

« The ability of our management to successfully impat our business plan and strategy;
« Our ability to fund our operations including thestand availability of capital and credit;

« Our ability to compete effectively, including ouikity to maintain and increase our markets andiarket share in the markets in
which we do busines

*  Our dependence on sales from our principal prodDotd-EEZE" Cold Remedy, and our ability to successfully depeimd
commercialize our new produc

« Changes in our retail and distribution customeratsgic business plans including, but not limited (i) expansions, mergers,
and/or consolidations, (ii) retail shelf space @dliions for products within each outlet and in igatar the cough/cold category in
which we compete, (iii) changes in their privatiedbassortment and (iv) product selections, distidn allocation, merchandising
programs and retail pricing of our products as weltompetitive product

« The uncertain length and severity of the generarfcial and economic downturn, the timing and gftterof an economic
recovery, if any, and their impacts on our busineskiding demand for our produc

« Our ability to protect our proprietary rights;

« Our continued ability to comply with regulationdating to our current products and any new produgsievelop, including our
ability to effectively respond to changes in lawsl aegulations or the interpretation thereof inglgdchanging market rules and
evolving federal, state and regional laws and r&ipns;

« Potential disruptions in our ability to manufactowg products or our access to raw materials;

« Seasonal fluctuations in demand for our products;

« Our ability to attract, retain and motivate our leygployees;

« The ability of Phusion Laboratories, LLC, a 50% @drjoint venture, to successfully implement itsibess plan and strategy to
develop and commercialize one more no-prescription remedies using certain patented aogri@tary technology; an

« Other risks identified in this Report.

You should also consider carefully the statementien other sections of this Report, including thgkRFactors included in Item 1
which address additional risks that could causeastual results to differ from those set forth iy dorward-looking statements. Our forward
looking statements speak only as the date of tl@poR. We undertake no obligation to publicly ugdar review any forwaréboking
statements, whether as a result of new informafidgnore developments or otherwise.
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Where You Can Find Other Information

ProPhase Labs, Inc. (“we”, “us” or the “Companiilgs periodic and current reports, proxy statements and other information v
Securities and Exchange Commission (the “SEC”). We make available on our website ( www.ProPhasel dleecoficharge our Annt
Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Roramd@-any amendments to or exhibits included in t
reports as soon as reasonably practical after we electronically file such materials with or furnish them to the SEC. Information appe
website is not part of this Annual Report on Form 10-K. You can also read and copy any materials we file with the SEC at bt
Reference Room at 100 F Street, NE, Washington D.C. 206@9- You may request copies of these documents, upon payment of a du,
fee, by writing the SEC at its principal office at 100 F Street, NE Room 1580, Washington, D.C1R084® addition, the SEC maintains
Internet site_(www.sec.goy that contains reports, proxy and information statements regarding issuers that file electronically with
including the Company.

Item 1. Business
General Development of Business

We are a manufacturer, marketer and distributor of a diversified range of homeopathic and health products that are of
general public. We are also engaged in the research and development of potential over-the-counted{t@;T@fjural base health prodt
along with supplements, personal care and cosmeceutical products.

Our primary business is the manufacture, distribution, marketing and sale of OTC cold remedy products to consumers thro
chain, regional, specialty and local retail stores. Our flagship brand is Cold-EEDE Remedy and our principal product is Cold-EEZ
zinc gluconate lozenges, proven in clinical studies to reduce the duration and severity of symptoms of the common cold by 42%. i
Cold-EEZE® Cold Remedy lozenges, we market and distribute non-lozenge forms of our proprietary zinc gluconate formulatiorE GYE
® Cold Remedy QuickMelt€ and (ii) Cold-EEZE® Cold Remedy Oral Spray. In Fiscal 2013, we expanded our Cold-EBEZ#d Remed
QuickMelts® product line and began shipments to retailers in July 2013 two new products, ColdEHZEImmune Support QuickMel®s
and Cold-EEZE® Plus Immune Support + Energy QuickMeks Each of these new Cold-EEZEQuickMelts® products are based on
proprietary zinc gluconate formulation in combination with certain immune system support and natural energy active ingredients.

Cold-EEZE" Cold Remedy is an established product in the health care and cold remedy market. For Fiscal 2013, 2012 an
revenues have come principally from our OTC cold remedy products. For Fiscal 2013 and 2012, our net sales for each period we
markets in the United States.

We use a December 31 yesand for financial reporting purposes. References herein to the fiscal year ended December 31, 20
the term “Fiscal 2013” and references to other “Fiscal” years shall mean the year, which ended on December 31 of the year indicatec

We are a corporation organized in Nevada in July 1989. Our principal executive offices are located at 621 N. Shady Re
Doylestown, Pennsylvania 18901 and our telephone number is 215-345-0919. The terms, “we”, “us” and the “Cefiepdaythe Compai
together with its consolidated subsidiaries unless the context otherwise requires.

Description of Business Operations

Cold-EEZE" Cold Remedy is one of our most popular OTC cold remedy products and its benefits are derived from its propr
gluconate formulation. Cold-EEZE Cold Remedy lozenges effectiveness has been substantiated in two lloubleinical studies provir

that Cold-EEZE” Cold Remedy lozenges reduce the duration of the common cold by 42%. We acquired worldwide manufac
distribution rights to our lozenge formulation in 1992 and commenced national marketing in 1996. In addition to our lozenge product
EEZE " Cold Remedy proprietary zinc gluconate formulation is available in two additional cold remedy delivery forms, (i) a fast ¢

QuickMelt and (ii) an Oral Spray. The demand for our OTC cold remedy products is seasonal, where the third and fourth quarters
generally have the largest sales volume.




Our business operations are concentrated on theageaent, manufacturing, marketing and distributitblour proprietary Cold=EZE

U Cold Remedy lozenge products and on the developofevdrious product extensions. Our product lineOdfC cold remedy products :
reviewed regularly to identify new consumer oppoities and/or trends in flavor, convenience, packg@nd delivery systems or forms to t
improve market share for our products. Additionalle are active in exploring new product technasgiapplications, product line extensi
and other new product opportunities consistent withcompany and brand image, and our standarco®Ep consumer benefit and efficacy.

Manufacturing Facility

Our wholly owned subsidiary, Pharmaloz Manufactgrimc. (“PMI”), produces our Cold-EEZ® Cold Remedy lozenges and ol
lozenge products in addition to performing operailotasks such as warehousing and shipping. Our fabllity is located in Lebano
Pennsylvania. Additionally, our PMI facility is anifed States Food and Drug Administration (“FDA®gistered facility that engages
contract manufacturing and distribution activiti®dl also produces and sells therapeutic lozengemsaffiliated third party retail, wholesi
and distribution outlets.

Joint Venture— Phusion Laboratories, LLC

On March 22, 2010, we, Phosphagenics Limited (“P&lent”), an Australian corporation, Phosphagehics (“PSI”), a Delawar
corporation and subsidiary of PSI Parent, and Pnukaboratories, LLC (the “Joint Venture'g, Delaware limited liability company, ente
into a Limited Liability Company Agreement (the “CLAgreement”of the Joint Venture and additional related agregméor the purpose
developing and commercializing, for worldwide distition and sale, a wide range of non-prescriptemedies using PSI Parenproprietar
patented TPM™ technology (“TPM”). TPM facilitates the delivery and depth of penetmatiof active molecules in pharmaceuti
nutraceutical, and other products. Pursuant td & Agreement, we and PSI each own a 50% membeistapest in the Joint Venture.

Due to multiple factors affecting our capital pasit including (i) the $2.1 million payment we maheDecember 2012 under
Settlement Agreement and Mutual General Release“8kttlement Agreementhetween the Company and John C. Godfrey, the Eet
Nancy Jane Godfrey and Godfrey Science and Degigether th¢‘Godfreys”) (see Note 5 to Notes to ConsolidatedbRicial Statemenjsanc
(i) some of the product market research performezlexpect to modify the Joint Ventusgdroduct development plans to stagger and/or
into future periods certain product developmentiatives due to the pre-commercialization investtagrquired. We expect to continue pre
commercialization research and product developrmétisatives during the latter half of Fiscal 2014 leiscal 2015. Furthermore, we do n
expect that the Joint Venture will derive any meagfl revenues, if any, until its commercializatiefforts are completed which is not expe:
to occur until at the earliest the latter half a&§dal 2014 or Fiscal 2015.

In connection with the LLC Agreement, PSI Pareminged to us, pursuant to the terms of a Licenseégent, dated March 22, 2(
(the “Original License Agreement”), (i) an exclusjwoyalty-free, world-wide (subject to certain liations), paiddp license to exploit OT
drugs and certain other products that embody cemdiPSI Parent's TPM-related patents and relateowkhow (collectively, the PSI
Technology”) and (ii) a non-exclusive, royalty-freeorld-wide (subject to certain limitations), pai@ license to exploit certain compounds
embody the PSI Technology for use in a product doimg one or more of such compounds with an OTQdyuin a product that is part @
regimen that includes the application of an OTCgdraursuant to the terms of the Original Licenseeggent, we issued to PSI Pa
1,440,000 shares of our common stock, $0.005 paev@Common Stock”) having an aggregate value 26%million (such share, theéPS!
Shares”) and made a one-time payment of $1.0 millio

The Joint Venture is managed by a fperson Board of Managers, with two managers apgaitty each member. The L
Agreement contains other standard terms in sucangements, including provisions relating to the egoance of the Joint Ventu
indemnification obligations of the Joint Venturdipeation of profits and losses, the distributiohfonds to the members and restriction:
transfer of a member’s interest.

In accordance with a Contribution Agreement, daédch 22, 2010 (the “Contribution Agreementty and among us, PSI Par:
PSI, and the Joint Venture, we transferred, cordey@ assigned to the Joint Venture all of ourtggtitle and interest in, to and under
Original License Agreement, and the Joint Ventwssuaned, and undertook to pay, discharge and peridrem due, all of our liabilities a
obligations under and arising pursuant to the @abLicense Agreement (such actions, collectividg,“Assignment and Assumption”).
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Pursuant to the Contribution Agreement and in otdeeflect the Assignment and Assumption, we, P&ient and the Joint Vent
entered into an Amended and Restated License Agmterdated March 22, 2010 (the “Amended Licenseefgrent”),which amends ar
restates the Original License Agreement to refleat the Joint Venture is the licensee thereundémnehich otherwise contains substantially
same terms as the Original License Agreement. ©hmd Yenture has the right to grant one or morelsénses of the rights granted under
Amended License Agreement to one or more thirdigmifor reasonable consideration in any part ofapplicable territory. The Amend
License Agreement provides that PSI Parent shaldiuectly or through third parties, exploit thevered intellectual property during the tt
thereof, subject to certain limitations. The Amethdécense Agreement will remain in effect until thgpiration of the last to expire of
patents included within the PSI Technology or axtgmesions thereof. Either party may terminate theeAded License Agreement upon wri
notice to the other party in the event of certaiergs involving bankruptcy or insolvency. The Amedd.icense Agreement also conta
among other things, provisions concerning the mneat of confidential information, the ownershipitellectual property and indemnificati
obligations.

Pursuant to the LLC Agreement, we and PSI each av9% membership interest in the Joint Venture. P&Eent conducts a
oversees much of the product development, formaratesting and other research and developmentdeay the Joint Venture, and we \
oversee much of the production, distribution, saled marketing. The LLC Agreement provides thahaaember may be required, from ti
to time and subject to certain limitations, to malapital contributions to the Joint Venture to futgloperations, in accordance with ag!
upon budgets for products to be developed. Spatifiove contributed in Fiscal 2010 $500,000 inicas initial capital and we are commit
to fund up to $2.0 million, subject to agreed upgnrdgets (which have not been established to datejard the initial development a
marketing costs of new products for the Joint VestiThe Joint Venture has not engaged in any fiahtransactions, other than organizatic
expenses and general market and initial produdtiatian and analysis. At December 31, 2013, cashesuivalents includes $378,000 wt
is expected to be used by the Joint Venture to futide product development initiatives currenthyder consideration by PSI Parent, PSI
us.

Our determination is that the Joint Venture quedifas a VIE and that we are the primary beneficialfe have consolidated the Jc
Venture financial statements beginning with thertgraended March 31, 2010.In Fiscal 2010, we recorded our $3.6 million payt
representing the estimated fair value to acquieepttoduct license as an intangible ass#tle currently estimate the expected remaining u
life of the product license to be approximatelyyEars which we will begin amortizing the cost ofaimgible asset once product developr
and commercialization beginsThus far, the Joint Venture has not generated ewgnues and its expenses, including organizatiamadketing
analysis and preliminary formulations have beerodied by the respective Joint Venture membeRurthermore, the liabilities and otl
obligations incurred, if any, by the Joint Ventisavithout recourse to us and do not create a ctairaur general assets.

The product development effort of the Joint Ventigra multistage process that includes (i) market analysisresearch, (ii) produ
formulation research and development, (iii) prodenaluation, (iv) product commercialization, (vpduction and distribution, and (vi) rer
and consumer advertising and marketing. We conduateliminary market analysis to identify markepoptunities to develop differentiat:
sciencebased, efficacious products that deliver resultsottsumers and we have worked with PSI and PShPar@rovide initial formulatior
for certain identified OTC active ingredients. Ireé@mber 2011, we initiated a study of these prakmyi formulations to evaluate prod
attributes, performance and potential commerciabiity. These initial studies were completed irsdal 2013. Our initial studies provic
certain positive indications and additional studigls be required. Such additional studies haveywitbeen scheduled.

Products

OTC ColdRemedy Products

In May 1992, we entered into an exclusive agreerfmmivorldwide representation, manufacturing andketing of a zinc glucona
formulation. This zinc gluconate formulation is tf@undation of our brand; Cold-EEZE Cold Remedy products which are distribt
principally in the United States. Cold-EEZECold Remedy is an OTC consumer product used toceethe duration of the common cold.
have substantiated the effectiveness of Cold-EEZEId Remedy lozenges through a variety of studiesandomized double-blind placebo-
controlled study, conducted at Dartmouth CollegeHefalth Science, Hanover, New Hampshire, concluthed the lozenge formulati
treatment, initiated within 48 hours of symptom etnsesulted in a significant reduction in the kolaration of the common cold.
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On May 22, 1992, “Zinc and the Common Cold, a Cated Clinical Study,” was published in Englandtiie Journal of Internation
Medical Researcl, Volume 20, Number 3, Pages 2346. According to this publication, (a) flavoringsed in other zinc lozenge prodt
(citrate, tartrate, separate, orotate, picolinatannitol or sorbitol) render the zinc inactive amdhvailable to the patiesthasal passages, mc
and throat where cold symptoms have to be tre@i@dhis patented formulation delivers approximat@B% of the active zinc to the mucc
surfaces and (c) the patient has the same seqoésgmptoms as in the absence of treatment but thoesgh the phases at an acceleratet
and with reduced symptom severity.

On July 15, 1996, results of a randomized doubiledbplacebocontrolled study on the common cold, which commenat the
Cleveland Clinic Foundation on October 3, 1994,aveublished. The study Zinc Gluconate Lozenges for Treating the CommondCwaias
completed and published ithe Annals of Internal MedicineVolume 125 Number 2. Using a 13.3mg lozenge (alrhaffitthe strength of ti
lozenge used in the Dartmouth study), the resilllsebwed a 42% reduction in the duration of conmeold symptoms.

In addition to Cold-EEZE® Cold Remedy lozenges, we market and distribute loperge forms of our proprietary zinc glucor
formulation, (i) Cold-EEZE® Cold Remedy QuickMelt® and (ii) Cold-EEZE® Cold Remedy Oral Spray. Cold-EEZFCold Remedy Or:
Spray is a liquid form of our zinc gluconate formtion that is sprayed in the mouth. Cold-EEZEold Remedy QuickMelt® are fas
dissolving tablets that are taken orally.

The Cold-EEZE® Cold Remedy QuickMelt€ product line is comprised of (i) Cold-EEZE Daytime/Nighttime QuickMelts®
(launched in Fiscal 2012) and (ii) Cold-EEZEPIus Immune Support QuickMelf8 and Cold-EEZE® Plus Immune Support + Enel

QuickMelts® (each launched in Fiscal 2013). We also manufactuegket and distribute organic cough drops andtarMin C suppleme
(“Organix”) and perform contract manufacturing seeg of cough drop and other OTC cold remedy prisdiae third parties.

Our business is subject to federal and state haalihsafety laws and regulations. Our OTC cold dieseare subject to regulations
various federal, state and local agencies, inctudire FDA. Additionally, Cold-EEZE® , a homeopathic cold remedy, is subject to
Homeopathic Pharmacopoeia of the United States‘Fsegulatory Matters” below for more information.

Patents, Trademarks, Royalty and Commission Agreenmts

We do not currently own patents for our OTC cmddiedy products. We maintain various trademarksefeh of our produc
including Cold-EEZE®, Kids-EEZE®, QuickMelts® , Organix Rx Complet® and Organix Rx Defens®.

We currently own various domestic and internatigmeatients covering certain product developmentaitivtes principally developt
under our Pharma subsidiary operation$o date, we have not realized any meaningful leeélsevenues from such patents and we
suspended in Fiscal 2009 any further commerciadimafforts for various products under such patents

Our Joint Venture has (i) an exclusive, royaltyefravorld-wide (subject to certain limitations), gaip license to exploit OTC dru
(and certain other products) that embody certaih R&hnology and (ii) a non-exclusive, royalty-fregorld-wide (subject to certa
limitations) paidup license to exploit certain compounds that emhkibdyPSI| Technology for use in a product combirong or more of sut
compounds with an OTC drug or in a product thaiaig of a regimen that includes the applicatioafOTC drug.

Product Distribution and Customers

Our products are distributed through national chesgional, specialty and local retail stores tiglwaut the United States. Reven
for Fiscal 2013, 2012 and 2011 were $25.0 mill22.4 million and $17.5 million, respectively. Wedgn Company (“Walgreens”), WMart
Stores Inc (“Wal-Mart”) and CVS Caremark CorporatidCVS”) accounted for approximately 20.4%, 14.3% and 11.1&¥pectively, of ol
Fiscal 2013 revenues. Walgreens, WHrt and CVS accounted for approximately 19.3%8%3and 13.4%, respectively, of our Fiscal Z
revenues. Walgreens, Wal-Mart, CVS and Rite-AidpC@Rite Aid”) accounted for approximately 17%, 14%, 13% and 12%pectively, ¢
our Fiscal 2011 revenue$he loss of sales to any one or more of these leetgl customers could have a material adversecefin ou
business operations and financial condition.

In addition, we have entered into multiple brokeistributor and representative agreements withdtiparties which provide f
commission compensation based on sales performance.




Research and Development

We have historically invested significantly in raseh and development activities. Our research aweéldpment costs for Fiscal 20
2012 and 2011 were $824,000, $1.3 million and #iillon respectively.

During Fiscal 2013, 2012 and 2011, our research dexklopment initiatives have been principally feed on product lir
development and/or line extensions for OTC coldaéynproducts under the Cold-EEZEbrand. In addition, our Joint Venture is at itshg
stage of development where product and market refsdes been initiated and new product initiatises being evaluated and prioritized
future development and commercialization utilizithg licensed PSI Technology. Through the Joint WentPSI Parent will conduct &
oversee much of the product development, formulatiesting and other research and development ddged¢he Joint Venture, and we \
oversee much of the production, distribution, sales$ marketing.

Currently, we fund our research and developmertsasih cash generated from operations. In addiiiofunding from operations, \
may seek to raise capital through the issuancesaiiries or to other financing sources to suppait research and development activ
including new product technologies, applicatiomsgnsing, commercialization and other developmeuootunities, as well as acquisitions
new formulations, ingredients, applications andeotproducts, including those products, if any, thety be developed through the J
Venture. Any such funding through the issuancewfeaxquity securities would result in the dilutiohaurrent stockholder ownership. Shc
research or commercialization activity progresgerain formulations, resulting expenditures mayurege substantial financial support and 1
necessitate the consideration of alternative amme@msuch as licensing, joint venture or partnprahiangements that meet our long term ¢
and objectives. Ultimately, should internal workicapital be insufficient and external funding meth@r other business arrangements be:
unattainable, it could result in the deferral a@d@f future growth and development opportunities.

Regulatory Matters

We are subject to federal and state laws and régutaadopted for the health and safety of usenshafmaceutical and health ¢
products. Our OTC cold remedy products are sulbgentgulation by various federal, state, and l@aggncies, including the FDA. In additi
our Cold-EEZE® Cold Remedy products are subject to the standatdbleshed by the Homeopathic Pharmacopoeia diitfieed States. The
regulatory authorities have broad powers, and wg besubject to regulatory and legislative chantfpes can affect the economics of
industry by requiring changes in operating prastieeby influencing the demand for and the costmafufacturing or distributing its prodte
Our Cold-EEZE® Cold Remedy products are considered a homeopathicahd are exempt from pagproval requirements and other, but
all, FDA requirements.

Many homeopathic drug products, including Cold-EEZEold Remedy products, are manufactured and diséibunder FD,
enforcement policies that provide criteria needetharket a homeopathic OTC drug product without Fiproval. We believe we meet th
requirements, which include registration of our mfasturing facility, listing of the product in FDA’product database, and packaging, labe
and manufacturing homeopathic drugs in complianitle eurrent good manufacturing practice (“cGMPEgulations. Due to the unique na
of homeopathic drug products, some cGMP requiresnarg not applicable, including certain expiratiating, and testing and release
distribution. In addition, the FDA is currently nemforcing the requirement for a laboratory deteation of identity and strength of each ac
ingredient prior to release for distribution, altigh this exemption is pending FDA review and wenodrassure that the exemption will
permanently implemented. We also cannot assurgtltbdDA will agree with our determination of comapice. If the FDA disagrees, the F
could, upon inspection, issue a notice of violagioeferred to as a form FDA83, or issue a Warning Letter, or both. If we failtake timel
corrective actions to the satisfaction of FDA, #gency can initiate legal actions, such as seiaaceinjunction, which could include a re:
order or the entry of a consent decree, or bothaddition, we could be subject to monetary permléad even criminal prosecution
egregious conduct. We believe that we are in canpk with all such laws, regulations, and standawmigently in effect including the Foc
Drug, and Cosmetics Act as amended from time te tiamd the standards established under the HonfgoR4tarmacopoeia of the United !
es.

Pre<clinical development, clinical trials, product méaeturing, labeling, marketing, distribution anddnsing and/or acquisition
potential new products are also generally subfeétderal and state regulation in the United Statesother countries. Obtaining FDA and
other required regulatory approval for certain Op@ducts, or seeking the issuance of a final maagrfrom the FDA for certain O1
products, can require substantial resources aredsakeral years. The length of this process depamdse type, complexity and novelty of
product and the nature of the disease or othecations to be treated. If we cannot obtain reguaapproval of, or final OTC monograph fo
new product(s) in a timely manner or if patents @oé granted or are subsequently challenged, itdcbave a material adverse effect on
business and financial condition.




Competition

We compete with other suppliers of OTC cold rempdhyducts. These suppliers range widely in size. &ofmour competitors ha
significantly greater financial, technical or matikg resources than we do. Management believesotiraCold-EEZE® Cold Remedy lozen
products, which have been clinically proven in tdaubleblind studies to reduce the severity of common aylchptoms, offer a significa
advantage over many of our competitors in the O3I8@ ,=medy market. We believe that our ability tanpete depends on a number of fac
including product quality and price, availabiligpeed to market, consumer marketing, reliabilitgdi terms, brand name recognition, deli
time and post-sale service and support.

Employees

At December 31, 2013, we employed 50 tithe employees, the majority of which were emplogedur manufacturing facility in
production function. The remaining employees wereoived in an executive, sales, marketing or adstiafive capacity. None of ¢
employees are covered by a collective bargainimgeagent or are members of a union.

Suppliers; Raw Materials

We derive our sales principally from our Cold-EEZECold Remedy zinc gluconate products which are abbélin various forms
lozenges, oral spray and QuickMéhs- and various flavors for purchase by consumerstatl stores. We also produce private label loze
products for sale to certain retail customers. r @inc lozenge products are manufactured by usuat.ebanon, Pennsylvania facilityThe
constituent raw materials and packaging used inntla@ufacture and presentation of these items aveuped from various sources w
additional suppliers having been identified in évent that alternatives are requirewhile the absence of a current raw materials okggioc
source may cause short term interruption, we exjiettidentified alternative sources would fill aueeds in a short time and any trans
period would be mitigated by adequate levels dtfiad product available for sale. Certain proslwagthin our line of products such as Cold

EEZEU Cold Remedy Oral Spray and Cold-EE2Eold Remedy QuickMelt§ are manufactured for us by third party contract nfiacturer
and while currently purchased from single souraegsgdo not believe that there would be a materiaémee risk to us if product availability w
jeopardized

Item 1A. Risk Factors

Any of the following risks could materially affecur business, financial condition, or results oéi@gions. These risks could ¢
cause our actual results to differ materially frimse indicated in the forwatdeking statements contained herein and elsewffére.risk:
described below are not the only risks facing usdifonal risks not currently known to us or thage currently deem to be immaterial n
also materially and adversely affect our busingsancial condition or results of operations.

Our business is subject to significant competigik@ssures

The OTC healthcare product, pharmaceutical anduwoas product industries are highly competitive. Manfi our competitors ha
substantially greater capital resources, techmifs, facilities, marketing resources, productedepment, distribution and experience thar
do. Our competitors may have certain advantagekjdimg the ability to allocate greater resouragsnew product development, marketing
other purposes.

We believe that our ability to compete depends ammber of factors, including product quality andce, availability, speed
market, consumer marketing, reliability, creditmier brand name recognition, delivery time and gaf#- service and support, and new
existing product innovation and commercializati®here can be no assurance that we will be ablertgete successfully in the future. If
are unable to compete effectively, our earnings beagignificantly negatively impacted.
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Our long range business plan may not be successful

We havealigned our operations to focus principally in tlesearch, development, manufacture, marketing atel of OTC col
remedy and consumer products, natural based heathucts and other supplement and cosmeceuticdupt®. In addition, we may seek
acquire from third parties or enter into other agements with respect to new formulations, ingnaetdieapplications and other prodt
developed by third parties who may be seeking oormaercialization, marketing and distribution exjsert

There can be no assurance that we will be ablééoteate our business plan successfully or tharewenue growth will continue.
addition, we may not be successful in acquiringtherwise entering into any new lines of busines & we are successful in doing so, tt
can be no assurance that such new business wi#acprofitability.

We will need to obtain additional capital to supplmng term product development and commercialigairograms

Our ability to achieve and sustain operating patifiity depends in large part on our ability to coence, execute and compleien
and existing product innovation and commercial@atiincluding the Joint Venture product developmieittatives, and, if required;linical
programs to obtain regulatory approvals in the &thiStates and elsewhere. We can give no assuraaceé¢ will be able to achieve st
product innovation and commercialization, to obtamy required approvals or to achieve significamels of sales.

The amount of capital that may be needed to compleiduct development initiatives will depend omsnéactors which may inclut
but are not limited to (i)he cost involved in applying for and obtaining FOAternational regulatory or other technical apais, (ii) whethe
we elect to establish partnering arrangementsdageldpment, sales, manufacturing and marketingict groducts, (iii) the level of future se
of OTC cold remedyroducts, and expense levels for marketing eff¢ng,whether we can establish and maintain stiatagrangements f
development, sales, manufacturing and marketinguofproducts, and (v) whether any or all of thei@p for our Common Stock issuec
employees of the Company are exercised and thadiamid amount of these exercises.

Should research or commercialization activity pesgron certain formulations, resulting expenditunay require substantial financ
support. The current sales level of our OTC cold remedy potg&lmay not generate all the funds we anticipalteber needed to support futt
product acquisition or developmentAccordingly, in addition to funding from operatignse may in the short and long term seek to
capital through the issuance of securities or tuseother financing sources to support our researew product technologies, applicatic
licensing, commercialization and other developnmatortunities. If we obtain such funding through the issuancecpfity securities, it woul
result in the dilution of current stockholders’ cavship in the Company. Ay debt financing, if available, may include fin@acand othe
covenants that could restrict use of proceeds o $imancing or impose other business and finarrestrictions on us.In addition, we ma
consider alternative approaches such as licenging, venture, or partnership arrangements to glevong term capital. There can be t
assurances that we will have access to the capialred to fun these aspects of our businesswvardhle terms or at all.

We may not be able to access our Equity Line ofliCtemder commercially reasonable terms

On November 21, 2012, we entered into the equitg bf credit agreement (such arrangement, the tizdune”) with Dutches
Opportunity Fund I, LP (“Dutchessthereby, Dutchess committed to purchase, subjecg¢tiain restrictions and conditions, up to 2,500
shares of our Common Stock, over a period of 36thsoaxpiring in December 2015.

In Fiscal 2013, we sold an aggregate of 289,474deshaf Common Stock to Dutchess in which we deraegroximately net procee
of $444,000. In Fiscal 2012, we sold an aggregat®88,722 shares of Common Stock to Dutchess irchvhie derived approximately $:
million in net proceeds.During the period January 1, 2014 through to Fefyr@a, 2014, we sold an aggregate of 559,318 sluir€@mmol
Stock to Dutchess under and pursuant to the Edpirty and derived net proceeds of approximately $8. At March 15, 2014, we ha
767,486 shares of our Common Stock available fte, s our discretion, under the terms of the Bqlihe and covered pursuant ti
registration statement.

To the extent that we do not generate sufficieshdaom operations, we may need to access our \Efine to finance our growt
Recent volatility in the credit markets and thegmoial impact on the liquidity of major financiastitutions may have an adverse effect or
ability to fund our business strategy through oguiEy Line on terms that we believe to be reasamadnl at all. Our Equity Line is limited ar
may not be sufficient to meet our capital requiratae




Our Equity Line with Dutchess may not be availables if we elect to make a draw down

Pursuant to the Equity Line, Dutchess committeguochase, subject to certain conditions, up to @@ shares of our Comm:
Stock over a thirtysix month period. Dutchess will not be obligategtirchase shares under the Equity Line unlesaineronditions are me
which include, among others: effectiveness ofrdwgstration statement; the continued listing of stock on the NASDAQ Global Market; ¢
compliance with our obligations under the purchageeement and registration rights agreement eniatedwith Dutchess; the absence
injunctions or other governmental actions prohilgjitthe issuance of our Common Stock to Dutchegsabisence of violations of shareho
approval requirements with respect to such issuahoc&ir common stock to Dutchess and the accurécgpresentations and warranties v
to Dutchess. If we are unable to access fundsitiiréhe Equity Line, we may be unable to accesiatam favorable terms or at all.

Any draw downs under our Equity Line with Dutch@ssy result in dilution to our shareholde

If we sell shares to Dutchess under the equity, lineill have a dilutive effect on the holdings ofir current shareholders, and 1
result in downward pressure on the price of our @om Stock. If we draw down amounts under the gdlie, we will issue shares
Dutchess at a discount of 5% from the average micaur Common Stock. If we draw down amounts urtde equity line when our shi
price is decreasing, we will need to issue moreeshto raise the same amount than if our stoclepsias higher. Issuances in the face
declining share price will have an even greateutidié effect than if our share price were stabléngreasing, and may further decrease
share price.

We may not be able to commercialize new productsitih our Joint Venture

The Joint Venture is at its early stage of develepnwhere product and market research has bedémtéditand new product initiativ
are being evaluated and prioritized for future demment and commercializatioRrior to any new product being available for saléystantic
resources will have to be committed to commeratabizproduct which may include research, developnmmetlinical testing, clinical trial
manufacturing scale-up and regulatory approval. Jtiat Venture may disrupt our ongoing operatiatigert management from day-tiay
responsibilities and increase our expenses.

We face significant technological risks inherentdeveloping these productsThe Joint Venture may be subject to delays a
ultimately unable to successfully implement itsibass plan and strategy to develop and commereialie or more noprescription remedi
using certain patented and proprietary TPXithat exploit certain compounds that embody the T®Mor use in a product combining one
more of such compounds with an OTC drug@he commercialization and ultimate product marketeptance is subject to, among o
influences,consumer purchasing trends, demand for our OTC, dreigith and wellness trends, regulatory fact@tgilracceptance and ove
economic and market conditions. As a consequemoe,may suspend or abandon some or all of our prdposes products before th
become commercially viable which could have an esbvaffect on our business=ven if we develop and obtain approval of a newdpo, il
we cannot successfully commercialize it in a tintelgnner, our business and financial condition maynaterially adversely affected .

Instability and volatility in the financial marketuld have a negative impact on our businessnfirz condition, results of operations &
cash flows

In recent years there has been substantial volatility in finahaarkets due at least in part to the global ecdn@nvironment. |
addition, there has been substantial uncertainthéncapital markets and access to financing iemai. Moreover, customer spending he
may be adversely affected by the current economid@nment and prevailing high unemployment ratethe United States. These conditi
could have an adverse effect on our industry armsihiss, including our access to funding sourcesade for our products and our customer:
ability to continue to purchase our products, whiohld have a material adverse effect on our firdmondition, results of operations and ¢
flows.

To the extent that we do not generate sufficieshdaom operations, we may need to issue equitp ancur indebtedness to finat
our growth. Recent turmoil and volatility in tieeedit markets and the potential impact on theidiiqy of major financial institutions may ha
an adverse effect on our ability to fund our businstrategy through borrowings, under either exgstir newly created instruments in the pt
or private markets on terms that we believe todasonable, or at all.
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Commodity price increases will increase our operattosts and may negatively affect financial result

Commodity prices impact our business directly tigtodhe cost of raw materials used to make our misd(such as corn syrt
sucrose and other commodities and ingredients)th@damount we pay to purchase packaging for oudymts (such as paper, board
plastic). Commodities such as these are suscepthbf®ice volatility caused by conditions outsideoair control, including fluctuations
commodities markets, currency fluctuations, avidlitgbof supply, weather, consumer demand and ckangp governmental agricultu
programs. Increases in the price of our commodéties other raw materials would negatively impacstgnass margins and/or our sales voli
if we were unable to offset such increases throingineases in our selling price, changes in produnt or cost reduction/productivi
enhancement efforts.

The sales of our primary product fluctuates by eeaand from Cold Season to Cold Season

Our sales are derived principally from our OTC cathedy products . Aignificant portion of our business is highly seslpwhict
causes major variations in operating results framarggr to quarter. The third and fourth quartensegally represent the largest sales volum
our OTC cold remedy products. In additionyiosales are influenced by and subject to fluctustiin the timing of purchase and the ultin
level of demand for our products which are a funrcivf the timing, length and severity of each csgdson. Generally, a Cold Season is de
as the period of September to March when the imcid®f the common cold rises as a consequence ahidinge in weather and other factors.

There can be no assurance that we will be ableatoage our working capital needs and inventory tetrtiee fluctuating demand 1
these products. Failure to accurately predict asgpand to consumer demand may result in the primtuof excess inventory which may
expensive to store or which we may be requiredispase if such excess inventory remains unsoldvesely, if products achieve gre:
success than anticipated for any given quartes, ity result in insufficient inventory to meet amser demandlf we do not manage o
working capital needs and inventory, our businegsfaancial condition may be materially adversaffected.

Our performance may fluctuate when our retail costes are affected simultaneously by the same edonoemulatory or health and wellne
factors
Our revenues are significantly concentrated in ©UiC cold remedy products. Our retail customers safgiect to fluctuations

business based upon consumer purchasing trendandéior cold remedy products and overall economatraarket conditions. Consequer
many retailers will likely be influenced at the satime by similar economic conditions, regulataagtbrs or health and wellness trends, w
can affect the level of demand for our productss iteasonable to expect that, if one retailer cedwr delays its purchasing in response
general economic, regulatory or health and wellfaswr, other retailers may also decide to redurcdelay their purchasing at approxima
the same time. Accordingly, our sales are subgefitittuations as a result of such factors.

We have a concentration of sales to and accoumtsivable from several large retail customers

Although we have a broad range of retail custontieas includes many national chain, regional, spcend local retail stores, c
five largest customers account for a significantpstage of our sales , approximatdifo of total revenues for each of Fiscal 2013 &bt
respectively. In addition, retail customers compgsthe five largest accounts receivable balanepsesented 68% and 65% of total accc
receivable balances at December 31, 2013 and 2@%Rectively. We extend credit to retail customeased upon an evaluation of ti
financial condition and credit history, and coltatlds not generally required. If one or more addb large retail customers cannot pay, the writ
off of their accounts receivable could have a niatexdverse effect on our operations and finanoieddition. The loss of sales to any on
more of these large retail customers would alsetzamaterial adverse effect on our financial cendjtresults of operations and cash flows.

Retail custome s strateqgic business plans may negatively influ¢healistribution of our products to consumer.

Changes in our retail and distribution customeratagic business plans including, but not limited(t) expansions, mergers, anc
consolidations, (ii) retail shelf space allocatidos products within each outlet and in particulae cough/cold category in which we comg
(iii) changes in their private label assortment &ndl product selections, distribution allocatiangrchandising programs and retail pricin
our products as well as competitive produezisld affect the consumer sales of our productscandt result in a material adverse effect ta
business and financial condition.
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Our future success depends on the continued shtas @rincipal product
For Fiscal 2013 and 2012, our cold remedy produmisgcipally Cold-EEZE® Cold Remedy, represented approximately 94%

95%, respectively, of our total sales. Accordingle depend on the continued acceptance of Cold-EEZIBId Remedy products by ¢
customers. Our investments in and strategies usedur brand marketing are critical to achieve dramvareness with current consum
educate potential new consumers and convert paterithsumers into customers. However, there camob@ssurance that Cold-EEZECold
Remedy products will continue to receive, maintairincrease market acceptance. The inability taessfully commercialize Cold-EEZE
Cold Remedy products in the future and/or expasdoibduct line, for any reason, would have a maltextlverse effect on our financ
condition, prospects and ability to continue operst.

Our products and potential new products are or rhaysubject to extensive governmental regulation

Our business is regulated by various agencies efstates and localities where our products are $&tdernmental regulations
foreign countries where we plan to commence or edEales may prevent or delay entry into a mark@revent or delay the introduction,
require the reformulation of certain of our produdh addition, no prediction can be made as tothdrenew domestic or foreign legislat
regulating our activities will be enacted. Any nésgislation could have a material adverse effectoan business, financial condition ¢
operations. Norcompliance with any applicable requirements mayemihus or the manufacturers of our products taaegection, includin
warning letters, fines, product recalls, seizumes iajunctions.

The manufacturing, processing, formulation, paakggiabeling and advertising of our cold remedydpicis are subject to regulat
by several federal agencies, including (i) the FIJ# the Federal Trade Commission (“FTC”"jj)(the Consumer Product Safety Commiss
(iv) the United States Department of Agriculture) ihe United States Postal Service, (vi) the Whiiates Environmental Protection Age
and (vii) the United States Occupational Safety ldedlth Administration.

In addition to OTC and prescription drug produtht& FDA regulates the safety, manufacturing, lageind distribution of dieta
supplements, including vitamins, minerals and hefided additives, food supplements, over-thoemnter and prescription drugs and cosme
The FTC also has overlapping jurisdiction with thBA to regulate the promotion and advertising dfawiins, over-thesounter drug:
cosmetics and foods. In addition, our cold remedydpcts are homeopathic remedies which are suljestandards established by
Homeopathic Pharmacopoeia of the United States Y$SIP. HPUS sets the standards for source, compositiorpeghration of homeopatl
remedies which are officially recognized under Fleeleral Food, Drug and Cosmetics Act, as amended.

Preclinical development, clinical trials, producamufacturing, labeling, distribution and marketwfgpotential new products are &
subject to federal and state regulation in the é¢hiBtates and other countries. Clinical trials praduct marketing and manufacturing
subject to the rigorous review and approval praeess the FDA and foreign regulatory authorities.dbtain approval of a new drug produr
company must demonstrate through adequate andcaetielled clinical trials that the drug productsiafe and effective for its intended t
Obtaining FDA and other required regulatory apptevs lengthy and expensive. Typically, obtainimgulatory approval for pharmaceut
products requires substantial resources and takega years. The length of this process dependbetype, complexity and novelty of -
product and the nature of the disease or othecatidn to be treated. Preclinical studies must dgmjith FDA regulations. Clinical trials mt
also comply with FDA regulations to ensure safdtyhe human subjects in the trial and may requargd numbers of test subjects, com
protocols and possibly lengthy followp periods. Consequently, satisfaction of goverrtmmegulations may take several years: may ¢
delays in introducing potential new products fonsiderable periods of time and may require imposigtly procedures upon our activities
regulatory approval of new products is not obtaimeda timely manner or not at all, we could be matly adversely affected. Even
regulatory approval of new products is obtainedhsapproval may impose limitations on the indicatisés for which the products may
marketed which could also materially adverselycfteir business, financial condition and futureragiens.

We have a history of losses and limited workingtahp

We have experienced net losses for each of thenssvine past eight fiscal years. In Fiscal 2013readized net income of $405,0
There can be no assurance that our strategic fetusesult in any revenue growth or that we wik Buccessful in initiating or acquiring ¢
new lines of business, or that any such new lifdsusiness will achieve profitabilityAs of December 31, 2013, we had working capit:
approximately $6.7 million which we believe is ateptable and adequate level of working capitaluigport our business. Our ability to fi
working capital needs will depend on our abilitygenerate cash in the future.
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Our ability to use our net operating loss carryf@nas to offset future taxable income may be suldgecértain limitations

In general, under Section 382 of the Internal Raee@ode of 1986, as amended, or the Code, a ctigrordat undergoes
“ownership change” is subject to limitations on dsility to use its prehange net operating loss carryforwards, or NObspffset futur
taxable income. Future changes in our stock owiggrsbbme of which are outside of our control, cotddult in an ownership change ur
Section 382 of the Code. Furthermore, our abitityse NOLs of companies that we may acquire irfithee may be subject to limitations. |
these reasons, we may not be able to use a magertan of the NOLSs reflected on our balance sheatn if we attain profitability.

Our success is dependent on key personnel

Our success depends, in part, upon the continusitsef key personnel, such as Mr. Ted Karkus,ihan and Chief Executi
Officer, Mr. Robert V. Cuddihy, Jr., Chief OperafirDfficer and Chief Financial Officer, and certaimanagers and strategists within
Company. If we are unable to attract and retaith personnel, the loss of the services of any ortbarh could have a material adverse e
on us.

In order to be successful, we must retain and rat#iexecutives and other key employees, includioge in managerial, technic
marketing and health product positions. In particubur product generation efforts depend on higingd retaining qualified health and scie
professionals. Competition for skilled employeesowdan perform the services that we require is Bageand hiring, training, motivatir
retaining and managing employees with the skikgiied is timeeonsuming and expensive. If we are not be abléréodufficient profession
staff to support our operations, or to train, mat®y retain and manage the employees we do hireuitl have a material adverse effect or
business operations or financial results.

We are dependent on our manufacturing facility angpliers for certain of our cold remedy products

Our manufacturing, warehousing and distributionteeis located in Lebanon, Pennsylvania. In theneweéa disruption of this facilit
we would need to outsource to third parties, astié@mporarily, our manufacturing, warehousing digdribution requirements. While st
secondary sources have been identified for ourymtsd if we are unable to find other sources orghgere a delay in the ramyp for the
production and distribution operations for somewf products, it could have a material adverseceffa our operations.

Certain raw material active ingredients used innemtion with the Cold-EEZ® products are purchased from a single unaffili
supplier. Should the relationship terminate or tkador become unable to supply material, we belibaé current contingency plans wao
prevent such termination from materially affectog operations, although there may be delays iduyartion of our products until an accepts
replacement supplier is located.

Our inability to find alternative sources for somieour manufacturing and raw materials may haveatenal adverse effect on ¢
operations and financial condition. In additione tlerms on which manufacturers and suppliers walkenproducts and raw materials avail
to us could have a material effect on our success.

The manufacturing of OTC products and dietary seimgints is subject to applicable current good mawifimg practice (“cGMP)
regulations and FDA inspectiond/e believe we are in substantial compliance withiemial provisions of the applicable cGMP regulasi
Contract manufacturers are also subject to these saquirements and we require such complianceiircontractual relationships with st
manufacturers. However, we cannot assure that E#e Will agree with our determination of compliandéthe FDA disagrees, it could, ug
inspection of our facility, issue a notice of vitms, referred to as a form FD#83, or issue a Warning Letter, or both. If the FBa#nclude
that there is an imminent public health threatf ove fail to take timely corrective actions to teatisfaction of the FDA, the agency can inil
legal actions, such as seizure and injunction, wbauld include a recall order or the entry of asant decree, or both. In addition, we coul
subject to monetary penalties and even criminasgeation for egregious conduct. The FDA could atdisimilar legal actions against
contract manufacturer if it concludes its facilisy not in compliance, which would affect the aviildy of our products. While second:
sources have been identified for our products,ioalbility to find other sources or a delay in tlzenp-up for the production and distributi
operations for some of its products may have anahdverse effect on our operations.
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We are uncertain as to whether we can protect eapietary rights

The strength of our patent position and proprietanmulations and compounds may be important to longterm success. V
currently own numerous U.S. and foreign patentoimection with potential products; however theaxe be no assurance that these patent
proprietary formulations and compounds will effgety protect our products from duplication by otheln addition, we may not be able
afford the expense of any litigation which may lecessary to enforce our rights under any of thentat Furthermore, there can be
assurance that third parties will not obtain act¢ess independently develop our technologies, kimow, ideas, concepts and documenta
which could have a material adverse effect on mantcial condition.

Although we believe that current and future produd not and will not infringe upon the patents/imate the proprietary rights
others, if any of our current or future productsimfoinge upon the patents or proprietary right®tifers, we may have to modify the produc
obtain an additional license for the manufacturd/@nsale of such products. We could also be pitguldrom selling the infringing products
we were found to infringe on the proprietary rigbfsothers, it is uncertain whether we would beedtol take corrective actions in a tim
manner, upon acceptable terms and conditions, af, and the failure to do so could have a matadaerse effect upon our business, finai
condition and operations.

Our existing products and potential new productsome us to potential product liability claims

Our business results in exposure to an inherektofigpotential product liability claims, includingaims for serious bodily injury
death caused by the sales of our existing prodarwdisthe products which are being developed. Thies@s could lead to substantial dam
awards. While we currently maintain product lialjilinsurance, a successful claim brought againsinusxcess of, or outside of, exist
insurance coverage could have a material advefeetafn our results of operations and financialditon. Claims against us, regardles:
their merit or eventual outcome, may also have ten# adverse effect on the consumer demand fopmducts.

We are involved in litigation matters and are aatefant in a stockholder derivative lawsuit fileddaw former CEO

We are, from time-tdime, subject to various legal proceedings andidaieither asserted or unasserted. Any such claitnsthe
with or without merit, can be timesnsuming and expensive to defend and can divartagement's attention and resources. While manad
believes that we have adequate insurance coveratjéf applicable, accrued loss contingencies fickreown matters, there is no assurance
the outcome of all current or future litigation wibt have a material adverse effect on us.

A purported derivative lawsuit was filed against asr officers and directors, as described undert"P Item 3, Legal Proceeding
We believe the lawsuit is without merit and we htdo engage in a vigorous defense of such litbgatif we are not successful in our defe
of this litigation, we could be forced to make sigpant payments to or other settlements with adwckholders and their lawyers, and s
payments or settlement arrangements could haveerialadverse effect on our business, operatiaglt®or financial condition. Regardles:
the outcome, the litigation could result in substdrcosts and significant adverse impact on oputation and divert management's atter
and resources, which could have a material adveffeet on our business, operating results or firdneondition. We also have cert
obligations to indemnify our officers and directarsd to advance expenses to such officers andtalise@lthough we have purchased liab
insurance for our directors and officers, if ousurance carriers should deny coverage, or if tdermification costs exceed the insur:
coverage, we may be forced to bear some or alhede indemnification costs directly, which coulddubstantial and may have an adv
effect on our business, financial condition, resolt operations and cash flows. If the cost ofl@bility insurance increases significantly, c
this insurance becomes unavailable, we may nobleta maintain or increase our levels of insuracmeerage for our directors and offic
which could make it difficult to attract or retajualified directors and officers.

A competing brand to CEEZE®owns an Option to Acquire 1,453,427 of our shafeS@nmon Stock from our former CEQO, Guy Quigley,
and acquired by proxy the voting rights of suchreba

In May 2012, we received an expression of intesest a non-binding proposal to be acquired by Matraxcompetitor of Cold=EZE
® . In September 2012, Matrixx purchased for $200,0@0ree year option to acquire 1,453,427 sharesuofGmmmon Stock for $1.40 ¢
share from Guy J. Quigley, our former Chairman @mnéef Executive Officer. Matrixx also acquired fravr. Quigley a voting proxy to vo
the shares subject to the option.

In October 2012, we received a revised hinding proposal, on essentially the same ternidatsixx's earlier offer, except that in 1
latest proposal Matrixx raised the proposed pricé®20 per share. At a meeting held on OctobeP@42, our board of directors unanimot
rejected the October 2012 Matrixx proposal aftereftd consideration and consultation with its advis On February 5, 2013, Matri
informed us that it has withdrawn its unsolicitéteoto acquire us.
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Matrixx continues to hold its voting proxy and gption to purchase shares from Guy Quiglefhe Matrixx option to purchase she
expires in September 2015. Circumstances mayradocwhich the interests of Matrixgould be in conflict with the interests of ot
shareholders. Accordingly, Matrixs ‘ability to influence us through voting their skmay affect our other shareholders or the manket o
our Common Stock may be adversely affected.

Certain Officers, Directors and former executivesldheir families own a substantial amount of own@non Stock

As of March 25, 2014, our executive officers andkdiors beneficially owned approximately 18.6% af €ommon Stock and M
Guy J. Quigley, Mr. Quigley spouse and Matrixx beneficially owned, approxetyafl7.4% of our Common Stock. These individualse
significant influence over the outcome of all megtsubmitted to stockholders for approval, inclgdihe election of directors. Consequel
they exercise substantial influence over all majecisions including major corporate actions sucmaggers and other business combina
transactions which could result in or prevent angeaof control of the Company. Circumstances maguo@ which the interests of the
shareholders could be in conflict with the intesesdtother shareholders. Accordingly, a stockhoklability to influence us through voting tt
shares may be limited or the market price of oum@mn Stock may be adversely affected.

We incur significant costs as a result of operatagja public company, and our management devotestamtial time to new compliar
initiatives

We have incurred and will continue to incur sigrafiit legal, accounting and other expenses as acpudrhpany, including cos
resulting from public company reporting obligatiomsder the Exchange Act and regulations regardorgarate governance practices.
listing requirements of The NASDAQ Global Marketjuire that we satisfy certain corporate governamcpirements relating to direc
independence, distributing annual and interim resp@tockholder meetings, approvals and votingeisiolg proxies, conflicts of interest ani
code of conduct. Our management and other persovithgleed to devote a substantial amount of timealt of these requirements. Moreo
the reporting requirements, rules and regulatioiiswerease our legal and financial compliancets@nd will make some activities more time
consuming and costly. These reporting requiremeualss and regulations, coupled with the increasgotential litigation exposure associe
with being a public company, could make it mordidifit for us to attract and retain qualified parsao serve on our board of director:
board committees or to serve as executive officers.

In addition, the Sarbanes-Oxley Act of 2002 (“Sadms=Oxley”)and the related rules of the Securities and Exah@@gmmissio
require that we maintain effective internal contooker financial reporting and disclosure contratel rocedures. During the course of
review and testing, we may identify deficienciesl @& unable to remediate them before we must peothéd required reports. We or
independent registered public accounting firm may e able to conclude on an ongoing basis thahawe effective internal control o
financial reporting, which could harm our operatimegults, cause investors to lose confidence inrgported financial information and ca
the trading price of our stock to fall.

Our compliance with Section 404 of Sarbafedey may require that we incur substantial expearskexpend significant managen
time on compliance related issues. Moreover, ifanenot able to comply with the requirements ofti®act04 in a timely manner, or if we
our independent registered public accounting fidantify deficiencies in our internal control ovéndncial reporting that are deemed tc
material weaknesses, the market price of our stoamldd likely decline and we could be subject toctEnms or investigations by Nasdaq,
SEC or other regulatory authorities, which woulduiee additional financial and management resources

Our stock price is volatile

The market price of our Common Stock has experigrsignificant volatility.From January 1, 2013 to March 25, 2014, the tre
prices of our stock have ranged from $1.40 to $p&8shareThere are several factors which could affect theepof our Common Stoc
including announcements of technological innovaidar new commercial products by us or our competjt developments concern
propriety rights, new or revised governmental ratjah or general conditions in the market for otoducts. Sales of a substantial numbe
shares by existing stockholders could also havadaerse effect on the market price of our CommaciSt
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Future sales of shares of our Common Stock in thdipgmarket could adversely affect the tradingcprof shares of the Common Stock anc
ability to raise funds in new stock offerings

Future sales of substantial amounts of shares o€ommon Stock in the public market, or the pericgpthat such sales are likely
occur, could affect prevailing trading prices ofrdiommon Stock. As of March 25, 2014, we had 16850 shares of Common St
outstanding.

As of March 25, 2014, there are outstanding optiamsich are fully vested, to purchase an aggreg@at@53,250 shares of ¢
Common Stock at an average exercise price of §le®Bhare. If these options are exercised, anddhiers of these options were to attem,
sell a substantial amount of their holdings at otize market price of our Common Stock would likdscline. Moreover, the perceived risl
this potential dilution could cause stockholderati@mpt to sell their shares and investors to rt8haur stock, a practice in which an inve:
sells shares that he or she does not own at pirgyailarket prices, hoping to purchase shares #tarlower price to cover the sale. As eac
these events would cause the number of sharesrafrfoo Stock being offered for sale to increase,@aummon Stocks market price wou
likely further decline. All of these events coulonebine to make it very difficult for us to sell etyuor equity+elated securities in the future :
time and price that we deem appropriate.

Our Common Stock may be delisted from The NASDA®aGMarket, which would adversely affect the préged liquidity of our Commc
Stock

Our Common Stock is currently listed on The NASD&bal Market. If our Common Stock is delistedgdtuld reduce the price
our Common Stock and the levels of liquidity aviaiéato our stockholders. In addition, the delistofgour Common Stock could materic
adversely affect our access to the capital markeis,any limitation on liquidity or reduction inghprice of our Common Stock could materi
adversely affect our ability to raise capital onme acceptable to us or at all. Delisting from TW&SDAQ Global Market could also result
other negative implications, including the potelnliiss of confidence by suppliers, customers angleyees, the loss of institutional inves
interest and fewer business development opporésniti

If securities or industry analysts do not publigtsearch or reports about our business or if theyuésan adverse or misleading opir
regarding our stock, our stock price and tradindwoe could decline

The trading market for our Common Stock will beliehced by the research and reports that industgecurities analysts publi
about us or our business. If any of the analysts edver us issue an adverse or misleading opirdgarding us, our business model, proc
or stock performance, our stock price would likégcline. If one or more of these analysts ceaserege of us or fail to publish reports or
regularly, we could lose visibility in the finantimarkets, which in turn could cause our stockgmnc trading volume to decline. Moreover,
unpredictability of our financial results likelydeces the certainty, and therefore reliabilitythaf forecasts by securities or industry analys
our future financial results, adding to the potangblatility of our stock price.

We do not intend to pay cash dividends in the &weble future
We have not paid cash dividends on our Common Stowe our inception. Our intention is to retaimnégs, if any, for use in tl
business and we do not anticipate paying any cagdtedds to stockholders in the foreseeable future.

Our Articles of Incorporation and Bkaws contain certain provisions that may be barsi¢o a takeover

Our Articles of Incorporation and Bigws contain certain provisions which may detescdurage, or make it difficult for anotl
person or entity to gain control of the Companytiyh a tender offer, merger, proxy contest or similansaction or series of transactions.
These provisions may deter a future tender offastloer takeover attempt which could include a ptemover the market price of our Comn
Stock at the time. Such provisions could deptiessrading price of our Common Stock

We have agreed to indemnify our Officers and Daescfrom liability

In accordance with sections 78.7502 and 78.75hefNevada General Corporation Law our Articlesnaforporation provide that \
will indemnify any person who is or was made a ot or is or was threatened to be made a partgirtp pending, completed, or threate
action, suit or proceeding because he or she iwasr a director, officer, employee or agent of tr@mPany or is or was serving at
Companys request as a director, officer, employee or agérdany corporation, partnership, joint ventureistror other enterprise. Thi
provisions permit us to advance expenses to anmindied party in connection with defending any symoceeding, upon receipt of
undertaking by the indemnified party to repay thaseunts if it is later determined that the pastyot entitled to indemnificatiomn Augus
2009, we entered into indemnity agreements witth@aember of our board of directors and Mr. Cuddiflyese agreements provide, am
other things, that we will indemnify each officemdadirector in the event they become a party oemtise a participant in any action
proceeding on account of their service as a diremtafficer of the Company (or service for anotherporation or entity in any capacity at
request of the Company) to the fullest extent peethiby applicable lawThese indemnity provisions may reduce the likelthob derivativ
litigation against directors and officers and disage or deter stockholders from suing directorsfficers for breaches of their duties to
Company, even though such an action, if successiight otherwise benefit the Company or its stodétrs. In addition, to the extent that
expend funds to indemnify directors and officemnids will be unavailable for operational purposes.
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ltem 1B. Unresolved Staff Comments
Not applicable.
Item 2. Properties

Our corporate headquarters is located in Doylestdwannsylvania. We purchased this property in819®ur headquarters
approximately 13,000 square feet and is compridedffice space and a storage are®ur principal manufacturing facility is located
Lebanon, Pennsylvania. The facility was purchase®ctober 2004. The facility has a total area of approximately BD,Square fee
comprised of manufacturing, warehousing and offpace. We believe that our existing facilities are adeguat this time and do r
anticipate the need for additional facilities ie floreseeable future .

Item 3. Legal Proceedings

PROPHASE LABS, INC.(formerly THE QUIGLEY CORPORAIIVS. GUY QUIGLEY, GARY QUIGLEY, SCANDA SYSTEMS HD|
SCANDA SYSTEMS LTD, CHILESHA HOLDINGS LTD, KEVIIOBRN, INNERLIGHT HOLDINGS, INC., GEORGE LONGO, GRM
BRANDON AND PACIFIC RIM PHARMACEUTICALS L

On August 23, 2010, we initiated an action in theu@ of Common Pleas of Bucks County, Pennsylvaiial Action No. 2010-
08227. This action is against certain former officersl airectors of the Company, including a shareholdat beneficially owns approximat
17.4% of our Common Stock, and against certaim tharties. The Company has asserted claims arfising among other things, a variety
transactions and payments previously made or ehi@ete by the Company. All of the transactions awénts that are the subject of
litigation occurred prior to June 2009 and theafiation of the current board of directors. We seeking recovery of monetary damages
other relief. Pre-trial discovery is @ing at this time and a date certain for trial basn ordered for June 9, 2014. At this time, regljotior
as to the outcome of this action can be made.

GUY QUIGLEY VS. TED KARKUS, ROBERT V. CUDDIHY, NRRK BURNETT, MARK LEVENTHAL, MARK FRANK, LOUIEGKEL
MD, JAMES McCUBBIN AND PROPHASE LABS, INC. AS A NN2(l DEFENDANT

We were named as a nominal defendant in a purpaiteidative complaint filed on February 2, 2012 dipckholder and form
director and Chief Executive Officer Guy Quigleythe Court of Common Pleas of Philadelphia CouRBnnsylvania (No. 111200409). -
complaint also names as a defendant each of oectdis and executive officers. Among other thirthsg, suit alleges various breache
fiduciary and other duties, and seeks recoverynspacified damages and other relief. Prior todilihis complaint, the plaintiff applied to
same court for permission to take a@mplaint discovery on the basis that the plaingfjuired such discovery in order to assert claifing
court denied the plaintiff's request. We believe ldwsuit is without merit and intend to vigoroudigfend against it. On April 5, 2013, the ci
entered an order allowing limited phgal discovery limited to demand futility and piiff adequacy issues, which was completed by Jal
2013. We filed a motion to dismiss on July 26, 20b3demand futility and plaintiff adequacy issu@s. August 26, 2013 the court heard
arguments regarding the Compasyhotion for summary judgment and dismissal withjyntice. The court stayed any additional disca
until the court rules on our motion to dismisggh and our motion is currently pending with theud. At this time, no prediction as to
outcome of this action can be made.

As noted above, we previously commenced litigatigainst the plaintiff, Guy Quigley, and other pastin August 2010 in the Buc
County Court of Common Pleas, Pennsylvania (No02T8227). The August 2010 action remains pending.

-17 -




PROPHASE LABS, INC.(formerly THE QUIGLEY CORPORAII(VS. GUY QUIGLEY, KARIBA HOLDINGS, LIMITED, WEM
QUIGLEY, GARY QUIGLEY, FRANCES OQUIGLEY (A/K/A FRENCBOSTON) AND JOSEPHINE QUIGLEY (A/K/A JOSEPI
GLEESON)

On July 19, 2012, we initiated an action in the €af Common Pleas of Bucks County, Pennsylvani€afiba Complaint”) No.
2011909815). The Kariba Complaint names as defendanésf@rmer officer and director of the Company, viba shareholder that benefici:
owns approximately 17.4% of our Common Stock, d@jtain family members of such former officer arnigector, some of whom are forn
employees of the Company, and (iii) certain thiedtips. The Company has asserted claims arising from, anotimgyr things, a variety
transactions and payments previously made or ehiate by the Company.The Kariba Complaint asserts additional claims prewiously
asserted in the action ProPhase Labs, Inc. (fitynTdhe Quigley Corporation) vs. Guy Quigley, Gary Quigl&ganda Systems Limite
Scanda Systems LTD, Chilesha Holdings LTD, Kevirogan, Innerlight Holdings, Inc., George Longo, GmahBrandon, Pacific Ri
Pharmaceuticals LTD and John Doe Defendants (N&0-28227). All of the transactions and events that are thgestibof the Karib
Complaint occurred prior to June 2009 and the iladan of the current board of directors. We aeeking recovery of monetary damages
other relief. Pre-trial discovery is on-going andhas time, no prediction as to the outcome of #gtion can be made.

GARYQUIGLEY VS. EAST BAY MANAGEMENT, INC., TED KARKNB 80HN DOE 1

East Bay Management, Inc., Ted Karkus and JohnIDwere named as defendants in a purported comfilgidton June 10, 2013
Gary Quigley, the brother of our stockholder andrfer director and Chief Executive Officer Guy Qeiglin the Court of Common Pleas
Philadelphia County, Pennsylvania (No. 2013-04398k suit alleges five causes of action againstdéfendants, including the Compasy’
Chief Executive Officer, for (i) fraud, (ii) convaon, (iii) unjust enrichment, (iv) conspiracy af\d piercing the corporate veil.On July 1C
2013, Mr. Karkus removed the case to the UnitedeSt®istrict Court for Eastern Pennsylvani@®n August 16, 2013, Mr. Karkus filec
Motion to Dismiss for Failure to State a Claim. r.Nbary Quigley responded to the motion to dismis©n January 7, 2014, the court he
oral arguments regarding the motion to dismisse @durt stayed any additional discovery until tbartrules on the motion to dismiss and
motion is currently pending with the court. Aistlime, no prediction as to the outcome of thigomccan be made.

On January 15, 2014, our Board of Directors, witltba presence of Ted Karkus, voted to indemnify Karkus and pay the expen
incurred by him in connection with this legal matteThis action has been and will continue to be vigetp defended by Mr. Karkus, w
denies any wrongdoing.

THE ESTATE OF JOSEPHINE QUIGLEY AND KARIBA HOLDINGSITED VS. EAST BAY MANAGEMENT, INC., TED KARKSSOT
STRADY AND JOHN DOE

East Bay Management, Inc., Ted Karkus, Scott Sty John Doe were named as defendants in a pedpodmplaint filed o
August 9, 2013 by the Estate of Josephine Quigheymother of our stockholder and former directut &hief Executive Officer Guy Quigle
and Kariba Holdings Limited (see Kariba Compliahbee) in the Court of Common Pleas of Philadelgbiaunty, Pennsylvania (No. 2013-
006131). Guy Quigley, our stockholder, former dioe@nd Chief Executive Officer of the Companyedilthis suite as Executor of the Estal
Josephine Quigley and as a representative of Kafifddings. The suit alleges five causes of action againstddfendants, including t
Company'’s Chief Executive Officer, for (i) fraudi) conversion, (iii) unjust enrichment, (iv) congy and (v) piercing the corporate veiDn
September 23, 2013, Mr. Karkus removed the caseetdnited States District Court for Eastern Petvasya. On September 23, 2013, |
Karkus filed a Motion to Dismiss for Failure to &ta Claim. The Estate of Josephine Quigley and Kariba Holdlrgsted responded to tl
motion to dismiss. On January 7, 2014, the coudrdheral arguments regarding the motion to dismiEke court stayed any additio
discovery until the court rules on the motion tendiss and the motion is currently pending withabart. At this time, no prediction as to |
outcome of this action can be made.

On January 15, 2014, our Board of Directors, withtbe presence of Ted Karkus, voted to indemnify Karkus and pay the expen
incurred by him in connection with this legal matteThis action has been and will continue to be vigetp defended by Mr. Karkus, w
denies any wrongdoing.

Other Litigation
In the normal course of our business, we are nassediefendant in legal proceedings. It is our pol@yigorously defend litigatic

and/or enter into settlements of claims where mameagnt deems appropriate.
Item 4. Mine Safety Disclosures

Not applicable.
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PART I

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Isuer Purchases of Equity Securitie

Market Information

Our Common Stock is currently traded on The NASD@&(@bal Market under the trading symbol “PRPHle price set forth in ti
following table represents the high and low biccesi for our Common Stock for each quarter of tlsedti2013 and 2012, as reported on

NASDAQ Global Market

Common Stock

2013 2012
Quarter Ende: High Low High Low
March 31, $ 225 $ 140 $ 122 $ 0.90
June 30 $ 1.72 $ 142 $ 114 $ 0.65
September 3( $ 225 $ 142 $ 144 $ 1.00
December 31 $ 231 $ 152 $ 168 $ 1.24

Holders

As of March 17, 2014, there were approximately Bé@lers of record of our Common Stock, includingKkarage firms, clearir
houses, and/or depository firms holding the Compausgcurities for their respective clients. The examnber of beneficial owners of «

securities is not known but exceeds 400.

Dividends

We have not declared, nor paid any cash dividemdsus Common Stock since our Companiriception. At this time, we intend
retain our earnings to finance future growth andntain liquidity. Future cash dividends, if any,Imbe at the discretion of our Board
Directors and will depend upon, among other thirgs, future operations and earnings, capital regqouénts, general financial conditi
contractual and financing restrictions and sucleiofactors as our Board of Directors may deem eglev

Warrants and Options

In addition to our outstanding Common Stock, themre reserved for issuance 753,250 shares of oom@m Stock underlyir
outstanding unexercised and vested options as odeer 31, 2013 at the price-per-share statedgichéon date indicated, as follows:

Number of Exercise

Description Options Price Expiration Date
Option Plar 40,500 $ 9.50 October 26, 201
Option Plar 26,500 $ 13.80 December 11, 201
Option Plar 590,00C $ 1.00 December 14, 201
Option Plar 25,000 $ 1.08 May 28, 201¢
Option Plar 10,000 $ 0.87 November 5, 201
Option Plar 50,000 $ 1.17 December 18, 201
Option Plar 7,500 $ 1.36 December 20, 201
Option Plar 3,750 $ 1.48 April 9, 2020

Total 753,25C
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Securities Authorized Under Equity Compensation

The following table sets forth certain informatimgarding stock option and warrant grants madenpl@yees, directors and
consultants:

SECURITIES AUTHORIZED FOR ISSUANCE UNDER EQUITY COM PENSATION PLANS

Number of Number of Securitie
Securities to b Weighted Remaining Available fo
Issued Upor Average Future Issuance Under Eqt
Exercise of Exercise Prict Compensation Plar
Outstanding of Outstanding (Excluding Securitie
Options Options Reflected in Column A
Plan Categor (A) (B) (C)
Equity Plans Approved by Security Hold(12:3) 1,637,50C $ 1.60 438,294

(1) An incentive stock option plan was institutadriscal 1997 (the “1997 Plan&dnd approved by the stockholders in Fiscal 1998i00g
pursuant to the 1997 Plan have been granted totdiss executive officers and employees. At Decem3ie 2013, we are precluded fr
issuing any additional options or grants in theufetunder the 1997 Plan pursuant to the termseifptan document. An aggregate
67,000 stock options previously granted pursuarthéoterms of the 1997 Plan remain available fareise at any time prior to st
options’ respective expiration dates.

(2) On May 5, 2010, our shareholders approved2®®0 Equity Compensation Plan, which was subsetyuemended, restated ¢
approved by shareholders on April 24, 2011 andhéuramended and approved by our shareholders or6lV2§13 (the “2010 Plan"Yhe
2010 Plan provides that the total number of shaféSommon Stock that may be issued is equal tariiléon shares plus up to 900,C
shares that were authorized for issuance but ugdssuder the 1997 Plan, an aggregate of 2.5 mibioaresAll of our employee:
including employees who are officers or memberthefBoard are eligible to participate in the 2018nP Consultants and advisors v
perform services for us are also eligible to piéte in the 2010 Plan At December 31, 2013, we have outstanding 1,%900gocl
options, subject to vesting, under the 2010 Plaor. the year ended December 31, 2013, we chatgedperations $160,000 |
compensation expense for the fair value of theedegtortion of the stock options (see Note 6 to Bldte Consolidated Financ
Statements). At December 31, 2013, there are 28&res of Common Stock that may be issued ifutbee pursuant to the 2010 Plan.

(3) On May 5, 2010, our shareholders approved 2OE) Directors’Equity Compensation Plan which was subsequentlynded an
approved by our shareholders on May 6, 2013. TH® Pirectors’Equity Compensation Plan provides that the totahlper of shares
Common Stock that may be issued under the 201@ D€ Equity Compensation Plan is equal to 425,000. Reryear ended Decem
31, 2013, 16,470 shares of our Common Stock wexeted. At December 31, 2013, there are 176,13%sldrCommon Stock that ir
be issued pursuant to the 2010 Directors Equity @omeation Plan.

Equity Line of Credi

On November 21, 2012, we entered into the equitg bf credit agreement (such arrangement, the tizdune”) with Dutches
whereby Dutchess committed to purchase, subjecettin restrictions and conditions, up to 2,500,8Bares of our Common Stock, ovi
period of 36 months from the first trading day deling the effectiveness of the registration stateinegistering the resale of shares purch
by Dutchess pursuant to the Equity Line. On Novenite 2012, we filed a registration statement Wit SEC to register for sale for uf
2,500,000 shares of our Common Stock and the ratizst statement was deemed effective by the SEBamember 12, 2012.

We may draw on the facility from time to time, aslavhen we determine appropriate in accordance téhterms and conditions
the Equity Line. The maximum amount that we arétledtto put to Dutchess in any one draw down moticthe greater of (i) 500% of 1
average daily volume of our Common Stock tradedhenNASDAQ Global Market for the one (1) tradingydaior to the date of delivery
the applicable draw down notice, multiplied by thesing price for such trading day, or (ii) $25000

The purchase price under the Equity Line is seniagtyfive percent (95%) of the lowest daily volume weph average pric
(VWAP) of our Common Stock during the five (5) cenastive trading day period beginning on the datdedifvery of the applicable draw do
notice. We have the right to withdraw all or anyrtfum of any put, except that portion of the puatthas already been sold to a third p.
including any portion of a put that is below thenmmum acceptable price set forth on the put notiedore the closing. In the event Dutct
receives more than a five percent (5%) return emtt sales for a specific put, Dutchess must renaih excess proceeds to us; however, i
event Dutchess receives less than a five percéf} (Bturn on the net sales for a specific put Desshhas the right to use any such e
proceeds to off-set against the aggregated deficiteeds.
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There are put restrictions applied on days betwtkerdraw down notice date and the closing date waipect to that particular p
During such time, we are not allowed to delivertaro draw down notice. In addition, Dutchess is olgligated to purchase shares if its t
number of shares beneficially held at that time M@xceed 9.99% of the number of shares of our Com8tock as determined in accordz
with Rule 13di(j) of the Securities Exchange Act. In additiore \&re not permitted to draw on the facility unléissre is an effectiy
registration statement to cover the resale of lizges.

In Fiscal 2013, we sold an aggregate of 289,474eshaf Common Stock to Dutchess in which we deragproximately $444,000
net proceeds. In Fiscal 2012, we sold an aggregfa883,722 shares of Common Stock to Dutchess uaérpursuant to the Equity Lire
which we derived approximately net proceeds of $iillion. The sales of the shares under the Equite were deemed to be exempt fr
registration under the Securities Act in relianpem Section 4(2) (or Regulation D promulgated theder).

During the period January 1, 2014 through to Felyr@a, 2014, we sold an aggregate of 559,318 sldr€ésmmon Stock to Dutche
under and pursuant to the Equity Line and derivetdpnoceeds of approximately $947,000. At MarchZt8,4, we have 767,486 shares of
Common Stock available for sale, at our discretiorder the terms of the Equity Line and coveredpait to a registration statement.

Other Stock Issuances

Pursuant to the terms of Mr. Cuddibyprior employment agreement dated August 19, 2P09Cuddihy received an annual gran
shares of Common Stock equal to $50,000, payalagenly, promptly following the close of each qear The value of the sharescalculate
based on the average closing price of our shargbddast five (5) trading days of the quartewinich the shares are earned. For the year ¢
December 31, 2012, Mr. Cuddihy was issued an agtgegf 10,757 shares earned in Fiscal 2011 purdoatite terms of his employm
agreement.
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ltem 6. Selected Financial Date

The following table sets forth the selected finahdata appearing in or derived from our consoéiddinancial statements for anc
the end of the years ended December 31, 2013, 2014, 2010 and 2009. The selected financial dataldhbe read in conjunction with 1
consolidated financial statements appearing elsewerein, and with Item 7 — Managemsrdiscussion and Analysis of Financial Condi
and Results of Operations (in thousands, excepthme amounts):

Year Ended December 31

2013 2012 2011 2010 2009
Statement of Income Data
Net sales $ 25,032 $ 22,406 $ 17,453 $ 14,502 $ 19,816
Gross profi $ 16,671 $ 14,252 $ 11,282 $ 8,830 $ 11,569
Income (loss) from operatiol $ 405 $ (1,091 $ (2,710 $ (3,501 $ (3,842
Net income (loss $ 405 $ (1,091 $ (2,710 $ (3,501 $ (3,842
Basic income (loss) per she $ 0.03 $ (0.07 $ (0.18 $ (0.25' $ (0.30
Diluted income (loss) per she $ 0.03 $ (0.07' $ (0.18' $ (0.25 $ (0.30
Weighted average shares outstand
Basic 15,839 14,843 14,817 14,285 12,963
Diluted 16,276 14,843 14,817 14,285 12,963
As of December 31
2013 2012 2011 2010 2009
Balance Sheet Data
Working capital $ 6,655 $ 5,809 $ 5342 $ 7521 $ 11,475
Total asset $ 17,420 $ 16,661 $ 19,079 $ 21,695 $ 21,330
Other long term obligatior $ 200 $ 300 $ - $ - $ -
Stockholder equity $ 12,596 $ 11,451 $ 11,226 $ 13,460 $ 14,059
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Item 7. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

Our Business. We are a manufacturer, marketer and distributoa diversified range of homeopathic and health petsdthat ar
offered to the general public.We are also engaged in the research and developrhgmitential natural based health products aloiith
supplement and cosmeceutical products.

Our primary business is the manufacture, distridsytimarketing and sale of over-the-counter (“OTE€8Jd remedy products
consumers through national chain, regional, spigcahd local retail stores. One flagship branC@d-EEZE” Cold Remedy and o
principal product is Cold-EEZE Cold Remedy zinc gluconate lozenges, proven incgirstudies to reduce the duration of the commud by

42%. Cold-EEZE Cold Remedy is an established product in the health and cold remedy markeEor Fiscal 2013, 2012 and 2011,
revenues from continuing operations have come jpatly from our OTC cold remedy products.

Recent Events
Revenue Growt

We have implemented a business and marketing gyratesigned to deliver results to our stockholdeer the long term. This multi-
phase strategy was implemented during the 2010-2ild Season. Generally, a cold season is defined as the peffic®eptember to Mar«
(“Cold Season”) when the incidence of the commdd dses as a consequence of the change in weatlkesther factors.

O ur strategic initiatives include preserving theldSEEZE® Cold Remedy brand, repositioning the Cold-EEZEold Remedy brar
for growth and then leveraging the Cold-EEZEold Remedy brand. We believe that by investingir Cold-EEZE® Cold Remedy bran
we are building our distribution platform and pipel We have made important investments in new prodegeldpment, consumer &
healthcare professional education and consumeretaitbased marketing.Each of these strategic components, when aggredsed led t
securing increased shelf space with our retailecsteave provided us with the opportunity to introglunew and improved products, incluc
the national launch of two additional cold remedgducts for the 2013-2014 Cold Season: Cold-EEZEold Remedy Plus Immune Supy
QuickMelts® and Cold-EEZE® Cold Remedy Plus Immune Support + Energy QuickMRlts

Through our strategic initiatives, we have grown oet sales and generated net income for Fisca.2Dr net sales increased 11
in Fiscal 2013 as compared to net sales in Fisgd2 2 In addition, we generated net income of $405,0060003 per share, in Fiscal 201!
compared to a net loss of $1.1 million, or ($0.p&) share, for Fiscal 20120ur net sales growth is incremental to the netssgtewth o
28.4% achieved in Fiscal 2012 as compared to FHL. We have increased our net sales an aggregate4%o48.Fiscal 2013 as compa
to Fiscal 2011 and we have returned to profitahilit

Phusion Laboratories, LLC, Joint Ventt

On March 22, 2010, we, Phosphagenics Limited (“P&lent”), an Australian corporation, Phosphagehics (“PSI”), a Delawar
corporation and subsidiary of PSI Parent, and Rnuksaboratories, LLC (the “Joint Venture'§, Delaware limited liability company, ente
into a Limited Liability Company Agreement (the “OLAgreement”)of the Joint Venture and additional related agregméor the purpose
developing and commercializing, for worldwide distition and sale, a wide range of non-prescriptemedies using PSI| Parenproprietar
patented TPM™ technology (“TPM”"). TPM facilitates the delivery and depth of penetmatiof active molecules in pharmaceuti
nutraceutical, and other products. Pursuant t&.t& Agreement, we and PSI each own a 50% membeistapest in the Joint Venture.

Due to multiple factors affecting our capital pasit including (i) the $2.1 million payment we matkeDecember 2012 under
Settlement Agreement and Mutual General Releage“8kttlement Agreementhetween the Company and John C. Godfrey, the Est
Nancy Jane Godfrey and Godfrey Science and Degigether th¢‘Godfreys”) (see Note 5 to Notes to ConsolidatedbRicial Statemenjsanc
(i) some of the product market research performezlexpect to modify the Joint Ventusgdroduct development plans to stagger and/or
into future periods certain product developmeriidtives due to the pre-commercialization investteerquired. We expect to continue pre
commercialization research and product developrimétiatives during the latter half of Fiscal 2014-urthermore, we do not expect that
Joint Venture will derive any meaningful revenuésny, until its commercialization efforts are cpleted which is not expected to occur
at the earliest the latter half of Fiscal 2014 isc&l 2015.
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Income Taxes

As of December 31, 2013, we have net operating d¢ass/forwards of approximately $34.7 million for fedemairposes that w
expire beginning in Fiscal 2020 through 2032. ifiddally, there are net operating loss cafiwywards of $20.1 million for state purposes
will expire beginning in Fiscal 2018 through 2032Jntil sufficient taxable income to offset the temay timing differences attributable
operations, and the tax deductions attributablegtion, warrant and stock activities are assureslalaation allowance equaling the t
deferred tax asset is being provideds a consequence of the accumulated losses of dhgp&ny, we believe that this allowance is reqt
due to the uncertainty of realizing these tax bignef the future.

Seasonality of the Business

Our sales are derived principally from our OTC cachedy products . 8ignificant portion of our business is highly seadpwhict
causes major variations in operating results frarartgr to quarter. The third and fourth quarters generally represkatlargest sales volui
for our OTC cold remedy products with a correspongdncrease in marketing and advertising expergitalesigned to promote our prod
during the Cold Season. In additionyosales are influenced by and subject to fluotumastin the timing of purchase and the ultimate lle¥
demand for our products which are a function ofttheng, length and severity of each cold seasdlle track health and wellness trends
develop retail promotional strategies to align production scheduling, inventory management andketsgrg programs to optimize consut
purchases.

Results of Operations

Fiscal 2013 compared with Fiscal 20

Net sales for Fiscal 2013 increased $2.6 milliarl 7%, to $25.0 million as compared to $22.4imilffor Fiscal 2012. The increas
in net sales is principally due to (i) an increaseur retail customergurchases in the first and fourth quarter of Figfdl3, as compared to"
same periods in Fiscal 2012, in an effort by retaito maintain adequate shelf and warehouse slioikg peak seasonal demand to me:
increase in consumer demand at retail of our OTI@ cemedy products, (ii) sales of our Cold-EEZECold Remedy Daytime/Nighttin
QuickMelts®, launched in July 2012 and Cold-EE2Eold Remedy Oral Spray initially launched in Aug@étl1, and (iii) sales of our Cold-
EEZE ® Cold Remedy Plus Immune Support + Energy QuickM&ltnd Cold-EEZE® Cold Remedy Plus Immune Support QuickMéits
launched in July 2013.In addition, net sales of our contract manufactymperations increased $568,000 in Fiscal 20131t8 #illion a:
compared to $1.3 million in Fiscal 2012 due to fliations in contract manufacturing orders from nelated third party entities to prodi
lozenge-based products .

Industry data is suggesting that the incidence pyfen respiratory disorders for Fiscal 2013 wereaoprage comparable to
incidence levels in Fiscal 2012However, within each fiscal period, the inciden€@pper respiratory disorders trended significahityher th
first quarter of Fiscal 2013, an increase of appnately 13%, as compared to first quarter of Fig#l2, where as the fourth quarter of Fi
2013 trended down approximately 11% as comparehetdourth quarter of Fiscal 2012Although the average incidence of upper respiri
disorders, on average remained stable from yege#w, we believe that we have increased our nesghrough, among other initiativ
increased investments in our sales, marketing, réigivgy, consumer communication and promotion af fagship brand, Cold- EEZE Cold
Remedy . In addition, we support our Cold-EEZEold Remedy products through traditional techniggiesh as irstore promotion, mec
advertising and other programaVe compete for market share with new products enge¢he category and face retailer initiatives thidemp
to reduce the number of products they carry orf stidin the cold and flu category.

Cost of sales increased $207,000 for Fiscal 20183t4 million as compared to $8.2 million for Fis812. The increase in cost
sales is principally due to our increased sales fpe@riod to period. We realized gross margins o6%6for Fiscal 2013, as compared to 63
in Fiscal 2012, an increase of 3.0¥he increase of 3.0% in gross margin is principdile to fluctuations in our product mix shippednf
period to period and the improved absorption oédixproduction costs. Gross margins are pringipafluenced by fluctuations in quarter-to-
quarter production volume, fixed production costd gelated overhead absorption, raw ingredientscastentory mark to market wrigewns
if any, retail cooperative incentive promotion g@hd timing of shipments to customers which arediacof the seasonality of our sales activ
and products.
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Sales and marketing expense for Fiscal 2013 ased $592,000 to $9.5 million as compared to $8l€omfor Fiscal 2012. The
increase in sales and marketing expense for FigaB as compared to Fiscal 2012 was principally ttuan increase in advertis
expenditures as we expanded the scope and timirguofnedia and product promotion advertising cagmaifrom period to period. V
continue to make significant, strategic marketimgeistments in an effort to build and grow the safesur OTC cold remedy products.

General and administrative (“G&A'§xpenses decreased $234,000 for Fiscal 2013 tadiBi®n as compared to $6.1 million in Fis
2012. The decrease in G&A expense for Fiscal 288 8ompared to Fiscal 2012 was primarily dua ttecrease in personnel expenses
professional fees.

Research and development costs for Fiscal 20128h8 were $824,000 and $1.3 million, respectivélye decrease of $477,00(
research and development costs for Fiscal 2018rapared to Fiscal 2012 was principally due a deseréathe scope, timing, cost and am
of research and development activity from periogpdcod. In February 2013, we introduced to #tait trade two new products, Colt=ZE
® Cold Remedy Plus Immune Support + Energy QuickMBlend Cold-EEZE® Cold Remedy Plus Immune Support QuickMéitsvhich
began shipping to our retailer customers in Juli320Additionally, we continue to engage in other reskand development activities that
determine are appropriate and we may increaseesaarch and development activities in future pstriod

In Fiscal 2012 as a result of the Settlement Ageregmwe realized $1.0 million benefit as a consegaeof a reduction of tl
previously recorded accrued royalties and commissialigation of $3.5 million. Under the Settlement Agreement, the Godfreys asdi
transferred and conveyed to us all of their rigitile, and interest in U.S. Trademark Registrafidm 1,838,542 for the trademark Cdid=ZE

® among other intellectual property associated witth trademark.

Interest and other income for Fiscal 2013 was $2#&¥compared to $7,000 for Fiscal 2012he decrease of $5,000 for Fiscal 2
as compared to Fiscal 2012 was principally theltedudecreased bank balances during Fiscal 20&3@mer interest rates.Interest expen:
for Fiscal 2013 was $13,000 as compared to zerd-ifggal 2012 as a consequence of interest paiduanrgo the terms of the Settlerr
Agreement consummated in December 2012.

As noted above, we have net operating loss camydials for both federal and certain states. Asr@gsequence of these loss carry
forwards, we did not incur income tax expense fsc& 2013 or Fiscal 2012.

As a consequence of the effects of the above, ¢hénnome for Fiscal 2013, was $405,000, or $083ghare, as compared to a
loss of $1.1 million, or ($0.07) per share, fordais2012.

Fiscal 2012 compared with Fiscal 20

Net sales for Fiscal 2012 increased $4.9 milliar2&4%, to $22.4 million as compared to $17.5imilffor Fiscal 2011. The increas
in net sales is principally due to (i) an increaseur retail customergurchases in the first and fourth quarter of Figfdl2, as compared to"
same periods in Fiscal 2011, in an effort by thesailers to maintain adequate shelf and warehstasxk during peak seasonal demand to
an increase in consumer demand at retail of our ©dl6 remedy products, (ii) sales of our Cold-EEZEold Remedy Daytime/Nighttin
QuickMelts ® , a new product launched in July 2012 and Cold-EE¥ZEold Remedy Oral Spray initially launched in Aug@&tll an
expanded its distribution in Fiscal 2012n addition, our net sales of our contract manufiasy operations increased $455,000 in Fiscal
to $1.3 million as compared to $856,000 in FiscdlRdue to fluctuations in contract manufacturindeos from norrelated third party entitis
to produce lozenge-based products .

Industry data is suggesting that the incidencepgpfen respiratory disorders for Fiscal 2012 wereaverage 3% below the incidel
levels in Fiscal 2011.Although the average incidence of upper respiratieglined during Fiscal 2012, we believe that weehiacreased o
net sales through, among other initiatives, in@dasvestments in our sales, marketing, advertisingsumer communication and promotio
our flagship brand, Cold- EEZE Cold Remedy In addition, we support our ColdZEE® Cold Remedy products through traditic
techniques such as in-store promotion, media adirggtand other programsWe compete for market share with new products srgehe
category and face retailer initiatives that attetopteduce the number of products they carry off ghthin the cold and flu category.
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Cost of sales increased $2.0 million for Fiscal2@1$8.2 million as compared to $6.2 million fas¢al 2011. The increase in cost
sales is principally due to our increased sales fperiod to period. We realized gross margins 06%3for Fiscal 2012, as compared to 64
in Fiscal 2011, a decrease of 1.0%. Our grosgimaeflects the net effect i) an increase in the absorption rate of fixeddoiaction overhee
costs as a percentage of revenues as a conseqfeénceeased shipments to retailers, offset byaii)increase in raw ingredient and packa
costs and (iii) an increase in retail merchandisamg promotions . Gross margins are principaljuenced by fluctuations in quarter-to-
quarter and year-tgear production volume, fixed production costs asldted overhead absorption, raw ingredient castentory mark t
market write-downs, if any, and the timing of shgmts to customers which are factors of the seaitpoélour sales activities and products.

Sales and marketing expense for Fiscal 2012 inece$$.0 million to $8.9 million as compared to $mBlion for Fiscal 2011. The
increase in sales and marketing expense for Fi2gaR as compared to Fiscal 2011 was principally ttuen increase in advertis
expenditures as we expanded the scope and timirgiromedia and product promotion advertising cagmaifrom period to period as
continue to make significant, strategic marketimgeistments in an effort to build and grow the safesur OTC cold remedy products.

General and administrative (“G&A™gxpenses increased $1.1 million for Fiscal 201$6d million as compared to $5.0 million
Fiscal 2011. The increase in G&A expense for&i2012 as compared to Fiscal 2011 was primariby than increase in personnel expel
and professional fees.

Research and development costs for Fiscal 2012@htl were $1.3 million and $1.1 million, respechjvd he increase of $200,00C
research and development costs for Fiscal 2012mpared to Fiscal 2011 was principally due to amwaase in personnel expenses ar
increase in the scope, timing and amount of reke@nd development activity from period to perioth February 2012, we introduced to
retail trade an offering of a new product, Cold-EEZ Cold Remedy Daytime/Nighttime QuickMel®&. The Cold-EEZE® Cold Remed
Daytime/Nighttime QuickMelts® began shipping to retailers in July 2012Additionally, we continue to engage in other resbaant
development activities that we determine are apjpatgpand we may increase our research and develapattivities in future periods a
consequence of the Joint Venture.

Under the Settlement Agreement, the Godfreys asdigimansferred and conveyed to us all of theintrigitle, and interest in U.
Trademark Registration No. 1,838,542 for the traaiénCold-EEZE® , among other intellectual property associated witth trademark.As &
result of the Settlement Agreement, we realize@ $#illion benefit as a consequence of a reducticthe previously recorded accrued roya
and commission obligation of $3.5 million.

Interest and other income for Fiscal 2012 was $¥d@compared to $28,000 for Fiscal 20Ihe decrease of $21,000 for Fiscal Z
as compared to Fiscal 2011 was principally theltedwecreased bank balances and lower interéss.ra

As noted above, we have net operating loss camydials for both federal and certain states. Asm@sequence of these loss carry
forwards and our loss realized during Fiscal 202 did not incur income tax expense for Fiscal 20 Eiscal 2011.

As a consequence of the effects of the above, ¢éhéoas for Fiscal 2012, was $1.1 million, or ($0.@er share, as compared to &
loss of $2.7 million, or ($0.18) per share, fordgais2011.

Liguidity and Capital Resources

Our aggregate cash and cash equivalents as of ecedh, 2013 were $1.6 million as compared to $8X2at December 31, 2012.
Our working capital was $6.7 million and $5.8 naitli as of December 31, 2013 and December 31, 28%@ectively. Changes in workir
capital for Fiscal 2013 were principally due to thet effect of (i) cash provided by operations @fi$million comprised principally of n
income of $405,000 and a decrease in prepaid ezparfs$886,000, (ii) net proceeds of $471,000 éerifrom the sale of our Common St
and the exercise of stock options offset by, @apital expenditures of $442,000 and (iv) the iisnt payment of $100,000 pursuant to
terms of the Settlement Agreement.
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On November 21, 2012, we entered into the equitg bf credit agreement (such arrangement, the tizdune”) with Dutches
whereby Dutchess committed to purchase, subjecetiin restrictions and conditions, up to 2,500,80ares of our Common Stock, ov:
period of 36 months from the first trading day deling the effectiveness of the registration statetnegistering the resale of shares purch
by Dutchess pursuant to the Equity Lin€@n November 26, 2012, we filed a registration stetet with the SEC to register for sale for u
2,500,000 shares of our Common Stock and the ratimt statement was deemed effective by the SEBemember 12, 2012.

We may draw on the facility from time to time, asglavhen we determine appropriate in accordance théhterms and conditions
the Equity Line. The maximum amount that we are entitled to put ticBess in any one draw down notice is the grezté) 500% of thi
average daily volume of our Common Stock tradedhenNASDAQ Global Market for the one (1) tradingydaior to the date of delivery
the applicable draw down notice, multiplied by thesing price for such trading day, or (ii) $250)00

The purchase price under the Equity Line is sehiagtyfive percent (95%) of the lowest daily volume weiggh average pric
(VWAP) of our Common Stock during the five (5) censative trading day period beginning on the datdedfvery of the applicable draw do
notice. We have the right to withdraw all or any portionasfy put, except that portion of the put that Hesaaly been sold to a third pa
including any portion of a put that is below thenmium acceptable price set forth on the put notiegore the closing. In the event Dutche
receives more than a five percent (5%) return emtt sales for a specific put, Dutchess must reutih excess proceeds to us; however, i
event Dutchess receives less than a five percén} (Bturn on the net sales for a specific put Degshhas the right to use any such e»
proceeds to off-set against the aggregated deficiteeds.

There are put restrictions applied on days betwierdraw down notice date and the closing date wipect to that particular put.
During such time, we are not allowed to delivertaeo draw down notice.ln addition, Dutchess is not obligated to purchstsares if its toti
number of shares beneficially held at that time M@axceed 9.99% of the number of shares of our Com8tock as determined in accordz
with Rule 13d-1(j) of the Securities Exchange Acin addition, we are not permitted to draw on theility unless there is an effecti
registration statement to cover the resale of fizees.

In Fiscal 2013, we sold an aggregate of 289,474eshaf Common Stock to Dutchess in which we deraegroximately $444,000
net proceeds. In Fiscal 2012, we sold an aggeegfa883,722 shares of Common Stock to Dutcheseruanald pursuant to the Equity Liie
which we derived approximately net proceeds of $iillion. The sales of the shares under the EdLihe were deemed to be exempt fr
registration under the Securities Act in relianpem Section 4(2) (or Regulation D promulgated theder).

During the period January 1, 2014 through to Featyr@a, 2014, we sold an aggregate of 559,318 sluir€smmon Stock to Dutche
under and pursuant to the Equity Line and derivedonoceeds of approximately $947,008t March 25, 2014, we have 767,486 shares o
Common Stock available for sale, at our discretiorer the terms of the Equity Line and coveredpait to a registration statement.

Management believes that its strategy to maintaatd€EZE " Cold Remedy as a recognized brand name, its broamee o
products, its adequate manufacturing capacity,thagewith revenue for our operations, our curreotking capital and our available Eqt
Credit Line, if exercised, should provide a sour€eapital to fund normal business operatior@ur operations support the current researcl
development expenditures related to new produdtsaddition to the funding from operations, we niayhe short and long term raise caj
through the issuance of securities through our fygGredit Line or secure other financing sourcesstpport such product developrr
research, new product acquisitions or a venturestment or acquisitionSuch funding through the issuance of equity sdesrivould result i
the dilution of current stockholders’ ownershiptire Company. Should our product development initiatives progressertain formulation
additional development expenditures may requirestsuthial financial support and may necessitatectivesideration of alternative approac
such as licensing, joint venture, or partnershipregements that we determine will meet our lonmtgoals and objectivesUItimately, shouls
internal working capital be insufficient and ext@rfunding methods or other business arrangemettsrbe unattainable, it would likely res
in the deferral or abandonment of future develogmelative to current and prospective product depelent initiatives and formulations.

-27 -




Pursuant to the LLC Agreement, we and PSI each@®8% membership interest in the Joint VentuRSI Parent will conduct a
oversee much of the product development, formulatiesting and other research and development ddged¢he Joint Venture, and we \
oversee much of the production, distribution, saled marketing. The LLC Agreement provides that each member maggeired, from tim
to time and subject to certain limitations, to malapital contributions to the Joint Venture to futsloperations, in accordance with ag!
upon budgets for products to be develop&pecifically, we contributed in Fiscal 2010 $50@00 cash as initial capital and we are comm
to fund up to $2.0 million, subject to agreed upgmmdgets (which have not been established to datejard the initial development a
marketing costs of new products for the Joint VemtuThe newly formed Joint Venture has not engagechinfaancial transactions, ott
than organizational expenses and general markeirdtil product evaluation and analysisAt December 31, 2013, cash and equiva
includes $378,000 which is expected to be usedhéyloint Venture to fund future product developmeitiaitives currently under considerat
by PSI Parent, PSI and us.

Management is not aware of any trends, events certainties that have or are reasonably likelydeeha material negative imp
upon our (i) short-term or long-term liquidity, Gi) net sales or income from continuing operationsny challenge to our patent rights ca
have a material adverse effect on our future; h@mnenve are not aware of any condition that would&ensuch an event probableur busines
is subject to seasonal variations thereby impadtipuidity and working capital during the courseafr fiscal year.

Management believes that cash generated from epesaglong with its current cash balances, willsbéficient to finance workir
capital and capital expenditure requirements fdeast the next twelve monthgdowever, in the longer term, as previously discdsse ma
require additional capital to support, among oftems, (i) new product introductions, (ii) expansiof our product marketing and promot
activities, (iii) additional research developmeatities, (iv) further investment in our Joint Vieine, (iv) venture investments or acquisiti
and/or (v) support current operationsSince late Fiscal 2008, there has been substamtiatility and a decline in the capital and finaad
markets due at least in part to the constrictedal@conomic environment resulting in substantiatestainty and access to financing
uncertain. Moreover, consumer and as a consequeustmer spending habits may be adversely affdoyethe current economic crisis.
These conditions could have an adverse effect orinolustry and business, including our financiahdition, results of operations and c
flows.

To the extent that we do not generate sufficieshdeom operations, we may need to incur indebtssite finance plans for growth.
Recent turmoil and stagnation in the credit markeis the potential impact on the liquidity of mafimancial institutions may have an adve
effect on our ability to fund our business stratédgyugh borrowings, under either existing or newdgated instruments in the public or pri
markets on terms that we believe to be reasonélaeall.

Our future contractual obligations and commitment®ecember 31, 2013 consist of the following fiausands):

Employment Settlemen

Year Contracts Agreemen Total

2014 $ 1,025 $ 100 $ 1,125
2015 555 100 655
2016 100 100
2017 - -
2018 . = =
Total $ 1,580 $ 300 $ 1,880

Off-Balance Sheet Arrangements

It is not our usual business practice to enter aftdbalance sheet arrangements such as guaranteesnsraied financial commitme
and retained interests in assets transferred tmaaonsolidated entity for securitization purposedle have no ofbalance sheet arrangeme
that have, or are reasonably likely to have, a rrateurrent or future effect on our financial catiwh, changes in financial condition, reven
or expenses, results of operations, liquidity, Edgixpenditures or capital resources.
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Impact of Inflation

We are subject to normal inflationary trends anticgrate that any increased costs would be passéd our customers Inflation ha
not had a material effect on our business.

Critical Accounting Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptedhia United States (“GAAR”
requires management to make estimates and assusphiat affect the reported amounts of assetsiahilities and disclosure of conting:
liabilities at the dates of the financial statensesrtd the reported amounts of revenues and expduasag the reporting periodsActual result
could differ from those estimateOur significant accounting policies are describetllote 2 of the Notes to Consolidated Financiatedtent
included under Item 8 of this Part [l. Howewegrtain accounting policies are deemed “critical they require managementiighest degrt
of judgment, estimates and assumptionBhese accounting estimates and disclosures have diseussed with the Audit Committee of
Board of Directors. A discussion of our critical accounting policieBetjudgments and uncertainties affecting their iappbn and th
likelihood that materially different amounts woudd reported under different conditions or usindedént assumptions are as follows:

Revenue Recognitic— Sales Allowances

When providing for the appropriate sales returdgwances, cash discounts and cooperative inceniiognotion costs Sale:
Allowances”), we apply a uniform and consistent moet for making certain assumptions for estimatimgse provisions. These estimates a
assumptions are based on historical experiencesrdurends and other factors that managementvesli® be relevant at the time the finar
statements are prepared. Management reviewscttmiating policies, assumptions, estimates andngdigs on a quarterly basisActual
results could differ from those estimates.

Our primary product, Cold-EEZE Cold Remedy lozenges, utilizes a proprietary zincgnate formulation which has been clinic
proven to reduce the severity and duration of commaold symptoms. Factors considered in estimating the appropriatessaturns ar
allowances for this product include it being (i)uaique product with limited competitors, (ii) contigely priced, (iii) promoted, (iv
unaffected for remaining shelf-life as there isproduct expiration date and (v) monitored for inen levels at major customers and third
party consumption data. In addition to Cold-EEZEold Remedy lozenges, we market and distributeri@tyaof Cold-EEZE® Cold Remed
QuickMelts® and a Cold-EEZE® Cold Remedy Oral SprayWe also manufacture, market and distribute an acgaough drop and a Vitarr
C supplement (“Organi® ”). Each of the Cold-EEZf Cold Remedy Oral Spray and QuickMekproducts, and Organi® products carr
shelflife expiration dates for which we aggregate suelw rproduct market experience data and update des saturns and allowanc
estimates accordingly. Sales allowances estimates are tracked at thefispegstomer and product line levels and are testedan annu.
historical basis, and reviewed quarterly. Additibnawe monitor current developments by customegrkaet conditions and any otl
occurrences that could affect the expected pravssielative to net sales for the period presented.

Our return policy accommodates returns for (i) digtued products, (i) store closings and (iiijogucts that have reached
exceeded their designated expiration date. Weatlémpose a period of time within which productyniee returned. All requests for produ
returns must be submitted to us for pre-approv@he main components of our returns policy arew@) will accept returns that are due
damaged product that is waleable and such return request activity fall iwitn acceptable range, (ii) we will accept retuiorsproducts thi
have reached or exceeded designated expiratios datk(iii) we will accept returns in the eventtthe discontinue a product provided that
customer will have the right to return only sucenis that it purchased directly from udVe will not accept return requests pertainin
customer inventory “Overstocking” or “Resets”. W@l only accept return requests for product is iiitended package configurationiVe
reserve the right to terminate shipment of prodaatustomers who have made unauthorized deduatimnisary to our return policy or purs
other methods of reimbursement. We compensateus®roer for authorized returns by means of a craggfiied to amounts owed or to
owed and in the case of discontinued product aisg by way of an exchange. We do not have ajif&giant product exchange history.
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We classify product returns into principally threategories, (i) nomeutine returns, (ii) obsolete product and (iiijoguct mi
realignment by certain of our customers. “Nontimmel returns are defined as product returned to us esnaequence of unanticipa
circumstances principally due to (i) retail stotesings or (ii) unexpected poor retail sell throughconsumers causing us to discontinue
product. “Obsolete” returns are defined as prodeturned to us as a consequence of product bfeeltaise by” expiration date.“ Produc
mix realignment” returns are defined as produaimretd to us due to initiatives by the trade to @igimue purchasing certain of our products.
Product mix realignment returns are generally nairémd are frequently related to discontinued ongo be discontinued products.

Our return policy accommodates returns for (i) digmued products, (ii) store closings and (iiijpgucts that have reached
exceeded designated expiration date. The followsrey summary of the change in the return provi$wrthe years ended December 31, 2
and 2012 (in thousands):

Amount
Return provision at December 31, 2( $ 1,667
Net change in the return provision Fiscal 2! (375;
Return provision at December 31, 2( 1,292
Net change in the return provision Fiscal 2! 227
Return provision at December 31, 2( $ 1519

For Fiscal 2013, 2012 and 2011, net sales of pitsduith limited shelflife and expiration dates were $4.3 million, $3.Bion and $2.(
million, respectively.

For Fiscal 2013, the return provision increased27,000. The increase in the return provision pragipally due to (i) a charge
$1.4 million, including $534,000 for products witthelflife expiration dates (obsolete returns), offset (by net returns of $1.2 millic
associated principally with Fiscal 2013 and Fig#l? received and processed during Fiscal 2013.

For Fiscal 2012, the return provision decrease#3#%6,000. The decrease in the return provisionpraeipally due to (i) a charge
$1.1 million, including $631,000 for products witlhelflife expiration dates (obsolete returns), offset (by net returns of $1.4 millic
associated principally with Fiscal 2012 and Fig@#l1 received and processed during Fiscal 2012.

A one percent deviation for these sales allowamogigions for the Fiscal 2013, 2012 and 2011 waffdct net sales by approximat
$303,000, $274,000 and $219,000, respectively.one percent deviation for cooperative incentivenpotions reserve provisions for Fis
2013, 2012 and 2011 could affect net sales by appaiely $285,000, $260,000 and $210,000, respelgtiv

Effect of Recent Accounting Pronouncements

In June 2011, the Financial Accounting Standardsr8¢‘FASB”) issued Accounting Standards Update Rl 1-05, Comprehensiy
Income (ASU Topic 220): Presentation of Comprehensncome,” (“ASU 2011-05"which amends current comprehensive income guid
This accounting update eliminates the option te@néthe components of other comprehensive incanpad of the statement of shareholder:
equity. Instead, comprehensive income must be pteden either a single continuous statement ofgrefmensive income which contains
sections, net income and other comprehensive incoma two separate but consecutive statement$) 231105 was effective for fisc
periods beginning after December 15, 2011 withyeadoption permitted. In December 2011, the FASBiesl ASU 2011-12Deferral of th
Effective Date for Amendments to the PresentatibrReclassifications of Items out of Accumulated @tHComprehensive Income
Accounting Standards Update No. 2011-0bliis accounting update stated that the specificirement to present items that are reclass
from other comprehensive income to net income amegtheir respective components of net incomeather comprehensive income will
deferred. In February 2013, the FASB issued ABW3202 ‘Reporting of Amounts Reclassified Out of Accumuta@ther Comprehensi
Income”. This accounting update requires companies to ptékereffects on the line items of net income gh#icant reclassifications out
accumulated other comprehensive income if the amloging reclassified is required under U.S. geherdcepted accounting principles tc
reclassified in its entirety to net income in tteen& reporting period. ASU 2012 is effective prospectively for fiscal years megng afte
December 15, 2012. The adoption of ASU 2023did not have a material impact on our consatiddinancial position, results of operation
cash flows.
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In July 2013, the FASB issued Accounting Stand&afgddate No. 2013-11, “Presentation of an Unrecoghizax Benefit When a N
Operating Loss Carryforward, a Similar Tax Lossadrax Credit Carryforward Exists” (“ASU 2013-11")ASU 201311 amends Accountil
Standards Codification 740, “Income Taxef"require that in certain cases, an unrecogniagcbenefit, or portion of an unrecognized
benefit, should be presented in the financial stat@s as a reduction to a deferred tax assetffiet aperating loss carryforward, a similar
loss, or a tax credit carryforward when such itaxist in the same taxing jurisdiction. The amendimiém this update are effective for fis
years, and interim periods within those years, ti@gg after December 15, 2013. Early adoption isniteed. The amendments should
applied prospectively to all unrecognized tax bi#sdat exist at the effective date, and retro8pe@pplication is permitted. We are curre
evaluating the impact, if any this update will hareour financial statements.

ltem 7A. Quantitative and Qualitative Disclosures Aout Market Risk

Like virtually all commercial enterprises, we ca@ éxposed to the risk (“market riskihat the cash flows to be received or |
relating to certain financial instruments could mp@ as a result of changes in interest rate, exggheates, commaodity prices, equity prices
other market changes.

Our operations are not subject to risks of matdaedign currency fluctuations, nor do we use daiixe financial instruments in ¢
investment practices. We place our marketable invests in instruments that meet high credit quatgndards. We do not expect mater
losses with respect to our investment portfoli@ecessive exposure to market risks associatedimtghest rates. The impact on our results
one percentage point change in shertn interest rates would not have a material impamur future earnings, fair value, or cash floelate
to investments in cash equivalents or interestiegnmarketable securities.

Current economic conditions may cause a declineuginess and consumer spending which could adyeasielct our business a
financial performance including the collection afcaunts receivables, realization of inventory aadoverability of assets.In addition, ou
business and financial performance may be advemsficted by current and future economic conditjomgluding a reduction in tl
availability of credit, financial market volatilitgnd recession.
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Item 8. Financial Statements and Supplementary Dat
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTINKERM

To the Board of Directors and Stockholders of
ProPhase Labs, Inc.

We have audited the accompanying consolidated balaheets of ProPhase Labs, Inc. and Subsidigties*Company”)as o
December 31, 2013 and 2012, and the related cdasedl statements of operations, stockhold=ysity, and cash flows for each of the yea
the three-year period ended December 31, 2013.e fifancial statements are the responsibility & ©ompany’s management.Our
responsibility is to express an opinion on thesarftial statements based on our audits.

We conducted our audits in accordance with thedstats of the Public Company Accounting OversighamBlaUnited States).Those
standards require that we plan and perform thet daodibtain reasonable assurance about whethdimtecial statements are free of mate
misstatement. The Company is not required to have, nor were vgaged to perform, an audit of its internal contreér financial reportin
Our audits included consideration of internal cohtiver financial reporting as a basis for desigradit procedures that are appropriate il
circumstances, but not for the purpose of exprgsamopinion on the effectiveness of the Compsairyternal control over financial reportii
Accordingly, we express no such opiniosn audit includes examining, on a test basis, exddesupporting the amounts and disclosures i
financial statements.An audit also includes assessing the accountingipies used and significant estimates made by geanant, as well
evaluating the overall financial statement pred@ria We believe that our audits provide a reabde basis for our opinion.

In our opinion, the financial statements referrecibove present fairly, in all material respedtg, tonsolidated financial position
ProPhase Labs, Inc. and Subsidiaries as of DeceBdh@013 and 2012, and the consolidated resultsedf operations and their cash flows
each of the years in the thrgear period ended December 31, 2013, in conformitly accounting principles generally accepted ia thitec
States of America.

/S/ EisnerAmper LLP

Iselin , New Jersey
March 27, 2014
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PROPHASE LABS, INC AND SUBSIDARIES
CONSOLIDATED BALANCE SHEETS
(in thousands, except share amounts)

ASSETS
Cash and cash equivalents (Not¢
Accounts receivable, net (Note
Inventory (Note 2
Prepaid expenses and other current assets (N
Total current asse

Property, plant and equipment, net of accumulatgtetiation
of $4,064 and $3,860, respectively (Nott
Intangible asset, licensed technology (Not

LIABILITIES AND STOCKHOLDERS' EQUITY
LIABILITIES
Accounts payabl
Accrued advertising and other allowances (Not
Other current liabilities (Note ¢
Total current liabilities

Other long term obligation (Note
Total long term liabilities

COMMITMENTS AND CONTINGENCIES (Note 5

STOCKHOLDERS' EQUITY

Common stock, $.0005 par value; authorized 50,@0,0
issued: 21,437,059 and 21,056,115 shares,atbsgg (Note 6)

Additional paic-in-capital

Accumulated defici

Treasury stock, at cost, 5,336,053 and 5,336,08R:=sh
respectively (Note ¢

See accompanying notes to consolidated financsisients
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December 31

2013 2012
$ 1,638 $ 572
5,319 5,409

2,521 2,051

1,801 2,687

11,279 10,719

2,564 2,365

3,577 3,577

$ 17,420 $ 16,661
$ 1,011 $ 1,296
2,847 2,760

766 854

4,624 4,910

200 300

200 300

11 11

43,607 42,867
(5,385 (5,790
(25,637 (25,637
12,596 11,451

$ 17,420 $ 16,661




PROPHASE LABS, INC & SUBSIDARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

Net sales (Notes 2 and 1
Cost of sales (Note :
Gross profit

Operating expense
Sales and marketir
Administrative
Research and development (Note
Settlement benefit (Note !
Total operating expen:

Income (loss) from operatiol

Interest incomt

Interest expens

Income (loss) from operations before ta

Income tax (benefit) (Note ¢
Net income (loss

Basic income (loss) per sha
Net income (loss

Diluted income (loss) per shai
Net income (loss

Weighted average common shares outstani

Basic
Diluted

(in thousands, except per share amounts)

Year Ended December 3

2013 2012 2011
$ 25,032 $ 22,406 $ 17,453
8,361 8,154 6,171
16,671 14,252 11,282
9,538 8,946 7,904
5,893 6,127 5,028
824 1,301 1,088
: (1,024 s
16,255 15,350 14,020
416 (1,098 (2,738
2 7 28
(13) - -
405 (1,091 (2,710
$ 405 $ (1,091 $ (2,710
$ 0.03 $ 0.07 $ (0.18
$ 0.03 $ (0.07 $ (0.18
15,839 14,843 14,817
16,276 14,843 14,817

See accompanying notes to consolidated financsgsients
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PROPHASE LABS, INC & SUBSIDARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY
(in thousands, except share data)

Additional  Retainec

Common Stoc Par Paic-In Earnings  Treasury
Shares Value Capital (Deficit) Stock Total
Balance at December 31, 20 14,707,61¢ 10 40,627 (1,989 (25,188 13,460
Net loss (2,710 (2,710
Shar~based compensation expel 131 131
Common stock granted pursuant to an
employment agreeme 341,254 294 294
Common stock granted pursuant to a
compensation ple 466,71C 500 500
Treasury stock purchase (Note (690,000 (449 (449
Balance at December 31, 20 14,825,58: 10 41,552 (4,699 (25,637 11,226
Net loss (1,091 (1,091
Share-based compensation expel 153 153
Common stock granted pursuant to an
employment agreeme 10,757 93 93
Common stock issued (Note 883,722 1 1,069 1,070
Balance at December 31, 20 15,720,06: 11 42,867 (5,790 (25,637 11,451
Net income 405 405
Proceeds from exercise of stock opti 25,000 27 27
Shar-based compensation expel 160 160
Common stock granted pursuant to a
compensation ple 66,470 109 109
Common stock issued (Note 289,474 - 444 444
Balance at December 31, 20 16,101,00E $ 11 $ 43,607 $ (5,385 $ (25,637 $ 12,596

See accompanying notes to consolidated financsgstents
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PROPHASE LABS, INC & SUBSIDARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Cash flows from operating activities:
Net income (loss

Adjustments to reconcile net loss to net cash piexviby (used in)

operating activities
Depreciation and amortizatic
Gain on the sale of fixed ass
Reduction of payment obligation, settlement ber
Share-based compensation expel
Changes in operating assets and liabilit
Accounts receivabl
Inventory
Prepaid expenses and other as
Accounts payabl
Accrued advertising and other allowan:
Accrued royalties and commissic
Other operating assets and liabilities,
Net cash provided by (used in) operating activi

Cash flows from investing activities:
Capital expenditure
Proceeds from the sale of fixed as:
Net cash flows used in investing activit

Cash flows from financing activities:
Proceeds from the exercise of stock opti
Proceeds from issuance of common sl
Payment of long term obligatic
Purchase of treasury sto
Net cash provided by (used in) financing activi

Net increase (decrease) in cash and cash equis
Cash and cash equivalents at beginning of
Cash and cash equivalents at end of"

Supplemental disclosures of cash flow informat
Income taxes pai
Interest paic

Common stock issued, in lieu of cash, as paymeatofued compensatic

Year Ended December 3

2013 2012 2011

$ 405 $ (1,091 $ (2,710
243 252 355

- - (28)

- (1,024 -

269 246 631

90 (2,190 1,602

(470, 637 (1,006

886 (940) (864

(285) 411 396

87 (199) (565,

- (2,100 -

(88) 269 81

1,137 (5,729 (2,108

(442) (310) (300,

- - 166

(442 (310 (134

27 - -

444 1,070 -

(100) - -

- - (449

371 1,070 (449

1,066 (4,969 (2,691

572 5,541 8,232

$ 1,638 $ 572 $ 5,541
$ -3 -3 :
$ 13 $ - $ -
$ - $ - $ 294

See accompanying notes to consolidated financsgstents
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 — ORGANIZATION AND BUSINESS

ProPhase Labs, Inc (*we”, “us” or the “Companydjganized under the laws of the State of Nevada,isanufacturer, marketer ¢
distributor of a diversified range of homeopathiti dealth products that are offered to the germmrhlic. We are also engaged in the rese
and development of potential over-the-counter (“OT@rug, natural based health products along with lempent, personal care ¢
cosmeceutical products.

Our primary business is the manufacture, distrdsytimarketing and sale of OTC cold remedy prodtetonsumers through natio
chain, regional, specialty and local retail store®ur flagship brand is Cold-EEZECold Remedy and our principal product is Cold-EEZE
Cold Remedy zinc gluconate lozenges, proven inadirstudies to reduce the duration of the commad by 42% .  In addition to Cold-
EEZE® Cold Remedy lozenges, we market and distributelopeage forms of our proprietary zinc gluconaterfolation, (i) Cold-EEZE®
Cold Remedy QuickMelt® and (ii) Cold-EEZE® Cold Remedy Oral Spray. Cold-EEZECold Remedy Oral Spray is a liquid form of
zinc gluconate formulation that is sprayed in theuth. Cold-EEZE® Cold Remedy QuickMelt® are fast dissolving tablets that are te
orally.

The Cold-EEZE® Cold Remedy QuickMelt€ product line is comprised of (i) Cold-EEZE Daytime/Nighttime QuickMelts®
(launched in Fiscal 2012) and (ii) Cold-EEZEPIus Immune Support QuickMelf8 and Cold-EEZE® Plus Immune Support + Enel

QuickMelts® (each launched in Fiscal 2013)Ve also manufacture, market and distribute orgaeigh drops and a Vitamin C supplen
(“Organix”) and perform contract manufacturing seeg of cough drop and other OTC cold remedy prisdiae third parties.

Cold-EEZE" Cold Remedy is an established product in the healte and cold remedy markeEor Fiscal 2013, 2012 and 2011,
revenues have come principally from our OTC coluedy products. For Fiscal 2013 and 2012, our net sales for eadbgevere related
markets in the United States.

On March 22, 2010, we, Phosphagenics Limited (“P&lent”), an Australian corporation, Phosphagehics (“PSI”), a Delawar
corporation and subsidiary of PSI Parent, and Rnuksaboratories, LLC (the “Joint Venture'§, Delaware limited liability company, ente
into a Limited Liability Company Agreement (the “OLAgreement”)of the Joint Venture and additional related agregméor the purpose
developing and commercializing, for worldwide distition and sale, a wide range of non-prescriptemedies using PSI| Parenproprietar
patented TPM™ technology (“TPM”"). TPM facilitates the delivery and depth of penetmatiof active molecules in pharmaceuti
nutraceutical, and other products. Pursuant td_ti@& Agreement, we and PSI each own a%(0nembership interest in the Joint Venture
Note 8).

Our business is subject to seasonal variationgltlyampacting liquidity and working capital durittie course of our fiscal year.

We use a December 31 year-end for financial repppiurposes. References herein to the fiscal year ended DeceBihe?013 she
be the term “Fiscal 2013” and references to otf@scal’ years shall mean the year, which ended eceihber 31 of the year indicated:he
term the “we”, “us: or the “Companyds used herein also refer, where appropriate,@édCttmpany, together with its subsidiaries unles

context otherwise requires.
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentatio
The consolidated financial statements (“Financtat&8nents”)nclude the accounts of the Company and its wholiyed subsidiari
and its Joint Venture, a variable interest ensge(Note 8). All intercompany transactions andrizada have been eliminated.

Seasonality of the Business

Our net sales are derived principally from our Og@ld remedy products .Currently, our sales are influenced by and subie
fluctuations in the timing of purchase and thendtie level of demand for our products which areretion of the timing, length and severit)
each cold seasonGenerally, a cold season is defined as the perickptember to March when the incidence of the comueold rises as
consequence of the change in weather and other§actVe generally experience in the third and fourthrtgrahigher levels of net sales al
with a corresponding increase in marketing and dibweg expenditures designed to promote its prtsldaring the cold seasorRevenues ar
related marketing costs are generally at their kiievels in the second quarter when consumer deémanerally declines.We track healt
and wellness trends and develop retail promotistrategies to align our production scheduling, mgey management and marketing progr
to optimize consumer purchases.

Use of Estimates

The preparation of financial statements and theormpanying notes thereto, in conformity with gengralccepted accountil
principles in the United States (“GAAP™equires management to make estimates and assasphiat affect reported amounts of asset:
liabilities and disclosure of contingent assets katllities at the date of the financial statements and repameounts of revenues and expe
during the respective reporting period&xamples include the provision for bad debt, saédgrns and allowances, inventory obsolesct
useful lives of property and equipment and intalegassets, impairment of property and equipmentirtathgible assets, income tax valuat
and assumptions related to accrued advertisiighen providing for the appropriate sales returtisyences, cash discounts and cooper.
incentive promotion costs (“Sales Allowancesie apply a uniform and consistent method for malkiedain assumptions for estimating tt
provisions. These estimates and assumptions are based oridsisexperience, current trends and other factmsmanagement believes tc
relevant at the time the financial statements aepgred. Management reviews the accounting policies, assomgtestimates and judgme
on a quarterly basis. Actual results could diffem those estimates.

Our primary product, Cold-EEZE Cold Remedy lozenges, utilizes a proprietary zincgnate formulation which has been clinic
proven to reduce the severity and duration of commald symptoms. Factors considered in estimating the appropriakessaturns ar
allowances for this product include it being (i)uaique product with limited competitors, (ii) contigely priced, (iii) promoted, (iv
unaffected for remaining shelf-life as there isproduct expiration date and (v) monitored for inwen levels at major customers and third
party consumption data. In addition to Cold-EEZEold Remedy lozenges, we market and distributeriatyaof Cold-EEZE® Cold Remed
QuickMelts® and a Cold-EEZE® Cold Remedy Oral SprayWe also manufacture, market and distribute an éegaough drop and a Vitarr
C supplement (“Organi® ”). Each of the Cold-EEZ Cold Remedy Oral Spray and QuickMettgroducts, and Organik products carr
shelflife expiration dates for which we aggregate suelwmproduct market experience data and update das saturns and allowanc
estimates accordingly.Sales allowances estimates are tracked at thefispegstomer and product line levels and are testedan annu
historical basis, and reviewed quarterly. Additibnawe monitor current developments by customegrkat conditions and any otl
occurrences that could affect the expected pravisielative to net sales for the period presented.

Cash Equivalents
We consider all highly liquid investments with anitial maturity of three months or less at the tiaigourchase to be cash equivale

Cash equivalents include cash on hand and moniestied in money market funds. The carrying amoppt@imates the fair market va
due to the short-term maturity of these investments
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Inventory
Inventory is valued at the lower of cost, deterrditoa a first-in, first-out basis (FIFO), or marketnventory items are analyzed

determine cost and the market value and appropviaiigation adjustments are established. At Decerier2013 and 2012 the financ
statements include adjustments to reduce inveritorgxcess or obsolete inventory of $ 635,000 a@®®& 000 , respectively. At Decembe
31, 2013 and 2012, inventory included raw matevialk in progress and packaging amounts of $ 1l6omiand $ 1.0million, respectively
and finished goods of $ 958,000 and $ 1.0 millrespectively.

Property, Plant and Equipme
Property, plant and equipment are recorded at c&¥e use the straighine method in computing depreciation for finanaiapborting
purposes. The depreciation expense is computadciordance with the estimated asset lives (see 8jot

Concentration of Risks

Future revenues, costs, margins and profits wittiooie to be influenced by our ability to maintaar manufacturing availability a
capacity together with our marketing and distribaticapabilities and the requirements associated thi¢ development of OTC and ot
personal care products in order to continue to @impn a national and/or international level.

Our business is subject to federal and state ladsregulations adopted for the health and safetysefs of our products. Our O
cold remedy products are subject to regulationsvdnyous federal, state and local agencies, inctydive Food and Drug Administrati
(“FDA") and, as applicable, the Homeopathic Pharopaeia of the United States.

Financial instruments that potentially subject aisignificant concentrations of credit risk congisincipally of cash investments ¢
trade accounts receivable.

We maintain cash and cash equivalents with centsjor financial institutions. As of December 31,1300ur cash was $ 1rillion
and our bank balance was $ 1.8 million. Of theltotak balance, $ 554,000 was covered by federasi®ory insurance and $ 1nfillion was
uninsured.

Trade accounts receivable potentially subjectsousredit risk. We extend credit to our customers based upon aluaiean of the
customer’s financial condition and credit historydagenerally we do not require collateralDur broad range of customers includes n
national chain, regional, specialty and local tettires (see Note 11)During Fiscal 2013, 2012 and 2011, effectivelyddlbur net revenur
were related to domestic markets.

Our revenues are principally generated from the sAlOTC cold remedy products which approximate@@®€5 % and 956 of tota
revenues for Fiscal 2013, 2012 and 2011, respégtivA significant portion of our business is highly seaal, which causes major variati
in operating results from quarter to quartérhe third and fourth quarters generally represeatargest sales volume for the OTC cold ren
products.

Raw materials used in the production of the proslace available from numerous sourceSertain raw material active ingredie
used in connection with Cold-EEZE Cold Remedy products are purchased from a singdfiliated supplier. Should the relationsh
terminate or the vendor become unable supply nadtesie believe that the current contingency plarmildr prevent a termination frc
materially affecting our operationsHowever, if the relationship was terminated, thex@y be delays in production of our products um
acceptable replacement supplier is located.
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Long-lived Assets
We review the carrying value of our lotiged assets with definite lives whenever eventstanges in circumstances indicate tha

carrying amount of the assets may not be recoveraldithen indicators of impairment exist, we determirteether the estimated undiscour
sum of the future cash flows of such assets istless their carrying amountslf less, an impairment loss is recognized in theant, if any
by which the carrying amount of such assets exctwesls respective fair valuesThe determination of fair value is based on quateake
prices in active markets, if available, or indepamtdappraisals; sales price negotiations; or ptejefuture cash flows discounted at a
determined by management to be commensurate witbuminess risk. The estimation of fair value utilizing discountemtdcasted cash floy
includes significant judgments regarding assumpgtiohrevenue, operating and marketing costs; geliind administrative expenses; inte
rates; property and equipment additions and re#res) industry competition; and general economid buasiness conditions, among o
factors.

Fair value is based on the prices that would beived to sell an asset or paid to transfer a lighih an orderly transaction betwe
market participants at the measurement date. Ierdaincrease consistency and comparability in falue measurements, a thites- fair
value hierarchy prioritizes the inputs used to measair value. These tiers include: Level 1, defiras observable inputs such as quoted |
in active markets; Level 2, defined as inputs othan quoted prices in active markets that areeilirectly or indirectly observable; and Le
3, defined as unobservable inputs for which littleno market data exists, therefore requiring aityeto develop its own assumptions.

Revenue Recognitic

Sales are recognized at the time ownership is feemesl to the customer.Revenue is reduced for trade promotions, estimsdéel
returns, cash discounts and other allowances isdahee period as the related sales are recordeanaie estimates of potential future proc
returns and other allowances related to currenbgerevenue. We analyze historical returns, curtemds, and changes in customer
consumer demand when evaluating the adequacy sBtbe returns and other allowances.

Our return policy accommodates returns for (i) digtwued products, (i) store closings and (iiijogucts that have reached
exceeded their designated expiration date. Weatlémpose a period of time within which productyniee returned. All requests for produ
returns must be submitted to us for pre-approv@he main components of our returns policy arew@) will accept returns that are due
damaged product that is waleable and such return request activity fall iwitm acceptable range, (i) we will accept retuiorsproducts thi
have reached or exceeded designated expiratios datk(iii) we will accept returns in the eventtthe discontinue a product provided that
customer will have the right to return only sucenis that it purchased directly from udVe will not accept return requests pertainin
customer inventory “Overstocking” or “Resets”. W@l only accept return requests for product is iiitended package configurationiVe
reserve the right to terminate shipment of prodaatustomers who have made unauthorized deduatimnisary to our return policy or purs
other methods of reimbursement. We compensateus®roer for authorized returns by means of a crggfiied to amounts owed or to
owed and in the case of discontinued product aisg by way of an exchange. We do not have ajifgiant product exchange history.

As of December 31, 2013 and December 31, 2012, nekided a provision for sales allowances of $ 128,6nd $ 109,000
respectively, which are reported as a reductioacmunt receivables Additionally, accrued advertising and other alloses as of Decemt
31, 2013 include $ 1.5 million for estimated futsades returns and $ 1.3 million for cooperativeetive promotion costs.As of Decembe
31, 2012, accrued advertising and other allowaivesde $ 1.3 million for estimated future saleturas and $ 1.3nillion for cooperativ
incentive promotion costs.

Shipping and Handling
Product sales carry shipping and handling chargetheé purchaser, included as part of the invoicedep which is classified .
revenue. In all cases, costs related to thisme¥are recorded in cost of sales.
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Stock Compensation

We recognize all shafgased payments to employees and directors, ingugliants of stock options, as compensation expiente
financial statements based on their fair valuésir values of stock options are determined thrahghuse of the Blackcholes option pricir
model. The compensation cost is recognized as an expemsettte requisite service period of the award, Whisually coincides with tl
vesting period.

Stock and stock options for purchase of our commstmtk, $ 0.0005 par value, (“Common Stockidve been granted to b
employees and non-employees pursuant to the tefwertain agreements and stock option plans (sde Blo Stock options are exercisa
during a period determined by us, but in no evaterlthan ten years from the date grantdd.Fiscal 2013, 2012 and 2011, we charge
operations $269,000, $246,000 and $631,000, respbgtfor sharebased compensation expense for the aggregatediaie wf stock gran
issued and vested stock options earned.

Variable Interest Entity
The Joint Venture, of which we own a 50 % membershierest, qualifies as a variable interest enfitylIE”) and we hav
consolidated the Joint Venture beginning with tharter ended March 31, 2010 (see Note 8).

Advertising and Incentive Promotio

Advertising and incentive promotion costs are espenwithin the period in which they are utilizeddwrtising and incenti
promotion expense is comprised of media advertjgingsented as part of sales and marketing expeoepgrative incentive promotions
coupon program expenses, which are accounted fpadsof net sales; and free product, which is anted for as part of cost of sales.
Advertising and incentive promotion costs incurfed Fiscal 2013, 2012 and 2011 were $ 10.8 millin10.2 million, and $ 8.8&nillion,
respectively. Included in prepaid expenses ah@roturrent assets was $ 1.3 million and $rRiltion at December 31, 2013 and 2C
respectively, relating to prepaid deposits for atising and promotion programs scheduled princypfdt the first quarter of Fiscal 2014 ¢
2013, respectively.

Research and Developme

Research and development costs are charged totiopsrin the period incurred Expenditures for Fiscal 2013, 2012 and 2011 w
824,000 , $ 1.3 million and $ 1.1 million, respeety. For Fiscal 2013, Fiscal 2012 and Fiscal 2011, rebeand development costs
related principally to new product developmentiatives and costs associated with OTC cold remedgyzts.

Income Taxe

We utilize the asset and liability approach whigyuires the recognition of deferred tax assets latnilities for the future ta
consequences of events that have been recognized financial statements or tax returns. In edfiingafuture tax consequences, we gene
consider all expected future events other thantererds of changes in the tax law or rateBntil sufficient taxable income to offset
temporary timing differences attributable to opiersd and the tax deductions attributable to optiearrant and stock activities are assure
valuation allowance equaling the total net cureard non-current deferred tax asset is being provisee Note 9).

We utilize a two-step approach to recognizing arghsaring uncertain tax positionsthe first step is to evaluate the tax positior
recognition by determining if the weight of availevidence indicates that it is more likely than tihat the position will be sustained on at
including resolution of related appeals or litigatiprocesses, if any. The second step is to me#seitax benefit as the largest amount whi
more than fifty percent likely of being realizedaupultimate settlement. Any interest or penaltielated to uncertain tax positions will
recorded as interest or administrative expenspentively.

The major jurisdiction for which we file income teaturns is the United States . The Internal RaeeService (“IRS"has examine
our then tax year ended September 30, 2005 anchads no changes to the filed tax returnghe tax years 2006 and forward remain op
examination by the IRS.The tax years 2004 and forward remain open to exation by the various state taxing authorities tocl we ar
subject.
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Fair Value of Financial Instrumen

Cash and cash equivalents, accounts receivableyatscpayable and long term obligations are redtbdt the Financial Statement:
carrying value which approximates fair value beeanfsthe short-term maturity of these instrumenBetermination of the fair value of rela
party payables, if any, is not practicable duehtairtrelated party nature.

Recently Issued Accounting Stande

In June 2011, the Financial Accounting Standardsr8¢‘FASB”) issued Accounting Standards Update Rl 1-05, Comprehensiy
Income (ASU Topic 220): Presentation of Comprehensncome,” (“ASU 2011-05"which amends current comprehensive income guid
This accounting update eliminates the option te@néthe components of other comprehensive incenpai of the statement of shareholder:
equity. Instead, comprehensive income must be pteden either a single continuous statement ofprefmensive income which contains
sections, net income and other comprehensive incomi two separate but consecutive statementd) 281105 was effective for fisc
periods beginning after December 15, 2011 withyeadoption permitted. In December 2011, the FASBiesl ASU 2011-12Deferral of th
Effective Date for Amendments to the PresentatibrReclassifications of Items out of Accumulated &@thComprehensive Income
Accounting Standards Update No. 2011-0Bkis accounting update stated that the specificirement to present items that are reclass
from other comprehensive income to net income aimggtheir respective components of net incomeathdr comprehensive income will
deferred. In February 2013, the FASB issued ABW3202 ‘Reporting of Amounts Reclassified Out of Accumutat@ther Comprehensi
Income”. This accounting update requires companies to ptelsereffects on the line items of net income gh#icant reclassifications out
accumulated other comprehensive income if the amoeing reclassified is required under U.S. geheradcepted accounting principles tc
reclassified in its entirety to net income in tteem& reporting period. ASU 2012 is effective prospectively for fiscal years redng afte
December 15, 2012. The adoption of ASU 2023did not have a material impact on our consatiddinancial position, results of operation
cash flows.

In July 2013, the FASB issued Accounting Standafddate No. 2013-11,Presentation of an Unrecognized Tax Benefit Whélet
Operating Loss Carryforward, a Similar Tax Lossadrax Credit Carryforward Exists” (“ASU 2013-11")ASU 201311 amends Accountil
Standards Codification 740, “Income Taxe®’require that in certain cases, an unrecogniagdenefit, or portion of an unrecognized
benefit, should be presented in the financial stat@s as a reduction to a deferred tax assetffiet aperating loss carryforward, a similar
loss, or a tax credit carryforward when such itexist in the same taxing jurisdiction. The amendimiém this update are effective for fis
years, and interim periods within those years, ti@gg after December 15, 2013. Early adoption isniéeed. The amendments should
applied prospectively to all unrecognized tax bisdhat exist at the effective date, and retroSpe@pplication is permitted. We are curre
evaluating the impact, if any this update will hareour financial statements.
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NOTE 3 — PROPERTY, PLANT AND EQUIPMENT
The components of property and equipment are &safsl(in thousands):

December 31

2013 2012 Estimated Useful Lif
Land $ 504 $ 504
Buildings and improvemen 2,852 2,597 10- 39 year:
Machinery and equipme 2,812 2,771 3- 7 years
Computer softwar 271 164 3 years
Furniture and fixture 189 189 5 years
6,628 6,225

Less: Accumulated depreciati 4,064 3,860

$ 2,564 $ 2,365

Depreciation expense for Fiscal 2013, 2012 and 2¢44$ 243,000 , $ 252,000, and $ 355,000 , réisple
NOTE 4 — OTHER CURRENT LIABILITIES

At December 31, 2013 and 2012, other current ligdsl include $ 350,000 and $ 548,000espectively, related to accn
compensation.

NOTE 5 - COMMITMENTS AND CONTINGENCIES

Employment Agreemer

On November 8, 2011, we entered into new employragreements, effective as of January 1, 2012, @dtth of Mr. Ted Karkus a
Mr. Robert Cuddihy (the “Employment Agreements”yhe Employment Agreements supersede the employaggeements of Mr. Karkus a
Mr. Cuddihy, dated August 19, 2009, that had beemeduled to terminate on July 15, 2012. The scleedtérmination dates of t
Employment Agreements is July 15, 2015, which iee¢hyears following the scheduled expiration da&tefsrth in the executivesormel
employment agreements.

Under his new employment agreement with the ComplsinyKarkus agreed to an annual base salary af30®0as Chief Executiv
Officer. Under the terms of his former employmegreement with the Company, as amended, Mr. Karkas @ntitled to annual be
compensation of $ 750,000 , consisting of a $ 8IDkGse salary and $150,000 in stock based compenshtio Karkus is eligible to recei
an annual increase in base salary and may be avard®nus in the sole discretion of the Compensdaliommittee and also will rece
regular benefits routinely provided to other semirecutives of the Company.

Under his new employment agreement with the ComplsinyCuddihy agreed to an annual base salary38®000as Chief Financii
Officer and Chief Operating Officer. Under the termf his former employment agreement with the Camgpas the Compang’ Chie
Operating Officer, Mr. Cuddihy was entitled to anhbase compensation of $ 325,000 , consisting®R&5,000base salary and $50,00(
stock based compensation. Mr. Cuddihy is eligiblesteive an annual increase in base salary andmawarded a bonus in the sole discrt
of the Compensation Committee and also will recedgrilar benefits routinely provided to other semixecutives of the Company.
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NOTE 5 - COMMITMENTS AND CONTINGENCIES (CONTINUED)

Each executive is subject to nooampetition restrictions for up to a period of eitfsix (6) months or eighteen (18) months follov
termination of employment depending on the natdrén® termination. Each executive is also eligitdea gross up payment in the event
any amounts payable under the agreements (or &ey plan, program, policy or arrangement with tleenPany) become subject to the ex
tax imposed by Section 4999 of the Internal ReveDoede.

The Employment Agreements also provide for paymapts certain terminations and change in controebts to ensure that th

work to secure the best outcome for stockholdetkarevent of a possible change in control, evémileans that they lose their jobs as a re

Under the Employment Agreements, in the event e@fténmination by the Company of the employment of Karkus or Mr. Cuddihy witho

cause or due to a voluntary resignation by eitlxecetive with Good Reason (as defined in the agesds), each executive will be paid a It

sum severance payment in cash equal to the grefatd) the amount equal to eighteen (18) monthelsdary or (B) the amount equal to
his base salary for the remainder of the term #wifagreement had not been terminated.

Additionally, each executive is entitled to receavdump sum severance payment in cash equal tgrdeger of A or B, if he, with
twenty four (24) months of a Change in Control ¢&dined in the agreements) of the Company, is temted without cause or due t
voluntary resignation by him with Good Reason (engd in the agreements). Each executive maysticipate at Company expense ir
medical and dental plans for the remainder of grentof his employment agreement in the event theagamy terminates the employm
agreement for any reason, except for the Compgatgymination for Cause (as defined in the agreéshem a voluntary resignation by F
without Good Reason (as defined in the agreements).

Settlement Agreement

In November 2004 we commenced an action against hGodfrey, Nancy Jane Godfrey, and Godfrey Sgeand Design, In
(together the “Godfreys”) for injunctive relief ragling the ownership of the Cold-EEZEtrademark., The Godfreys subsequently asse
against us counterclaims and sought monetary dasreug injunctive and declaratory relief relativethe Cold-EEZE® trademark and oth
intellectual property.

On December 20, 2012, we and the Godfreys, inctuttie Estate of Nancy Jane Godfrey, entered irbetdlement Agreement a
Mutual General Release (the “Settlement Agreememiiysuant to which we resolved all disputes, inaigdclaims asserted by us
counterclaims asserted against us in the actidPursuant to the terms of the Settlement Agreemveaitpaid the Godfreys $ 2rillion in
December 2012 and we agreed to make four additemalial payments of $ 100,000 due in December df eathe next four years. Eact
annual payment in the amount of $100,000 will aednierest at the per annum rate of 3.25 %. Treednnual installment of $ 100,0@0us
accrued interest of $ 13,00@s paid in December 2013. Under the Settlemenedrgent, the Godfreys assigned, transferred andegedt
us all of their right, title, and interest in U.®ademark Registration No. 1,838,542 for the traaidnCold-EEZE® , among other intellectu
property associated with such trademark. As alre$the Settlement Agreement, we realized $nillon benefit due to the reduction of -
previously recorded accrued royalties and commissigligation of $ 3.5 million. At December 31, 2013, other current liabilities arde
long term obligation include $ 100,000 and $ 200,0fespectively, for the three remaining annusiatment payments.

PROPHASE LABS, INC.(formerly THE QUIGLEY CORPORAIIVS. GUY QUIGLEY, GARY QUIGLEY, SCANDA SYSTEMS EM
SCANDA SYSTEMS LTD, CHILESHA HOLDINGS LTD, KEVIIDOBRN, INNERLIGHT HOLDINGS, INC., GEORGE LONGO, GRM
BRANDON AND PACIFIC RIM PHARMACEUTICALS L'

On August 23, 2010, we initiated an action in theu@ of Common Pleas of Bucks County, Pennsylvaiial Action No. 2010-
08227. This action is against certain former officersl @irectors of the Company, including a sharehollat beneficially owns approximat:
17.4% of our Common Stock, and against certain thindiggg The Company has asserted claims arising,femnong other things, a variety
transactions and payments previously made or ahiate by the Company.The transactions and events that are the subjabisfitigatior
occurred prior to June 2009 and the installatiorthef current board of directorsWe are seeking recovery of monetary damages ara
relief. Pre-trial discovery is on-going at this &rand a date certain for trial has been orderedune 9, 2014.At this time, no prediction as
the outcome of this action can be made.
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NOTE 5 - COMMITMENTS AND CONTINGENCIES (CONTINUED)

GUY QUIGLEY VS. TED KARKUS, ROBERT V. CUDDIHY, NRRK BURNETT, MARK LEVENTHAL, MARK FRANK, LOUIEGKEL
MD, JAMES McCUBBIN AND PROPHASE LABS, INC. AS A NN2 DEFENDANT

We were named as a nominal defendant in a purpaléedative complaint filed on February 2, 2012 $igckholder and form
director and Chief Executive Officer Guy Quigleythe Court of Common Pleas of Philadelphia CouRBnnsylvania (No. 111200409). -
complaint also names as a defendant each of oactdis and executive officers. Among other thirtgs, suit alleges various breache
fiduciary and other duties, and seeks recoverynspacified damages and other relié?rior to filing this complaint, the plaintiff apgld to th
same court for permission to take ma@mplaint discovery on the basis that the plaingffuired such discovery in order to assert claifing
court denied the plaintiff's request. We believe lawsuit is without merit and intend to vigorouslgfend against it. On April 5, 2013, th
court entered an order allowing limited gre discovery limited to demand futility and phiff adequacy issues, which was completed by
12, 2013. We filed a motion to dismiss on July 26, 2013 omdad futility and plaintiff adequacy issues. On Asg26, 2013 the court he:
oral arguments regarding the Companyiotion for summary judgment and dismissal withjytice. The court stayed any additional discc
until the court rules on our motion to dismiss wéthd our motion is currently pending with the court this time, no prediction as to 1
outcome of this action can be made.

As noted above, we previously commenced litigatigainst the plaintiff, Guy Quigley, and other pastin August 2010 in the Buc
County Court of Common Pleas, Pennsylvania (No0208227). The August 2010 action remains pending.

PROPHASE LABS, INC.(formerly THE QUIGLEY CORPORATI(VS. GUY QUIGLEY, KARIBA HOLDINGS, LIMITED, WEM
QUIGLEY, GARY QUIGLEY, FRANCES QUIGLEY (A/K/A FRENCBOSTON) AND JOSEPHINE QUIGLEY (A/K/A JOSEPI
GLEESON)

On July 19, 2012, we initiated an action in the €af Common Pleas of Bucks County, Pennsylvani€afiba Complaint”) No.
2011-09815) . The Karib&omplaint names as defendants (i) a former offived director of the Company, who is a shareholte
beneficially owns approximately 17% of our Common Stock, (ii) certain family membefssuch former officer and director, some of wt
are former employees of the Company, and (iii)aiprthird parties. The Company has asserted claims arising from, anotimgr things,
variety of transactions and payments previously enadentered into by the Company. The Ka@manplaint asserts additional claims
previously asserted in the action ProPhase Uabs(formerly The Quigley Corporation) vs. Guy Quigley, Gary Quigl&canda Syster
Limited, Scanda Systems LTD, Chilesha Holdings LKByin Brogan, Innerlight Holdings, Inc., Georgengwn, Graham Brandon, Pacific F
Pharmaceuticals LTD and John Doe Defendants (N&O-B8227). All of the transactions and eventd #ra the subject of thKaribe
Complaint occurred prior to June 2009 and the lladan of the current board of directors. We aeeking recovery of monetary damages
other relief. Pre-trial discovery is on-going andhas time, no prediction as to the outcome of #gtion can be made.

GARYQUIGLEY VS. EAST BAY MANAGEMENT, INC., TED KARKNB 80HN DOE 1

East Bay Management, Inc., Ted Karkus and JohnIDwere named as defendants in a purported comfilgidton June 10, 2013
Gary Quigley, the brother of our stockholder andrfer director and Chief Executive Officer Guy Qeiglin the Court of Common Pleas
Philadelphia County, Pennsylvania (No. 2013-04398f suit alleges five causes of action againstdéfendants, including the Compasgiy’
Chief Executive Officer, for (i) fraud, (ii) convaon, (iii) unjust enrichment, (iv) conspiracy af\j piercing the corporate veil.On July 1C
2013, Mr. Karkus removed the case to the UnitedeSt®istrict Court for Eastern Pennsylvani@®n August 16, 2013, Mr. Karkus filec
Motion to Dismiss for Failure to State a Claim. r.Nbary Quigley responded to the motion to dismis®n January 7, 2014, the court he
oral arguments regarding the motion to dismisse ddurt stayed any additional discovery until tbart rules on the motion to dismiss and
motion is currently pending with the court. Aisthime, no prediction as to the outcome of thigoaccan be made.

On January 15, 2014, our Board of Directors, witltba presence of Ted Karkus, voted to indemnify Karkus and pay the expen
incurred by him in connection with this legal matteThis action has been and will continue to be vigstp defended by Mr. Karkus, w
denies any wrongdoing.
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THE ESTATE OF JOSEPHINE QUIGLEY AND KARIBA HOLDINGSITED VS. EAST BAY MANAGEMENT, INC., TED KARKSSOT
STRADY AND JOHN DOE

East Bay Management, Inc., Ted Karkus, Scott Sty John Doe were named as defendants in a pedpodmplaint filed o
August 9, 2013 by the Estate of Josephine Quidgheymother of our stockholder and former directut &hief Executive Officer Guy Quigle
and Kariba Holdings Limited (see Kariba Compliahb@e) in the Court of Common Pleas of Philadelgbiaunty, Pennsylvania (No. 2013-
006131).Guy Quigley, our stockholder, former director artiie® Executive Officer of the Company, filed thisite as Executor of the Estate
Josephine Quigley and as a representative of Kaditldings. The suit alleges five causes of action againstdiéfendants, including t
Company'’s Chief Executive Officer, for (i) fraudi) conversion, (iii) unjust enrichment, (iv) congy and (v) piercing the corporate veiDn
September 23, 2013, Mr. Karkus removed the caseetdnited States District Court for Eastern Pelwasya. On September 23, 2013, |
Karkus filed a Motion to Dismiss for Failure to &ta Claim. Thestate of Josephine Quigley and Kariba Holdingsitdchresponded to t
motion to dismiss. On January 7, 2014, the couardh@ral arguments regarding the motion for disatis§he court stayed any additio
discovery until the court rules on the motion fesndissal and the motion is currently pending with tourt. At this time, no prediction as
the outcome of this action can be made.

On January 15, 2014, our Board of Directors, withtbe presence of Ted Karkus, voted to indemnify Karkus and pay the expen
incurred by him in connection with this legal matteThis action has been and will continue to be vigetp defended by Mr. Karkus, w
denies any wrongdoing.

Other Litigation
In the normal course of our business, we are naasedkefendant in legal proceedingh.is our policy to vigorously defend litigati

and/or enter into settlements of claims where mameagnt deems appropriate.

Future Obligations
We have approximate future obligations over the figg years as follows (in thousands):

Employment Settlemen

Year Contracts Agreemen Total

2014 $ 1,025 $ 100 $ 1,125
2015 555 100 655
2016 z 100 100
2017 - - -
2018 = > =
Total $ 1,580 $ 300 $ 1,880

NOTE 6 — STOCKHOLDERS’ EQUITY AND STOCK COMPENSATIO N

Stockholder Rights Plan

On September 8, 1998, our Board of Directors dedlardividend distribution of Common Stock Purchagghts (each individually,
“Right” and collectively, the “Rights”payable to the stockholders of record on Septe@bet 998, thereby creating a Stockholder Righta
(the “Rights Agreement”). The Plan was amendddctfie May 23, 2008 and further amended effecégust 18, 2009. The Right
Agreement, as amended, provides that each Rightesnthe stockholder of record to purchase from @ompany that number of comn
shares having a combined market value equal totimwes the Rights exercise price of $ 45 The Rights are not exercisable until
distribution date, which will be the earlier of algic announcement that a person or group of aféiti or associated persons has acquire 15
or more of the outstanding common shares, or thhewmement of an intention by a similarly conséitlparty to make a tender or exche
offer resulting in the ownership of 15 % or moretoé outstanding common shares. The dividendhweffect of giving the stockholder58
% discount on the share’s current market valuesf@rcising such right.In the event of a cashless exercise of the Rigid,the acquirer h,
acquired less than 50 % beneficial ownership of@bmpany, a stockholder may exchange one Rightrfiercommon share of the Company.
The Rights Agreement, as amended, includes a pooavimursuant to which our Board of Directors marapt from the provisions of t
Rights Agreement an offer for all outstanding shasé our Common Stock that the directors deterninbe fair and not inadequate ani
otherwise be in the best interests of the Compauayits stockholders, after receiving advice frone @n more investment banking firms. -
expiration date of the Rights Agreement, as amendegeptember 25, 2018.
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NOTE 6 — STOCKHOLDERS’ EQUITY AND STOCK COMPENSATIO N (CONTINUED)

Equity Line of Credi

On November 21, 2012, we entered into the equitg bf credit agreement (such arrangement, the tizdune”) with Dutches
Opportunity Fund II, LP (“Dutchess”) whereby Dutssecommitted to purchase, subject to certain otisnis and conditions, up 500,00
shares of our Common Stock, over a period of 36th®from the first trading day following the effa@ness of the registration statern
registering the resale of shares purchased by Bs$chursuant to the Equity LineOn November 26, 2012, we filed a registration stete
with Securities and Exchange Commission (“SEC"ydgister for sale for up to 2,500,080ares of our Common Stock and the registr
statement was deemed effective by the SEC on Dezrebd}) 2012.

We may draw on the facility from time to time, asglavhen we determine appropriate in accordance tvéhterms and conditions
the Equity Line. The maximum amount that we argtled to put to Dutchess in any one draw dowriaeois the greater of (i) 50% of the
average daily volume of our Common Stock tradedhenNASDAQ Global Market for the one (1) tradingydaior to the date of delivery
the applicable draw down notice, multiplied by thesing price for such trading day, or (ii) $ 25200

The purchase price under the Equity Line is satimgty-five percent ( 986) of the lowest daily volume weighted average ¢
(VWAP) of our Common Stock during the five (5) censative trading day period beginning on the datdedfvery of the applicable draw do
notice. We have the right to withdraw all or any portionasfy put, except that portion of the put that Hasaaly been sold to a third pa
including any portion of a put that is below thenmium acceptable price set forth on the put notiegore the closing. In the event Dutche
receives more than a five percent %% return on the net sales for a specific put, Bess must remit such excess proceeds to us; howa
the event Dutchess receives less than a five pet&¥h) return on the net sales for a specific put Dessthas the right to use any such e»
proceeds to off-set against the aggregated deficiteeds.

There are put restrictions applied on days betwierdraw down notice date and the closing date wgipect to that particular put.
During such time, we are not allowed to delivertaeo draw down notice.Iln addition, Dutchess is not obligated to purchstsares if its toti
number of shares beneficially held at that time f@xceed 9.99% of the number of shares of our Common Stock &erakned in accordan
with Rule 13d-1(j) of the Securities Exchange Ati®34, as amendedIn addition, we are not permitted to draw on thality unless there
an effective registration statement to cover tisalesof the shares.

I n December 2012, we sold an aggregate of 883Ha&s of Common Stock to Dutchess under and mirsughe Equity Line We
derived approximately $ 1.1 million in net procedld®ugh the usage of the Equity Line of which weaived $ 839,000f such proceeds pri
to December 31, 2012 and we have included in rabée the balance of $ 230,088ich we received on January 4, 2013. In March 28
December 2013, we sold an aggregate of 125,000 6#d 74shares of our Common Stock, respectively, undempamsiuant to the Equity Lil
and derived net proceeds of $ 195,000 and $ 25Q,088pectively. We have included in receival#iez50,000derived from the Decemt
2013 sale of shares; we received the proceedsrmarada8, 2014. The sales of the shares undeEdjity Linewere deemed to be exer
from registration under the Securities Act of 1988 amended in reliance upon Section 4(2) (or Reigul D promulgated thereunder).

During the period January 1, 2014 through to Felyr@&, 2014, we sold an aggregate of 559 8i&es of Common Stock to Dutck
under and pursuant to the Equity Line and derivetdonoceeds of approximately $ 947,000 .

At March 25, 2014, we have 767,48Bares of our Common Stock available for sale uatdiscretion, under the terms of the Eq
Line and covered pursuant to a registration statéme
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NOTE 6 — STOCKHOLDERS’ EQUITY AND STOCK COMPENSATIO N (CONTINUED)

T he 1997 Option Plan

On December 2, 1997, our Board of Directors apptaaeStock Option Plan (the “1997 Planiyhich was amended in 2005,
provided for the granting of up to 4.5 million skarof Common Stock.Under the 1997 Plan, we were permitted to grariboptto employee
officers or directors of the Company at variablecpatages of the market value of stock at the dfaggant. No incentive stock option could
exercisable more than ten years after the dateaott @r five years after the date of grant wheeeitidividual owns more than ten percent ol
total combined voting power of all classes of stocRtockholders approved the 1997 Plan in FisB8B1 No options were granted under
Plan during Fiscal 2013, 2012 or 2011.

At December 31, 2013, we are precluded from issamgadditional options or grants in the futureemtthe 1997 Plan pursuant to
terms of the plan document. Options previousgnggd continue to be available for exercise attamg prior to such optiongespectiv
expiration dates, but in no event later than tesrydérom the date granted. At December 31, 26183¢ are 67,000ptions outstanding wi
various expiration dates ranging from October 2thtdugh December 2015, depending upon the dateaot.g

T he 2010 Equity Compensation Plan

On May 5, 2010, our shareholders approved the Zuity Compensation Plan which was subsequentlyndet restated a
approved by our shareholders on April 24, 2011 fanther amended and approved by shareholders on6y1a@13 (the “2010 Plan”).The
2010 Plan provides that the total number of shafédommon Stock that may be issued under the 20di®iB equal to 1.@illion shares plL
up to 900,000 shares that are authorized for isgibat unissued under the 1997 Plan for an aggrerfad®.5 million shares.The 1997 Pla
expired on December 2, 2007 and no additional asvardy be made . As of December 31, 2013, 1,481g7he options issued under
1997 Plan prior to December 2007 expired unexaloisewere terminated.As a consequence, these shares are deemed and ranssue
which up to a maximum of 900,000 shares becamdadbaifor issuance under the 2010 Plan and theineémga581,7500ptions are deem
cancelled.

Stock Options
All of the Company’s employees, including employad® are officers or members of the Board are lakgio participate in th201(

Plan . Consultants and advisors who perform sesvior the Company are also eligible to parti@patthe 2010 Plan .For Fiscal 2013, 20:
and 2011, we granted, 420,500 , 15,000 and 22®p06ns, respectively, to employees to acquire@ammon Stock pursuant to the term
2010 Plan. Presented below is a summary of tinestef the grant of options:

Year Ended December 3

2013 2012 2011
Number of options grante 420,50C 15,000 220,00C
Vesting perioc 2 - 3 years 3 years 4 years
Maximum term of option from date of gre 6 - 7 years 7 years 7 years
Exercise price per sha $1.48- $1.65 $1.36 $0.87-$1.17
Weighted average fair value per share of
options granted during the ye $0.56 $0.85 $0.58

We used the Blackcholes option pricing model during Fiscal 201312@nd 2011 to determine the fair value of thekstaations ¢
the date of grant. Based upon our limited histdrexperience, we estimated approximately, 33@ffe options granted in Fiscal 2011 r
ultimately be forfeited and no options grantedriscal 2013 and 2012 are estimated to be forfeitedditionally, we determined the expec
term of the stock option grants to be a range betw&75 to 6.5 years, calculated using the “singalif method in accordance with the S
Staff Accounting Bulletin 110. We use the “sinfigld” method since we changed the vesting terms, tatnesd and the recipients of «
stock options beginning in Fiscal 2010 such thatb&ieve our historical data does not provide @awoeable basis upon which to estin
expected term.
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NOTE 6 — STOCKHOLDERS’ EQUITY AND STOCK COMPENSATIO N (CONTINUED)
Presented below is a summary of assumptions usgetémmining the fair value of the stock optionshat date of grant:

Year Ended December 2

2013 2012 2011
Expected option lif¢ 3.75- 4.5 year: 4.5 years 4.75 year:
Weighted average risk free r¢ 0.36% 0.75% 1.28%
Dividend yield 0% 0 % 0%
Expected volatility 47.33%- 82.09 % 83.06 % 75.84%- 78.62%

The fair value of the stock options at the timehef grant in Fiscal 2013, 2012 and 2011 was apprataly $ 237,000 , $ 13,0GMd ¢
127,000 , respectivelyEach of the stock options granted were subjecesting such that the fair value of the stock oggtigranted is charg
to operations over the vesting period. For Fig@l3, 2012 and 2011, we charged to operations0$0@6 , $ 153,000 and $ 131,000
respectively, for share-based compensation exdensiee aggregate fair value of the vested stodloop earned.

At December 31, 2013, of the options granted icdti2013, 2012 and 2011 686,250 were vested &h@80 are subject to vesting.
At December 31, 2013, there are 262,0p8ions available for grant to purchase sharesafilion Stock that may be issued pursuant t
terms of the 2010 Plan.

A summary of the status of our stock options grénteboth employees and nemployees as of December 31, 2013, 2012 and
and changes during the years then ended is presiesli@v (in thousands, except per share data):

Year Ended December 3

2013 2012 2011
Weighted Averag Weighted Averag Weighted Averag
Shares Exercise Pric Shares Exercise Pric Shares Exercise Prict
Options outstanding - beginning of
year 1,307 $ 1.72 1333 $ 1.88 1,300 $ 2.99
Granted 420 1.64 15 1.36 220 1.10
Exercisec (25) 1.08 - - - -
Cancellec (64) 4.53 (41 8.11 (187 8.67
Options outstandin- end of yea 1,638 $ 1.60 1,307 $ 1.72 1333 $ 1.88
Options granted and subject to futt
vesting 884 $ 1.32 719 $ 1.01 957 $ 1.02
Exercisable, at end of ye 754 588 376
Available for gran 262 - - 14

The unrecognized share-based compensation expalatedrto the options granted but not vested, ¢optto acquire 884,250 shares)
was approximately $ 522,000 at December 31, 20ti8s& options subject to vesting (i) vest over #ad f to 3 years, (ii) have a 6 to 7 year
term from the date of grant, (iii) are exercisaile weighted average price of $ 1.31 and (iv)utirecognized share-based compensation
expense is expected to be recognized over a weigivierage period of 2.3 years.
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NOTE 6 — STOCKHOLDERS’ EQUITY AND STOCK COMPENSATIO N (CONTINUED)

The following table summarizes information aboutckt options outstanding and stock options exertégsab December 31, 2013
thousands, except remaining life and per sharg:data

Options Outstanding and Exercisa
Weighted Average Weighted Average

Range of Number Remaining Exercise Price Per
Exercise Price Outstanding Contractual Life Share
$0.87- $1.17 675 4.6 $ 1.01
$1.18- $1.65 11 6.1 $ 1.40
$1.66- $9.50 40 0.8 $ 9.50
$9.51- $13.80 27 2.0 $ 13.80

The total intrinsic value of options exercised dgrFiscal 2013 was $ 12,000There were no options exercised during Fiscal 21
2011. The aggregate intrinsic value of (i) options outdiag, (ii) options outstanding and expected tot \iesthe future and (iii) optior
outstanding and exercisable at December 31, 20$3v658,000 , $ 465,000 and $ 273,000 , respegtivel

Stock Grants

In April 2011, the Compensation Committee of theaBbof Directors approved an amendment to Mr. Ksrithen employmei
agreement, dated August 19, 2009 (the “ Amendm)etat lower his annual salary by $ 150,000 (or $602per month) in exchange for a gr
of restricted stock equal in value to the saladumion. Pursuant to the Amendment, Mr. Karkaishual base salary was decreased fr
750,000 per year to $ 600,0Q@r year, effective May 1, 2011 thru July 15, 20dRjch was the end of the term of his then emplayt
agreement, as amended. As a consequence of teadhnent, a restricted stock grant under the 2046 Btjual to $ 12,500f shares pt
month thru the end of the term ( 14.5 months). e Téstricted stock grant was made in an upfromitgesé 161,830shares, subject to cert
future vesting conditions, at a value of $ 181,8800f the grant dateThe grant was made in April 2011 and the amourihefshares issu
was calculated based on the average closing pficeraCommon Stock for the last five (5) trading/glgrior to and including the issuance i
of April 21, 2011. For Fiscal 2012 and 2011, werged to operations $ 81,000 and $ 100,000 , reispdctas shardsased compensati
expense for the restricted stock grant.

In addition, in April 2011, the Compensation Contegt of the Board of Directors granted Mr. Karkug,928 shares of Commc
Stock under the 2010 Plan as payment for his FB@a0 bonus. Furthermore, in December 2011, the Compensationnitiee of the Boai
of Directors granted Mr. Karkus 134,409 shares om@ion Stock under the 2010 Plan valued at $ 150a800ayment for his Fiscal 2C
bonus.

In April 2011, Mr. Karkus also agreed to convertoirshares of our Common Stock $ 144,0ff0deferred and unpaid c¢
compensation owed to him thru April 2011, resultingn issuance of 128,58hares under the 2010 Plan. The amount of thesessisaued
Mr. Karkus was calculated based on the averagéndqwice of the Compang’shares for the last five (5) trading days prinamnd includin
the issuance dates of April 21, 2011.

In December 2011, the Compensation Committee oBiterd of Directors granted Mr. Cuddihy 33,66l3ares of Common Sto
under the 2010 Plan valued at $ 37,500 as payrmeb0f% of his Fiscal 2011 bonus.

In December 2013, the Compensation Committee oBtiead of Directors granted Mr. Karkus 50,08tares of Common Stock, un
the 2010 Plan valued at $ 82,000 as payment fortéop of his Fiscal 2013 bonus.
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 6 — STOCKHOLDERS’ EQUITY AND STOCK COMPENSATIO N (CONTINUED)

The 2010 Directors Equity Compensation Plan

On May 5, 2010, our shareholders approved t he Thifé€ctors’ Equity Compensation Plavhich was subsequently amended
approved by shareholders on May 6, 2013 . A pynparpose of the 2010 Directors’ Equity CompersatPlanis to provide us with tt
ability to pay all or a portion of the fees of Diters in restricted stock instead of cash. T@#&02Directors’Equity Compensation Pl
provides that the total number of shares of Com®&imtk that may be issued under the 2010 Directeqsiity Compensation Plan is equa
425,000 shares. In Fiscal 2013, 2012 and 2011gremeted 16,470 , zero and 164, &Hares, respectively, of our Common Stock valuek
27,000, zero and $ 162,000 , respectively, foeador compensation. At December 31, 2013, therel 36,13%hares of Common Stock t
may be issued pursuant to the terms of the 201€ckirs’ Equity Compensation Plan.

Stock Option Exercises and Other Grants
For Fiscal 2013, we derived net proceeds of $ Z¥,08s a consequence of the exercise of optioasdaire 25,00@f our Commo
Stock pursuant to the terms of our 2010 Option Plduere were no stock options exercised in Fis8aP2r 2011.

In Fiscal 2011, pursuant to the terms of Mr. Cugittprior employment agreement dated August 19, 2P09Cuddihy received ¢
annual grant of shares of Common Stock that is leigud 50,000 , payable quarterlpromptly following the close of each quarter cédtec
based on the average closing price of our CommockSor the last five (5) trading days of the geart For Fiscal, 2011, Mr. Cuddihy earn
51,642 shares, valued at $ 50,000 , as share-basggensation.

Purchase of Treasury Sto

In September 2011, we entered into a redemptioreagent with PSI Parent/nder the terms of the redemption agreemen
redeemed 690,000 shares of our Common Stock heRiSbyParent for the aggregate redemption price £4&500in cash (see Note 8). T
redemption price was equal to $ 0.65 per share.

NOTE 7 — DEFINED CONTRIBUTION PLANS

We maintain the ProPhase Labs, Inc 401(k) Savimgk Retirement Plan, a defined contribution plan dor employees. Our
contributions to the plan are based on the amoiutiteoemployee plan contributions and compensati@ur contributions to the plan in Fis
2013, 2012 and 2011 were $ 100,000 , $ 104,006a&8J000 , respectively.

NOTE 8 — INVESTMENT IN PHUSION LABORATORIES, LLC.

On March 22, 2010, we, PSI Parent, PSI and the 3@nture entered into the LLC Agreement of thentldlenture and additior
related agreements for the purpose of developingcammercializing, for worldwide distribution andls, a wide range of ngorescriptiol
remedies using PSI Parent’s proprietary patentéd. TP

In connection with the LLC Agreement, PSI Pareminged to us, pursuant to the terms of a Licenseéwment, dated March 22, 2(
(the “Original License Agreement”), (i) an exclusjwoyalty-free, world-wide (subject to certain liations), paiddp license to exploit OT
drugs and certain other products that embody cemdiPSI Parent's TPM-related patents and relateowkhow (collectively, the PSI
Technology”) and (ii) a non-exclusive, royalty-freeorld-wide (subject to certain limitations), pai@ license to exploit certain compounds
embody the PSI Technology for use in a product doim@ one or more of such compounds with an OTQdmin a product that is part @
regimen that includes the application of an OTCgdruPursuant to the terms of the Original License Agrest, we issued to PSI Pat
1,440,000 shares of our common stock, $ 0.005 glarev(“Common Stock”) having an aggregate valu&26 million (such share, théS|
Shares”) and made a one-time payment of $ 1.0amnilli
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 8 — INVESTMENT IN PHUSION LABORATORIES, LLC. ( CONTINUED)

The Joint Venture is managed by a four-person Badrflanagers, with two managers appointed by eaemiper. The LLC
Agreement contains other standard terms in sucangements, including provisions relating to the eyoance of the Joint Ventu
indemnification obligations of the Joint Venturdipeation of profits and losses, the distributiohfends to the members and restriction:
transfer of a member’s interest.

On the date the PSI Shares were issued, PSI Ragezed, pursuant to a Share Transfer Restrictioeekgent, dated March 22, 2(
(the “Share Transfer Restriction Agreemenigtween us and PSI Parent, that, with certain dixugep it would not sell or otherwise dispos:
any of the PSI Shares prior to June 1, 2012 (ssmuslsion below). The PSI Shares were issued pursuant to an exenfptionregistratio
under the Securities Act, by virtue of Section 4¢2}the Securities Act and by virtue of Rule 506R¥gulation D under the Securities Act.
Such sale and issuance did not involve any pulffering and was made without general solicitatioradvertising. Additionally, PSI Pare:
represented to us, among other things, that P®&nPar not a US Person (as defined in Regulationd®r the Securities Act), that PSI Pare
an accredited investor with access to all relevwafiormation necessary to evaluate its investmendtthat the PSI Shares were being acq!
for investment purposes only.

In September 2011, PSI Parent entered into caPtavate Resale Agreements (“PSAw/ith seven third party purchasers, under w
Phosphagenics sold, with our consent, an aggredatg0,000 shares of our Common Stoddnder the PSAs, the purchasers may not, wi
the prior written consent of the Company, priottie one year anniversary of the PSAs, directlyndirectly, sell, give, pledge, hypothec
assign or otherwise transfer the purchased shareshole or in part. Contemporaneously with PSI Parent consummatingPtBas, wi
consummated an agreement with PSI Parent to retheethen remaining 690,000 PSI Shares held by B&ire.

In accordance with a Contribution Agreement, datdch 22, 2010 (the “Contribution Agreementy and among us, PSI Par:
PSI, and the Joint Venture, we transferred, condey@ assigned to the Joint Venture all of ourtsgtitle and interest in, to and under
Original License Agreement, and the Joint Ventwssuaned, and undertook to pay, discharge and peridrem due, all of our liabilities a
obligations under and arising pursuant to the @abLicense Agreement (such actions, collectividg,“Assignment and Assumption”).

Pursuant to the Contribution Agreement and in otdeeflect the Assignment and Assumption, we, P&ient and the Joint Vent
entered into an Amended and Restated License Agmterdated March 22, 2010 (the “Amended Licensee@grent”),which amends at
restates the Original License Agreement to refleat the Joint Venture is the licensee thereundédmehich otherwise contains substantially
same terms as the Original License Agreement. Joi@ Venture has the right to grant one or matelgenses of the rights granted under
Amended License Agreement to one or more thirdiggfor reasonable consideration in any part ofapplicable territory. The Amende
License Agreement provides that PSI Parent shalldieectly or through third parties, exploit thevered intellectual property during the t
thereof, subject to certain limitationsThe Amended License Agreement will remain in effectil the expiration of the last to expire of
patents included within the PSI Technology or ariemsions thereof. Either party may terminate the Amended License Agrent upo
written notice to the other party in the event eftain events involving bankruptcy or insolvencythe Amended License Agreement
contains, among other things, provisions concerrilrg treatment of confidential information, the @sship of intellectual property a
indemnification obligations.

Pursuant to the LLC Agreement, we and PSI each @B0 % membership interest in the Joint VentufeS| Parent conducts &
oversees much of the product development, formaratesting and other research and developmentdeay the Joint Venture, and we \
oversee much of the production, distribution, saled marketing. The LLC Agreement provides that each member maggeired, from tim
to time and subject to certain limitations, to malapital contributions to the Joint Venture to futgloperations, in accordance with ag!
upon budgets for products to be developed. Spellif, we contributed in Fiscal 2010 $ 500,000cash as initial capital and we
committed to fund up to $ 2mMillion, subject to agreed upon budgets (which hawebeen established to date), toward the iniialelopmer
and marketing costs of new products for the Joiahture. The Joint Venture has not engaged in any finarica@aisactions, other th
organizational expenses and general market arnalipibduct evaluation and analysis. At Decen@#gr2013, cash and equivalents include s
378,000which is expected to be used by the Joint Ventoireind future product development initiatives cuathg under consideration by F
Parent, PSI and us.
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 8 — INVESTMENT IN PHUSION LABORATORIES, LLC. ( CONTINUED)

Our determination is that the Joint Venture quedifas a VIE and that we are the primary beneficialfe have consolidated the Jc
Venture financial statements beginning with thertpraended March 31, 2010. In Fiscal 2010, weomrged our $ 3.6million paymen
representing the estimated fair value to acquieepttoduct license as an intangible ass&t/e currently estimate the expected remaining u
life of the product license to be approximatelyyears which we will begin amortizing the cost ofaimgible asset once product developr
and commercialization begins. Thus far, the Joiahtdre has not generated any revenues and its seqencluding organizational, market
analysis and preliminary formulations have beerodied by the respective Joint Venture membeRurthermore, the liabilities and otl
obligations incurred, if any, by the Joint Ventisavithout recourse to us and do not create a ctairour general assets.

During Fiscal 2012 and due to multiple factors etifeg our capital position, including the paymerd made in December 2012 un
the Settlement Agreement and some of the produdtenhaesearch performed, we expect to modify thatddentures product developme
plans to stagger and/or defer into future periceitain product development initiatives due to the-gommercialization investments required.
We expect to continue pre-commercialization redearal product development initiatives during théefahalf of Fiscal 2014 or Fiscal 2015.
Furthermore, we do not expect that the Joint Ventill derive any meaningful revenues, if any, Lits commercialization efforts ¢
completed which is not expected to occur untihatéarliest the latter half of Fiscal 2014 or HIQ€H.5.

Due to multiple factors affecting our capital pasit including (i) the $ 2.Inillion payment we made in December 2012 unde
Settlement Agreement and (ii) some of the produatket research performed, we expect to modify thet Jentures product developme
plans to stagger and/or defer into future periceitain product development initiatives due to the-gommercialization investments required.
As of December 31, 2013, we have not establishémraal commercialization program timeline pendihg tresults from additional clinic
studies. We do not project that any such OTC yetsdwill be available for shipment within the néwielve months. We expect to contin
pre-commercialization research and product devedopnmitiatives during the latter half of FiscallZD Furthermore, we do not expect that
Joint Venture will derive any meaningful revenuégny, until its commercialization efforts are cpleted which is not expected to occur t
at the earliest the latter half of Fiscal 2014 isc&l 2015.

NOTE 9 — INCOME TAXES
The components of the provision (benefit) for ineotaxes, in the consolidated statement of operatioa as follows (in thousands):

Year Ended December 3

2013 2012 2011
Current
Federal $ - $ - $ -
State - - -
Deferred
Federal 1,216 (618 (877,
State (999 1,377 (21)
217 759 (898
Total $ 217 $ 759 $ (898
Income taxes from continuing operations before atiun
allowance $ 217 $ 759 $ (898;
Change in valuation allowan (217 (759 898
Income tax (benefit - - -
Total $ - $ - $ B
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 9 — INCOME TAXES (CONTINUED)
A reconciliation of the statutory federal incomg &xpense (benefit) to the effective tax is asofe§ (in thousands):

Year Ended December 3

2013 2012 2011
Statutory rate- federal $ 138 $ (661 $ (925]
State taxes, net of federal ben 17 1,377 (21)
Permanent differences and ot| 62 43 48
Income tax from continuing operation before valomati

allowance 217 759 (898
Change in valuation allowan (217 (759 898
Income tax (benefit - - -
Total $ - $ - $ -

The components of permanent and other differeneeasafollows (in thousands):

Year Ended December 2

2013 2012 2011
Permanent item:
Meals and Entertainme $ 7% 6 $ 2
Return to provision adjustme - (46) -
Charitable contribution 1 4 -
Share-based compensation expense for stock ogjransed
@ 54 79 46
$ 62 $ 43 $ 48

(1) This item relates to share-based compensatipense for financial reporting purposes not destliébr tax purposes until such
options are exercise

The tax effects of the primary “temporary differeatbetween values recorded for assets and liabifiliefinancial reporting purpos
and values utilized for measurement in accordarittetax laws giving rise to our deferred tax assetsas follows (in thousands):

Year Ended December 3

2013 2012 2011
Net operating loss and capital loss carryforw $ 13,569 $ 14,158 $ 13,170
Consultin¢-royalty costs 80 121 1,431
Trademark 819 - -
Investment in Phusio (387 - -
Depreciatior (34) 60 235
Other 1,009 983 757
Valuation allowanct (15,056 (15,322 (15,593
Total $ - $ - $ -
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 9 — INCOME TAXES (CONTINUED)

A valuation allowance for all of our net deferrexk tassets has been provided as we are unabledomi®e, at this time, that t
generation of future taxable income against whitghrtet operating loss (“NOL8arryforwards could be used can be predicted tmdue likely
than not. The net change in the valuation all@eaior Fiscal 2013, 2012 and 2011 was $ 266,0027,1$000 and ($ 898,000 ), respectively.
Certain exercises of options and warrants, andictsd stock issued for services that became umctst resulted in reductions to ta
currently payable and a corresponding increasedthitianal-paid-in-capital for prior years.In addition, certain tax benefits for option
warrant exercises totaling $ 6.5 million are defdrand will be credited to additional-paid-in-capivhen the NOLs attributable to the
exercises are utilized. As a result, these NQlils not be available to offset income tax expens&he net operating loss carfigrwards
currently approximate $ 34.7 million for federalrpases will expire beginning in Fiscal 2020 thro#p82 . Additionally, there are n
operating loss carry-forwards of $ 20.4 million &ate purposes that will expire beginning in Hi®€Hd 8 through 2032 .

NOTE 10 — EARNINGS PER SHARE

Basic earnings per share (“EPScludes dilution and is computed by dividing in@mvailable to common stockholders by
weighted-average number of common shares outsigfdiirthe period. Diluted EPS reflects the potential dilution thatiwboccur if securitie
or other contracts to issue common stock were eseagtoor converted into common stock or resultetha issuance of common stock -
shared in the earnings of the entity. Diluted EB® atilizes the treasury stock method which pribssr a theoretical buy back of shares 1
the theoretical proceeds of all options and wasranttstanding during the periodSince there is a large number of options and wés
outstanding, fluctuations in the actual marketgdan have a variety of results for each periodesreed.

A reconciliation of the applicable numerators aedi@mninators of the income statement periods preddatas follows (in thousan
except per share amounts):

Year Ended December 3

2013 2012 2011
Income Shares EPS Loss Shares EPS Loss Shares EPS
Basic EPS $ 405 15,839 $ 003 $ (1,091 14,843 $ (0.07 $ (2,710 14,817 $ (0.18
Dilutives:
Options/Warrant = 437 - - - - - - -

Diuted EPS ~$ 405 16276 $  0.03 $ (1,091 14843 $ (007 $ (2,710 14817 $  (0.18

For Fiscal 2012 and 2011, diluted earnings peresisathe same as basic earnings per share due todlision of common stockin
the form of stock options and warrants (“CommorcBtiquivalents”), would have an anti-dilutive effen the loss per shard-or Fiscal 201
and 2011, there were Common Stock Equivalents énatinount of 177,035 and 48,37%espectively, which were in the money, that \
excluded in the earnings per share computatiortalteeir dilutive effect.

NOTE 11 — SIGNIFICANT CUSTOMERS

Our products are distributed through national cheggional, specialty and local retail stores tigtoout the United StatesRevenue
for Fiscal 2013, 2012 and 2011 were $25.0 mill22.4 million and $17.5 million, respectively. Wedgn Company (“Walgreens”), WMart
Stores Inc (“Wal-Mart”) and CVS Caremark Corporat{dCVS") accounted for approximately 20.4 %, 1403and 11.8%, respectively, of ol
Fiscal 2013 revenues. Walgreens, Wal-Mart and C&®unted for approximately 19.3 %, 13.8 % and 28,4espectively, of our Fiscal 2C
revenues. Walgreens, Wal-Mart, CVS and Rite-AitpO(“Rite Aid”) accounted for approximately 17 % %, 13 % and 1%, respectivel
of our Fiscal 2011 revenuesThe loss of sales to any one or more of these leggdl customers could have a material adversecefin ou
business operations and financial condition.
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PROPHASE LABS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 11 — SIGNIFICANT CUSTOMERS (CONTINUED)

We are subject to account receivable credit comagons from time-tdime as a consequence of the timing, payment pa#at
ultimate purchase volumes or shipping scheduleb witr customers. These concentrations may impact our overall exmosurcredit risk
either positively or negatively, in that our cusemamay be similarly affected by changes in econpneigulatory or other conditions that r
impact the timing and collectability of amounts doaus. Customers comprising the five largesbants receivable balances represente®68
and 65 % of total trade receivable balances at mbee 31, 2013 and 2012, respectivelylanagement believes that the provision for pos
losses on uncollectible accounts receivable is aategfor our credit loss exposureThe allowance for doubtful accounts was zero fah
December 31, 2013 and 2012.

NOTE 12 — QUARTERLY INFORMATION (UNAUDITED)

The following table presents unaudited quartemaficial information for Fiscal 2013 and Fiscal 2@itRthousands, except per st
amounts):

Quarter Endei

March 31, June 30 September 3C December 31
Fiscal 2013
Net sales $ 7,542 $ 1939 $ 5,949 $ 9,602
Gross profit $ 5339 $ 928 $ 3,817 $ 6,587
Net income (loss $ 290 $ (1,719 $ 1,237 $ 597
Basic and diluted income (loss) per shi
Basic income (loss) per she $ 0.02 $ (0.11 % 0.08 $ 0.04
Diluted income (loss) per sha $ 0.02 $ (0.11 $ 0.08 $ 0.04
Fiscal 2012
Net sales $ 6,018 $ 1894 $ 5415 $ 9,079
Gross profit $ 4340 $ 825 $ 3,399 % 5,688
Net income (loss $ (688 $ (1,930 $ 1,074 $ 453
Basic and diluted income (loss) per shi
Net income (loss $ (0.05 $ (0.13 $ 0.07 $ 0.04
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Item 9. Changes in and Disagreements with Accountants on Acunting and Financial Disclosure

None

Iltem 9A. Controls and Procedures

Disclosure Controls and Procedur

We maintain disclosure controls and proceduresgdesi to provide reasonable assurance that matefeamation required to t
disclosed by us in the reports filed or submitteder the Securities Exchange Act of 1934 is reahrgeocessed, summarized and repc
within the time periods specified in the SEC rudesl forms, and that the information is accumulaed communicated to our managen
including our Chief Executive Officer and Chief Rirtial Officer, as appropriate to allow timely deons regarding required disclosur&Ve
performed an evaluation, under the supervisionvaitid the participation of our management, includimg Chief Executive Officer and Ch
Financial Officer, of the effectiveness of the desand operation of the disclosure controls andgutares as of the end of the period cov
by this report. Based on our review, our management, includingChief Executive Officer and Chief Financial Officeoncluded that tt
Companys disclosure controls and procedures were effectvihe reasonable assurance level as of the etigegberiod covered by ti
Report.

Management's Report on Internal Control Over FinahReporting

Our management is responsible for establishingraaihtaining an adequate system of internal cordvelr financial reporting. O
system of internal control over financial reportisglesigned to provide reasonable assurance tiagatt reliability of financial reporting a
the preparation of financial statements for extepog@poses in accordance with accounting princigleserally accepted in the United State
America.

Our internal control over financial reporting indks those policies and procedures that:

« pertain to the maintenance of records that, inarealsle detail, accurately and fairly reflect oansactions and dispositions of our
assets

« provide reasonable assurance that our transadi@neecorded as necessary to permit preparatiaurofinancial statements in
accordance with accounting principles generallyeptad in the United States of America, and thatreaeipts and expenditures
are being made only in accordance with authoriratmf our management and our directors;

« provide reasonable assurance regarding preventibmely detection of unauthorized acquisition, usedisposition of our assets
that could have a material effect on the finansfatements

Because of its inherent limitations, a system tdrimal control over financial reporting can provady reasonable assurance and
not prevent or detect misstatementBurther, because of changes in conditions, effentigs of internal controls over financial reportingy
vary over time. Our system contains self-monitgnnechanisms, and actions are taken to correicielefies as they are identified.

Our management conducted an evaluation of our tafeaess of the system of internal control oveaficial reporting based on -
framework in Internal Control-Integrated Frameworkssued in 1992 by the Committee of Sponsoring Gegdions of the Treadwi
Commission. Based upon our review, our management, includirrgGhief Executive Officer and Chief Financial Offic concluded that tl
Company’s internal controls over financial repagtimere effective as of December 31, 2013.

Changes in Internal Control Over Financial Repogin
There have been no changes in our internal cowptret financial reporting during Fiscal 2013 thawéanaterially affected, or
reasonably likely to materially affect, our interoantrol over financial reporting.

Iltem 9B. Other Information

None
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PART Il

Item 10. Directors, Executive Officers and Corporate Governace

The information required under this item is incagied by reference to the CompanyProxy Statement for the 2014 Annual Mee
of Stockholders (the “2014 Proxy Statementhich is to be filed with the SEC not later tharOldays after the close of our fiscal year et
December 31, 2013 and is hereby incorporated leyente.
Item 11. Executive Compensatior

The information required under this item is incagied by reference to the 2014 Proxy Statement.
Item 12. Security Ownership of Certain Beneficial Owners andvlanagement and Related Stockholder Matter:

The information required under this item is incagded by reference to the 2014 Proxy Statement.
Item 13. Certain Relationships and Related Transactions an®irector Independence

The information required under this item is incagied by reference to the 2014 Proxy Statement.

Item 14. Principal Accountant Fees and Service

The information required under this item is incagded by reference to the 2014 Proxy Statement.
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Item 15.

(a) Exhibits:

PART IV

Exhibits and Financial $tement Schedules

3.1

3.2

3.3

4.1

10.1*

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

Articles of Incorporation of the Companyg,aanended (incorporated by reference to ExhibibBAorm 10KSB/A
filed on April 4, 1997)

Certificate of Amendment to the Articles of Incorption of the Company, effective May 5, 2010 (impmmated b
reference to Exhibit 3.1 of Forn-K filed on May 10, 2010)

Byfaws of the Company as amended and restated efestigust 18, 2009, (incorporated by referencexoilfit
3.1 of Form K filed on August 18, 2009

Specimen Common Stock Certificate (incoapent by reference to Exhibit 4.1 of Form K8B/A filed on April 4
1997).

1997 Stock Option Plan (incorporated bference to Exhibit 10.1 of the CompamyRegistration Statement
Form &8 (File No. 33-61313) filed on August 13, 199¢

Exclusive Representation and Distribution Agreemaaited May 4, 1992 between the Company and Gc
Science and Design, Inc. et al (incorporated bgresfce to Exhibit 10.2 of Form ¥BB/A filed on April 4, 1997)

Rights Agreement dated September 15, 1998 betweernCbmpany and American Stock Transfer and -
Company (incorporated by reference to Exhibit Th® Company’s Registration Statement on Fors fled on
September 18, 199¢

First Amendment to the Rights Agreement, datedfaday 20, 2008 between the Company and Americack
Transfer and Trust Company (incorporated by refezdn Exhibit 99.1 of Form-K filed on May 23, 2008)

Sale agreement of Darius to Innerlightditals, Inc. dated February 29, 2008 incorporatecelgrence to Exhibit
99.1 of Form -K filed on March 3, 2008’

Second Amendment to the Rights Agreenmuiatiéd as of August 18, 2009 between the Companyaretican
Stock Transfer and Trust Company (incorporatedefgrence to Exhibit 10.1 of Form 8-K filed on Augads,
2009).

Form of Indemnification Agreement betw#es Company and each of its Officers and Direodated August 19,
2009 (incorporated by reference to Exhibit 10. Fofm &K filed on August 19, 2009

Limited Liability Company Agreement, dated March, 2010, between the Company, Phosphagenics Lir
Phosphagenics Inc., and Phusion Laboratories, l(li€orporated by reference to Exhibit 10.11 of FathK
filed on March 24, 2010

Contribution Agreement, dated March 22, 2010, betwthe Company, Phosphagenics Limited, Phospha
Inc., and Phusion Laboratories, LLC. (incorporadbgdeference to Exhibit 10.12 of Form KkOfiled on March 24
2010).

License Agreement, dated March 22, 2010, betweerCitbmpany and Phosphagenics Limited. (incorporh
reference to Exhibit 10.13 of Form-K filed on March 24, 2010
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10.11

10.12*

10.13*

10.14*

10.15*

10.16*

10.17*

10.18*

10.19

10.20

10.21*

10.22*

10.23

10.24

10.25*

10.26*

141

Amended and Restated License Agreement, dated N2&,cP010, between the Company, Phosphagenicsdd
Phosphagenics Inc., and Phusion Laboratories, l(li€orporated by reference to Exhibit 10.14 of FathK
filed on March 24, 2010

2010 Equity Compensation Plan (incorpeataby reference to Exhibit B of the Companynnual Proxy Stateme
on Schedule 14A filed on April 2, 201(

2010 Directors’ Equity Compensation Platorporated by reference to Exhibit C of the @amy’s Annual Prox
Statement on Schedule 14A filed on April 2, 20:

Amendment to 2010 Directors’ Equity Campation Plan (incorporated by reference to ExHiBi8 of Form &
filed on May 10, 2010)

Form of Option Agreement pursuant to 2010 Equityn@ensation Plan (incorporated by reference to Hixhih4
of Form (K filed on May 10, 2010)

Form of Option Agreement pursuant to @@irectors’ Equity Compensation Plan (incorporated by referen
Exhibit 10.5 of Form -K filed on May 10, 2010)

Form of Restricted Stock Award Agreempuatsuant to 2010 DirectorE€quity Compensation Plan (incorpore
by reference to Exhibit 10.6 of Forr-K filed on May 10, 2010)

2010 Amended and Restated Equity ConmgimrsPlan (incorporated by reference to ExhibiofAhe Companyg
Annual Proxy Statement on Schedule 14A filed ond¥iar4, 2011)

Redemption Agreement with Phosphagenits(ilncorporated by reference to Exhibit 10.1 ofr 8-K filed on
September 23, 2011

Employment Agreement dated January 12 d@tween Ted Karkus and the Company ( incorpoltayeeference
to Exhibit 99.2 of Form 1-Q filed on November 10, 2011

Employment Agreement dated January 1223fetween Robert V. Cuddihy, Jr., and the Comgancyprporated by
reference to Exhibit 99.1 of Form-Q filed on November 10, 2011

Investment Agreement by and between ProPhase liafisand Dutchess Opportunity Fund I, LP, datedt
November 26, 2012 (incorporated by reference talktxh0.3 of Form -K filed on November 27, 2012

Registration Rights Agreement by and between Pre@habs, Inc. and Dutchess Opportunity Fund II, d&tec
as of November 26, 2012 (incorporated by refereéadexhibit 10.3 of Form -K filed on November 27, 2012

Settlement Agreement and Mutual Release betwedPh@se Labs, Inc. f/k/a The Quigley Corporation dwith C
Godfrey, the Estate of Nancy Jane Godfrey, and @gdScience and Design, Inc. dated December 202
(incorporated by reference to Exhibit 10.25 of Fdi¢-K filed on March 28, 2013

Amendment to Amended and Restated 2010 Equity Cosgtien Plan (incorporated by reference to Apper
of the Compan’s Annual Proxy Statement on Schedule 14A filed pnil8, 2013).

Amendment to 2010 DirectorEquity Compensation Plan (incorporated by referetweéAppendix B of th
Compan’s Annual Proxy Statement on Schedule 14A filed pril/8, 2013).

Code of Ethics (incorporated by reference to ExtHlbaf the Proxy Statement on Schedule 14A filed\arch 31
2003).
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21.1*

23.1**

31.1**

31.2**

32.1**

32.2%*

Subsidiaries of ProPhase Labs, |

Consent of EisnerAmper LLP, Independent Registeudalic Accounting Firm, dated March 27, 20
Certification of Chief Executive Officer pursuant$ection 302 of the Sarba-Oxley Act of 2002
Certification of Chief Financial Officer pursuamot $ection 302 of the Sarba-Oxley Act of 2002

Certification of the Chief Executive Officer pursiido 18 U.S.C. 1350, as adopted pursuant to Se06 of th
Sarbane-Oxley Act of 2002

Certification of the Chief Financial Officer pursuao 18 U.S.C. 1350, as adopted pursuant to Seéé of th
Sarbane-Oxley Act of 2002

* Indicates a management contract or compensatonyoplarrangemer
**  Filed herewitr
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f(the Securities Exchange Act of 1934, the regigthas duly caused this repot
be signed on its behalf by the undersigned, theoeduly authorized.

PROPHASE LABS, INC.
Registran

Date: March 27, 201« By: /s/ Ted Karkus
Ted Karkus , Chairman of the Board,
Chief Executive Officer and Direct

Pursuant to the requirements of the Securities &xgl Act of 1934, this report has been signed byfdHowing persons on behalf of 1
registrant and in the capacities and on the dattisdted:

Principal Executive Office Principal Financial and Accounting Offic
By: /sITed Karkus By: /s/Robert V. Cuddihy, J

Ted Karkus Robert V. Cuddihy, Ji

Chairman of the Board ar Chief Operating Officer and Chi

Chief Executive Office Financial Officer

Date: March 27, 201«

Directors
/sIMark Burnet
Mark Burnett
/s/IMark Frank /s/Louis Glecke
Mark Frank Louis Gleckel
/sIMark Leventha /s/James McCubbi
Mark Leventha James McCubbi

Date: March 27, 201«
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SUBSIDIARIES OF PROPHASE LABS, INC.

State or othe

Jurisdiction of Ownershig
Subsidiaries Incorporation Percentag
Pharmaloz Manufacturing In Delaware 100 %
Phusion Laboratories, LL Delaware 50 %
Phusion Labs Manufacturing, Ir Delaware 100 %
Quigley Pharma Inc Delaware 100 %

The above subsidiaries are included in the conat@tifinancial statements for the year ended DeeeBih 2013.

EXHIBIT 21.1




EXHIBIT 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTINGRM

To the Board of Directors and Stockholders of Paseh_abs, Inc.:

We consent to the incorporation by reference inRbgistration Statements of ProPhase Labs, IncSabhdidiaries on Forms 8-(No
333-73456, No. 333-61313, No. 333-10059, No. 3338¥4 No. 333-26589, 333-132770 and 333-169697)nF8B-2 (No. 33331241) an
Forms S-3 (No. 333-86976, 333-104148, 333-11974B388-185167pf our report dated March 27, 2014, on our auditthe consolidate
financial statements of ProPhase Labs, Inc. andi8ialies as of December 31, 2013 and 2012 anedch of the years in the thrgear perio

ended December 31, 2013, to be filed on or abarch27, 2014
/s/ EISNERAMPER LLF

Iselin, New Jerse
March 27, 201«




EXHIBIT 31.1

OFFICER’S CERTIFICATION PURSUANT TO
RULE 13a-14(a)/15d14(a) OF THE SECURITIES EXCHANGE ACT OF 1934

I, Ted Karkus, certify that:
1. I have reviewed this Annual Report on Forn-K of ProPhase Labs, Inc

2. Based on my knowledge, this Annual Report da@scontain any untrue statement of a material éacomit to state a material fact
necessary to make the statements made, in ligihieofircumstances under which such statements mvade, not misleading with respect
to the period covered by this Annual Rep

3. Based on my knowledge, the financial statemeansd, other financial information included in thisw#ual Report, fairly present in all
material respects the financial condition, resafteperations and cash flows of the registrantfasmd for, the periods presented in this
Annual Report

4. The registrant’s other certifying officer andade responsible for establishing and maintainirggldsure controls and procedures (a:
defined in Exchange Act Rules 13a-15(e) and 15&))%(nd internal control over financial reportirag @defined in Exchange Act Rule 131
15(f) and 15d015(f) for the registrant and he

(a) designed such disclosure controls and proceduoe caused such disclosure controls and procedords tdesigned under our
supervision, to ensure that material informatidiatieg to the registrant, including its consolidhtibsidiaries, is made known to us
by others within those entities, particularly dgrihe period in which this Annual Report is beimggared

(b) designed such internal control over finanoggdarting, or caused such internal control overrfaial reporting to be designed under oul
supervision, to provide reasonable assurance rigggtige reliability of financial reporting and tipeeparation of financial statements
for external purposes in accordance with geneeabepted accounting principle

(c) e valuated the effectiveness of the registsagisclosure controls and procedures and presémtbis Annual Report our conclusions
about the effectiveness of the disclosure contold procedures , as of the end of the period cdvieyethis report based on such
evaluation; ant

(d) disclosed in this report any change in thegstegnt’s internal control over financial reportitigat occurred during the registrant’s most
recent fiscal quarter (the registrant’s fourth dilsquarter in the case of an annual report) thatrhaterially affected, or is reasonably
likely to materially affect, the registré's internal control over financial reporting; &

5. The registrant’s other certifying officer anch&ve disclosed, based on our most recent evaluafianternal control over financial
reporting, to the registrant’s auditors and theitacoimmittee of the registrant’s board of direct¢es persons performing the equivalent
functions):

(a) all significant deficiencies and material weegses in the design or operation of internal comiver financial reporting which are
reasonably likely t@dversely affect the registri’s ability to record, process, summarize and refpmahcialinformation;and

(b) any fraud, whether or not material, that ines\management or other employees who have a smmifiole in the registrant’s internal
controlover financial reportint.

Date: March 27, 201
By: /s/ Ted Karkus
Ted Karkus
Chairman of the Board and Chief Executive Offi
(Principal Executive Officer




EXHIBIT 31.2

OFFICER’S CERTIFICATION PURSUANT TO
RULE 13a-14(a)/15d14(a) OF THE SECURITIES EXCHANGE ACT OF 1934

[, Robert V. Cuddihy, Jr., certify that:

1.

2.

| have reviewed this Annual Report on Forn-K of ProPhase Labs, Inc

Based on my knowledge, this Annual Report dasscontain any untrue statement of a material éacomit to state a material fact
necessary to make the statements made, in ligihieofircumstances under which such statements mvade, not misleading with respect
to the period covered by this Annual Rep

Based on my knowledge, the financial statemeansd, other financial information included in thiswdual Report, fairly present in all
material respects the financial condition, resafteperations and cash flows of the registrantfasmd for, the periods presented in this
Annual Report

The registrant’s other certifying officer andade responsible for establishing and maintainirggldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%(nd internal control over financial reportirag defined in Exchange Act Rule 131
15(f) and 15d015(f) for the registrant and he

(a) designed such disclosure controls and proceduoe caused such disclosure controls and procedords tdesigned under our
supervision, to ensure that material informatidiatieg to the registrant, including its consolidhtibsidiaries, is made known to us
by others within those entities, particularly dgrihe period in which this Annual Report is beimgpgared

(b) designed such internal control over finanoggdarting, or caused such internal control overrfaial reporting to be designed under oul
supervision, to provide reasonable assurance rigggtige reliability of financial reporting and tipeeparation of financial statements
for external purposes in accordance with geneealbepted accounting principle

(c) e valuated the effectiveness of the registsagisclosure controls and procedures and presémtbis Annual Report our conclusions
about the effectiveness of the disclosure contold procedures , as of the end of the period cdvieyethis report based on such
evaluation; ant

(d) disclosed in this report any change in thestegnt’s internal control over financial reportitigat occurred during the registrant’s most
recent fiscal quarter (the registrant’s fourth dilsquarter in the case of an annual report) thatrhaterially affected, or is reasonably
likely to materially affect, the registré's internal control over financial reporting; &

The registrant’s other certifying officer anchave disclosed, based on our most recent evaluafidnternal control over financial
reporting, to the registrant’s auditors and theitacoimmittee of the registrant’s board of direct¢es persons performing the equivalent
functions):

(a) all significant deficiencies and material weegses in the design or operation of internal comiver financial reporting which are
reasonably likely t@dversely affect the registri’s ability to record, process, summarize and refpmahcialinformation;and

(b) any fraud, whether or not material, that inesmanagement or other employees who have a s@mifiole in the registrant’s internal
controlover financial reportint.

Date: March 27, 201

By: /s/ RobertV. Cuddihy, Ji

Robert V. Cuddihy, Ji

Chief Operating Officer and Chief Financial Offic
(Principal Accounting and Financial Office




EXHIBIT 32.1

PROPHASE LABS, INC.
CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO RULE 13a-14(b) OF THE SECURITIES EXCHANGE ACT OF 1934
AND 18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

I, Ted Karkus, Chief Executive Officer of ProPhdsabs, Inc., a Nevada corporation (the “Registraniti) connection with th
Registrant’s Annual Report on Form KOfor the period ended December 31, 2013, as fil@d the Securities and Exchange Commissio
the date hereof (the “Report”), do hereby represeatrant and certify, in compliance with Rule 1B&b) of the Securities Exchange Ac
1934 and 18 U.S.C Section 1350, as adopted pursu&atction 906 of the Sarbanes-Oxley Act of 2@B&t, to the best of my knowledge:

(1) The Report fully complies with the requiremeatsSection 13(a) or 15(d) of the Securities Ex@eAct of 1934, as amended; and

(2) The information contained in the Report faiggesents, in all material respects, the financtaidition and results of operations of
Registrant.

/sl Ted Karkus

Ted Karkus

Chairman of the Board ar
Chief Executive Office
(Principal Executive Officer

March 27, 201«




EXHIBIT 32.2

PROPHASE LABS, INC.
CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO RULE 13a-14(b) OF THE SECURITIES EXCHANGE ACT OF 1934
AND 18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

I, Robert V. Cuddihy, Jr., Chief Financial Officef ProPhase Labs, Inc., a Nevada corporation (®egistrant”),in connection wit
the Registrant’s Annual Report on Form Kder the period ended December 31, 2013, as filéd the Securities and Exchange Commis
on the date hereof (the “Report”), do hereby regmesvarrant and certify, in compliance with RuBadl4(b) of the Securities Exchange Ac
1934 and 18 U.S.C Section 1350, as adopted pursu&atction 906 of the Sarbanes-Oxley Act of 2@B&t, to the best of my knowledge:

(1) The Report fully complies with the requiremeatsSection 13(a) or 15(d) of the Securities Ex@eAct of 1934, as amended; and

(2) The information contained in the Report faiggesents, in all material respects, the financtaidition and results of operations of
Registrant.

/s/ Robert V. Cuddihy, Ji

Robert V. Cuddihy, Ji

Chief Operating Officer an

Chief Financial Office

(Principal Accounting and Financial Office

March 27, 201«






