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MATURITY SCHEDULE

$197,005,742.20
Tobacco Settlement Financing Corporation
Tobacco Settlement Asset-Backed Bonds, Series 2007

Dated: Date of Delivery

$176,974,412.70 Series 2007A Turbo Capital Appreciation Bonds
Due June 1, 2052, Approximate Yield 6.000%
Projected Final Turbo Redemption Date: June 1, 2032
Projected Weighted Average Life: 20.8 years
CUSIP No. 888809AH3*

Initial Accreted Value Initial Amount per $5,000
Principal Amount at Maturity Accreted Value at Maturity
$176,974,412.70 $2,520,285,000.00 $351.10

$17,336,217.50 Series 2007B Turbo Capital Appreciation Bonds
Due June 1, 2052, Approximate Yield 6.125%
Projected Final Turbo Redemption Date: June 1, 2033
Projected Weighted Average Life: 25.6 years
CUSIP No. 888809AJ9

Initial Accreted Value Initial Amount per $5,000
Principal Amount at Maturity Accreted Value at Maturity
$17,336,217.50 $260,695,000.00 $332.50

$2,695,112.00 Series 2007C Turbo Capital Appreciation Bonds
Due June 1, 2052, Approximate Yield 6.750%
Projected Final Turbo Redemption Date: June 1, 2033
Projected Weighted Average Life: 25.9 years
CUSIP No. 888809AK6*

Initial Accreted Value Initial Amount per $100,000
Principal Amount at Maturity Accreted Value at Maturity
$2,695,112.00 $53,200,000.00 $5,066.00

Assumes Turbo Redemptions are made based on the receipt of Surplus Collections (as defined herein) in accordance with the
Global Insight Base Case Forecast and other structuring assumptions. Projections of expected average lives and Final Turbo
Redemption Dates have not been rated by the Rating Agencies. See "SUMMARY OF BOND STRUCTURING ASSUMPTIONS -
Effect of Changes in Cigarette Consumption Levels on Turbo Redemptions." No assurance can be given that these structuring
assumptions will be realized, and the ratings of the Turbo Term Bonds do not reflect any assessment by the Rating Agencies of the
probability of payment of Turbo Redemptions.

e

Copyright 2006, American Bankers Association. CUSIP data herein are provided by Standard & Poor’s, CUSIP Service Bureau, a

division of The McGraw-Hill Companies, Inc. The CUSIP numbers listed above are being provided solely for the convenience of

Bondholders only at the time of issuance of the Series 2007 Bonds and the Corporation, the State and the Underwriters do not make

any representation with respect to such numbers or undertake any responsibility for their accuracy now or at any time in the future.

The CUSIP number for a specific maturity is subject to being changed after the issuance of the Series 2007 Bonds as a result of

various subsequent actions including, but not limited to, a refunding in whole or in part of such maturity or as a result of the

procurement of secondary market portfolio insurance or other similar enhancement by investors that is applicable to all or a portion
of certain maturities of the Series 2007 Bonds.

" The Series 2007B Bonds are subordinate to the Series 2007A Bonds, and Holders of the Series 2007B Bonds are not entitled to
receive any payment, including any Extraordinary Prepayment, until all Holders of Series 2007A Bonds and any other Bonds senior
to the Series 2007B Bonds issued under the Indenture have been fully paid, regardless of the occurrence of an Event of Default.

T The Series 2007C Bonds are subordinate to the Series 2007B Bonds, and Holders of the Series 2007C Bonds are not entitled to

receive any payment, including any Extraordinary Prepayment, until Holders of all Series 2007B Bonds and any other Bonds senior

to the Series 2007C Bonds issued under the Indenture have been fully paid, regardless of the occurrence of an Event of Default.



THE UNDERWRITERS PARTICIPATING IN THIS OFFERING MAY ENGAGE IN
TRANSACTIONS THAT STABILIZE OR MAINTAIN THE PRICE OF THE SECURITIES AT A LEVEL
ABOVE THAT WHICH MIGHT OTHERWISE PREVAIL IN THE OPEN MARKET OR OTHERWISE
AFFECT THE PRICE OF THE SECURITIES OFFERED HEREBY, INCLUDING OVER - ALLOTMENT
AND STABILIZING TRANSACTIONS. SUCH STABILIZING, IF COMMENCED, MAY BE DISCONTINUED
AT ANY TIME.

NO DEALER, BROKER, SALESPERSON OR OTHER PERSON IS AUTHORIZED IN CONNECTION
WITH ANY OFFERING MADE HEREBY TO GIVE ANY INFORMATION OR MAKE ANY
REPRESENTATION OTHER THAN AS CONTAINED HEREIN, AND, IF GIVEN OR MADE, SUCH
INFORMATION OR REPRESENTATION MUST NOT BE RELIED UPON AS HAVING BEEN
AUTHORIZED BY THE CORPORATION, THE STATE OR THE UNDERWRITERS. THIS OFFERING
CIRCULAR DOES NOT CONSTITUTE AN OFFER TO SELL, OR A SOLICITATION OF AN OFFER TO
BUY, ANY OF THE SECURITIES OFFERED HEREBY BY ANY PERSON IN ANY JURISDICTION IN
WHICH IT IS UNLAWFUL FOR SUCH PERSON TO MAKE SUCH AN OFFER OR SOLICITATION.

THERE CAN BE NO ASSURANCE THAT A SECONDARY MARKET FOR THE SERIES 2007
BONDS WILL DEVELOP OR, IF ONE DEVELOPS, THAT IT WILL PROVIDE BONDHOLDERS WITH
LIQUIDITY OR THAT IT WILL CONTINUE FOR THE LIFE OF THE SERIES 2007 BONDS.

This Offering Circular contains information furnished by the Corporation, the State and Global Insight (herein
defined) and other sources, all of which are believed to be reliable. Information concerning the tobacco industry and
industry participants has been obtained from certain publicly available information provided by certain participants and
certain other sources. See “CERTAIN INFORMATION RELATING TO THE TOBACCO INDUSTRY.” The tobacco
industry participants have not provided any information to the Corporation for use in connection with this offering. In
certain cases, tobacco industry information provided herein (such as market share data) may be derived from sources
which are inconsistent or in conflict with each other. The Corporation and the State have no independent knowledge of
any facts indicating that the information under the caption “CERTAIN INFORMATION RELATING TO THE
TOBACCO INDUSTRY” herein is inaccurate in any material respect, but have not independently verified this
information and cannot and do not warrant the accuracy or completeness of this information. The information contained
under the caption “GLOBAL INSIGHT CIGARETTE CONSUMPTION REPORT” and in the Global Insight Cigarette
Consumption Report attached as Appendix A hereto have been included in reliance upon Global Insight as an expert in
econometric forecasting, and have not been independently verified for accuracy or appropriateness of assumptions,
although the Corporation and the State have no independent knowledge that the information is not materially accurate and
complete.

The information and expressions of opinion contained herein are subject to change without notice and neither the
delivery of this Offering Circular nor any sale made hereunder shall, under any circumstances, create any implication that
there has been no change in the affairs of the Corporation, in the matters covered by the report of Global Insight attached
hereto as Appendix A to this Offering Circular, or tobacco industry information, since the date hereof, or that the
information contained in this Offering Circular is correct as of any date subsequent to the date hereof. Such information
and expressions of opinion are made for the purpose of providing information to prospective investors and are not to be
used for any other purpose or relied on by any other person. With respect to certain matters relating to the Series 2007
Bonds, the Corporation has undertaken to provide updates to investors through certain information repositories. See
"CONTINUING DISCLOSURE UNDERTAKING" herein.

This Offering Circular contains forecasts, projections and estimates that are based on current expectations or
assumptions. In light of the factors that may materially affect the amount of Revenues (as defined in the Indenture) (see
“RISK  FACTORS,” “LEGAL CONSIDERATIONS,” “SUMMARY OF THE MASTER SETTLEMENT
AGREEMENT,” and “GLOBAL INSIGHT CIGARETTE CONSUMPTION REPORT”), the inclusion in this Offering
Circular of such forecasts, projections and estimates should not be regarded as a representation by the Corporation, the
State, Global Insight or the Underwriters that the results of such forecasts, projections and estimates will occur. Such
forecasts, projections and estimates are not intended as representations of fact or guarantees of results.

9 9 Ges

If and when included in this Offering Circular, the words “expects,” “forecasts,” “projects,” “intends,”
“anticipates,” “estimates,” “assumes” and analogous expressions are intended to identify forward-looking statements and
any such statements inherently are subject to a variety of risks and uncertainties that could cause actual results to differ
materially from those that have been projected. Such risks and uncertainties include, among others, general economic
and business conditions, changes in political, social and economic conditions, regulatory initiatives and compliance with
governmental regulations, litigation and various other events, conditions and circumstances, many of which are beyond
the control of the Corporation. These forward-looking statements speak only as of the date of this Offering Circular. The
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Corporation and the State disclaim any obligation or undertaking to release publicly any updates or revisions to any
forward-looking statement contained herein to reflect any changes in the expectations with regard thereto or any change
in events, conditions or circumstances on which any such statement is based.

THE SERIES 2007 BONDS HAVE NOT BEEN APPROVED OR DISAPPROVED BY THE UNITED
STATES SECURITIES AND EXCHANGE COMMISSION, ANY STATE SECURITIES COMMISSION OR
ANY OTHER REGULATORY AGENCY, NOR HAS ANY OF THE FOREGOING PASSED UPON THE
ACCURACY OR ADEQUACY OF THIS OFFERING CIRCULAR. ANY REPRESENTATION TO THE
CONTRARY IS A CRIMINAL OFFENSE.

The Underwriters have provided the following sentence for inclusion in this Offering Circular: The
Underwriters have reviewed the information in this Offering Circular in accordance with, and as part of, their
responsibilities to investors under the federal securities laws as applied to the facts and circumstances of this transaction,
but the Underwriters do not guarantee the accuracy or completeness of such information.

The Series 2007 Bonds have not been registered under the Securities Act of 1933, as amended, in reliance upon
an exemption from registration contained in such Act. The Series 2007 Bonds have not been registered or qualified under
the securities laws of any state.
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SUMMARY STATEMENT

This Summary Statement is subject in all respects to more complete information contained in this Offering
Circular and should not be considered a complete statement of the facts material to making an investment
decision. The offering of the Series 2007 Bonds to potential investors is made only by means of the entire
Offering Circular. For locations of definitions of certain terms used herein, see the “Index of Defined

’»

Terms.

OVEIVIEW ...

) ESE 015> SN

Securities Offered..............

Security and Subordination

The $197,005,742.20 aggregate initial principal amount of Tobacco
Settlement Asset-Backed Bonds, Series 2007 (the “Series 2007 Bonds”) are
being issued by the Tobacco Settlement Financing Corporation (the
“Corporation”), a public corporation of the State of Rhode Island and
Providence Plantations (the “State”), created by the State’s Tobacco
Settlement Financing Corporation Act, as amended (the “Act”). Pursuant to
the Act and a Purchase and Sale Agreement, dated as of June 1, 2007 (the
“Purchase Agreement”), between the State and the Corporation, the State
will sell to the Corporation, on the Closing Date, all of its right, title and
interest in certain amounts (the “Residual Tobacco Assets”) evidenced by
that certain Residual Certificate dated June 27, 2002 (the “2002 Residual
Certificate”), under the Master Settlement Agreement (the “MSA”) entered
into by participating cigarette manufacturers (the “PMs”), the State, 45 other
states and six U.S. jurisdictions in November 1998 in the settlement of
certain smoking-related litigation, including future annual and strategic
contribution fund payments to be made by the PMs under the MSA and that
are no longer subject to the lien of the 2002 Indenture, as hereinafter
defined.

The Corporation is a public corporation of the State created by the Act.

The Series 2007 Bonds and any series of additional bonds will be issued
pursuant to an Indenture, dated as of June 1, 2007 (the “Indenture”),
between the Corporation and Wells Fargo Bank, N.A., as Trustee (the
“Trustee”). The Indenture provides that additional bonds may be issued
subject to the satisfaction of certain conditions described herein. The Series
2007 Bonds and any additional bonds issued under the Indenture are
collectively referred to herein as the “Bonds”. See “THE SERIES 2007
BONDS - Additional Bonds and Additional Obligations.” Individual
purchases of beneficial ownership interests in the Series 2007A and the
2007B Bonds may be made in the principal amount which will accrete to
$5,000 or any integral multiple thereof at their Maturity Date and individual
purchases of beneficial ownership interests in the Series 2007C Bonds may
be made in the principal amount which will accrete to $100,000 or any
integral multiple thereof at their Maturity Date (each, respectively, an
"Authorized Denomination").

It is expected that the Series 2007 Bonds will be delivered in book-entry
form through the facilities of The Depository Trust Company, New York,
New York (“DTC”), on or about June 27, 2007 (the “Closing Date”).
Individual purchases of beneficial ownership interests may be made in the
initial principal amount of $5,000 of Accreted Value at Maturity or any
integral multiple thereof. Beneficial owners of the Series 2007 Bonds will
not receive physical delivery of bond certificates.

The Series 2007 Bonds will be secured by and are payable solely from the
"Collateral" consisting of (i) the Residual Tobacco Assets, all of which will
be pledged under the Indenture (the “Residual Pledged TSRs”) and all
future aid, rents, fees, charges, payments, investment earnings and other
income and receipts with respect thereto (collectively, the “Revenues™), (ii)
all rights to receive the Revenues and the proceeds thereof, (iii) all accounts
established under the Indenture and the assets thereof, and (iv) subject to
certain limitations, all rights and interest of the Corporation under the
Purchase Agreement. The proceeds of the Series 2007 Bonds and other
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assets of the Corporation (other than the Residual Pledged TSRs) are not
pledged to the payment of, and are therefore not available to the holders of,
the Series 2007 Bonds. Pursuant to the Act, the Purchase Agreement and the
Indenture, the Corporation has, in the opinion of Bond Counsel, validly
included the pledge and agreement of the State not to limit or alter the rights
of the Corporation to fulfill the terms of the Purchase Agreement and the
Indenture or impair the rights and remedies of the Bondholders.

The Corporation has previously purchased from the State all of its right, title
and interest in certain amounts paid or payable to the State by the PMs under
the MSA, including future annual and strategic contribution fund payments
(such payments as more fully described herein, the “TSRs”). Pursuant to an
indenture, dated as of June 1, 2002 (the “2002 Indenture”), between the
Corporation and Wells Fargo Bank, N.A., as trustee (the “2002 Indenture
Trustee”), the Corporation has issued its Tobacco Settlement Asset-Backed
Bonds, Series 2002A and Series 2002B, of which approximately
$663,155,000 remain outstanding (such bonds and any refunding bonds
issued under the 2002 Indenture being termed, collectively, the 2002
Indenture Bonds”). The 2002 Indenture Bonds are secured by and payable
from certain of the TSRs (such pledged TSRs, the “2002 Tobacco Assets”).
Except as specifically provided herein, the Collateral securing the Series
2007 Bonds does not include the rights of the Corporation to the receipt of
the 2002 Tobacco Assets under the 2002 Indenture before the 2002
Indenture Bonds are deemed paid under the 2002 Indenture.

The Trustee is only entitled to receive payments of Residual Pledged
TSRs on and after the date on which there are no 2002 Indenture Bonds
outstanding under the 2002 Indenture. Accordingly, the Series 2007
Bonds are structurally subordinate to the payment in full of all 2002
Indenture Bonds issued under the 2002 Indenture for the benefit of the
2002 Indenture Bonds. If the 2002 Indenture Bonds are not paid in
accordance with their terms or there is a default or event of default with
respect to the 2002 Indenture Bonds, Holders of the Series 2007 Bonds
may suffer a complete loss of their investment and have no remedy for
the loss.

The Series 2007B Bonds are subordinate to the Series 2007A Bonds, and
Holders of the Series 2007B Bonds are not entitled to receive any payment,
including any Extraordinary Prepayment, until all Holders of Series 2007A
Bonds and any other Bonds senior to the Series 2007B Bonds issued under
the Indenture have been fully paid, regardless of the occurrence of an Event
of Default. The Series 2007C Bonds are subordinate to the Series 2007B
Bonds, and Holders of the Series 2007C Bonds are not entitled to receive
any payment, including any Extraordinary Prepayment, until Holders of all
Series 2007B Bonds and any other Bonds senior to the Series 2007C Bonds
issued under the Indenture have been fully paid, regardless of the occurrence
of an Event of Default.
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Use of Proceeds.......................

Master Settlement Agreement

The Series 2007 Bonds are payable as to Accreted Value solely out of the
assets of the Corporation pledged for such purpose; neither the faith
and credit nor the taxing power of the State or any political subdivision
thereof is pledged to the payment of the Accreted Value on the Series
2007 Bonds; the Series 2007 Bonds do not constitute an indebtedness of
the State or any political subdivision of the State; the Series 2007 Bonds
are secured solely by and are payable solely from the tobacco receipts
sold to the Corporation and other monies of the Corporation pledged
under the Indenture; the Series 2007 Bonds do not constitute a general,
legal, or moral obligation of the State or any political subdivision
thereof and the State has no obligation or intention to satisfy any
deficiency or default of any payment of the Series 2007 Bonds. The
Corporation has no taxing power. The Series 2007C Bonds are being
reoffered only to “Qualified Institutional Buyers” as such term is
defined in Rule 144A under the Securities Act of 1933. Upon purchase
of any of the Series 2007C Bonds, a purchaser will be deemed to have
represented that it is a Qualified Institutional Buyer and that it has a
holding in Series 2007C Bonds in an amount equal to at least $100,000
in aggregate purchase price. See “RISK FACTORS - Limitation on
Transferability” herein.

The Corporation will apply the proceeds of the Series 2007 Bonds (i) to pay
the cash portion of the purchase price for the Residual Tobacco Assets and
(ii) to pay certain costs of issuance relating to the Series 2007 Bonds.

The MSA was entered into on November 23, 1998 among the attorneys
general of the State, 45 other states, the District of Columbia, Puerto Rico,
Guam, the U.S. Virgin Islands, American Samoa and the Commonwealth of
the Northern Mariana Islands (collectively, the “Settling States”) and the
four largest United States tobacco manufacturers: Philip Morris
Incorporated (“Philip Morris”), R.J. Reynolds Tobacco Company
(“Reynolds Tobacco”), Brown & Williamson Tobacco Corporation
(“B&W?”) and Lorillard Tobacco Company (“Lorillard”). Philip Morris,
Reynolds Tobacco, B&W and Lorillard are collectively referred to as the
“Original Participating Manufacturers” or the “OPMs”). On January 5,
2004, Reynolds American Inc. (“Reynolds American”) was incorporated as
a holding company to facilitate the combination of the U.S. assets, liabilities
and operations of B&W with those of Reynolds Tobacco. References herein
to the “Original Participating Manufacturers” or “OPMs” means, for the
period prior to June 30, 2004, collectively, Philip Morris, Reynolds Tobacco,
B&W and Lorillard and for the period on and after June 30, 2004, means
collectively Philip Morris, Reynolds American and Lorillard.

The MSA resolved cigarette smoking-related litigation between the Settling
States and the OPMs and released the OPMs from past and present smoking-
related claims and provides for a continuing release of future smoking-
related claims, in exchange for certain payments to be made to the Settling
States (including Initial Payments, Annual Payments and Strategic
Contribution Payments as defined herein), and imposed certain tobacco
advertising and marketing restrictions on the OPMs, among other things.
The MSA represents the resolution of a large potential financial liability of
the OPMs for smoking-related injuries. The costs of the MSA have been
passed along to cigarette consumers, who will likely continue to bear such
costs. The Corporation is not a party to the MSA.

The MSA provides for tobacco companies other than the OPMs to become

parties to the MSA. Tobacco companies that have become or become

parties to the MSA after the OPMs are referred to herein as “Subsequent

Participating Manufacturers” or “SPMs” and the SPMs, together with the

OPMs, are referred to herein as the “Participating Manufacturers” or

“PMs.” Tobacco companies that did not or do not become parties to the
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Litigation Regarding the MSA and

Related Statutes ...........ccouueee...

Payments Pursuant to the MSA

MSA are referred to herein as “Non-Participating Manufacturers” or
“NPMs.”

Under the MSA, the State is entitled to 0.7189054% of the Annual Payments
and 1.0954758% of the Strategic Contribution Payments made by PMs
under the MSA.

Numerous lawsuits have been filed challenging the MSA and related
statutes, including two cases (Grand River and Freedom Holdings, discussed
in “RISK FACTORS” herein), that are pending in the U.S. District Court for
the Southern District of New York. The plaintiffs in both cases seek, inter
alia, a determination that state statutes enacted pursuant to the MSA conflict
with and are preempted by the federal antitrust laws. The plaintiffs in the
Grand River and Freedom Holdings cases also seek a determination that
state statutes enacted pursuant to the MSA violate the Commerce Clause of
the U.S. Constitution. A determination that the MSA or state legislation
enacted pursuant to the MSA is void or unenforceable would have a
materially adverse effect on the payments by PMs under the MSA and the
amount or the timing of receipt of Residual Pledged TSRs available to make
payments on the Bonds, and could result in the complete loss of a
Bondholder’s investment. See “RISK FACTORS” and “LEGAL
CONSIDERATIONS” herein.

Under the MSA, the OPMs are required to make the following payments to
the Settling States; (i) five initial payments, all of which have been made
(the “Initial Payments™), (ii) annual payments (the “Annual Payments”)
which are required to be made annually on each April 15, having
commenced April 15, 2000, and continuing in perpetuity in the following
base amounts (subject to adjustment as described herein):

Year Base Amount’ Year Base Amount’
2000 $4,500,000,000 2010 $8,139,000,000
2001 5,000,000,000 2011 8,139,000,000
2002 6,500,000,000 2012 8,139,000,000
2003 6,500,000,000 2013 8,139,000,000
2004 8,000,000,000 2014 8,139,000,000
2005 8,000,000,000 2015 8,139,000,000
2006 8,000,000,000 2016 8,139,000,000
2007 8,000,000,000 2017 8,139,000,000
2008 8,139,000,000 2018 9,000,000,000
2009 8,139,000,000 thereafter 9,000,000,000

As described herein, the base amounts of Annual Payments are subject to various adjustments which have

resulted in reduced annual payments in all prior years. See “SUMMARY OF MASTER SETTLEMENT
AGREEMENT - Annual Payments,” “RISK FACTORS — Other Potential Payment Decreases Under the
Terms of the Master Settlement Agreement — Disputed or Recalculated Payments” and “SUMMARY OF
MASTER SETTLEMENT AGREEMENT — Annual Payments™ herein.
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Industry Overview .......

Cigarette Consumption

and (iii) ten annual payments in the amount of $861 million each, each of
which is subject to adjustment (the “Strategic Contribution Payments”),
required to be made on each April 15 commencing April 15, 2008 and
ending April 15,2017.

See “SUMMARY OF THE MASTER SETTLEMENT AGREEMENT -
Initial Payments,” “— Annual Payments” and “— Strategic Contribution
Payments” herein.

Under the MSA, each OPM is required to pay an allocable portion of each
Annual Payment and Strategic Contribution Payment based on its respective
market share of the United States cigarette market during the preceding
calendar year, in each case, subject to certain adjustments as described
herein. Each SPM has Annual Payment and Strategic Contribution Payment
obligations under the MSA (separate from the payment obligations of the
OPMs) according to its market share only if its market share exceeds the
higher of its 1998 market share or 125% of its 1997 market share. The
SPMs did not have a payment obligation with respect to the Initial Payments
under the MSA. The payment obligations under the MSA follow tobacco
product brands if they are transferred by any of the PMs. Payments by the
PMs under the MSA are required to be made to the MSA Escrow Agent,
which is required, in turn, pursuant to the instructions of the MSA Escrow
Agreement, to remit an allocable share of such payments to the parties
entitled thereto.

Under the MSA, the Annual Payments and Strategic Contribution Payments
due under the MSA are subject to numerous adjustments, some of which
may be material. Such adjustments include, among others, reductions for
decreased domestic cigarette shipments and to account for those states that
settle or have settled their claims against the PMs independently of the MSA
and increases related to inflation in an amount of not less than 3% per year
in the case of the Annual Payments and Strategic Contribution Payments.

The three OPMs, Philip Morris, Reynolds American and Lorillard, are the
largest manufacturers of cigarettes in the United States (based on 2006
domestic market share). The market for cigarettes is highly competitive, and
is characterized by brand recognition and loyalty. See “CERTAIN
INFORMATION RELATING TO THE TOBACCO INDUSTRY.”

As described in the Global Insight Cigarette Consumption Report, domestic
cigarette consumption grew dramatically in the 20th century, reaching a peak
of 640 billion cigarettes in 1981. Consumption declined in the 1980’s and
1990’s, reaching a level of 465 billion cigarettes in 1998, and are forecasted
to be 373 billion cigarettes in 2006. For 2006, industry shipments of 372.5
billion cigarettes were 2.4% less than the 381.7 billion now reported for
2005. A number of factors affect consumption, including, but not limited to,
pricing, industry advertising, expenditures, health warnings, restrictions on
smoking in public places, nicotine dependence, youth consumption, general
population trends and disposable income. See “GLOBAL INSIGHT
CIGARETTE CONSUMPTION REPORT” herein and Appendix A —
"GLOBAL INSIGHT CIGARETTE CONSUMPTION REPORT" attached
hereto.
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Global Insight Cigarette
Consumption Report..........ccoeevreeeennen.

No Current Interest

Principal Payments

Global Insight (USA), Inc. (“Global Insight”), an international econometric
and consulting firm, was retained on behalf of the Corporation to forecast
cigarette consumption in the United States from 2007 through 2052. Global
Insight’s report, entitled “A Forecast of U.S. Cigarette Consumption (2007-
2052) for the Tobacco Settlement Financing Corporation” dated June 21,
2007 (the “Global Insight Cigarette Consumption Report™) is attached
hereto as Appendix A and should be read in its entirety for an understanding
of the assumptions on which it is based and the conclusions contained
therein. The Global Insight Cigarette Consumption Report is subject to
certain disclaimers and qualifications as described therein. See Appendix A
attached hereto.

Global Insight considered the impact of demographics, cigarette prices,
disposable income, employment and unemployment, industry advertising
expenditures, the future effects of the incidence of smoking among underage
youth and qualitative variables that captured the impact of anti-smoking
regulations, legislation and health warnings. Global Insight found the
following variables to be effective in building an empirical model of adult
per capita cigarette consumption: real cigarette prices, real per capita
disposable personal income, the impact of restrictions on smoking in public
places and the trend over time in individual behavior and preferences. Using
data from 1965 to 2005 and an analysis of the variables, Global Insight
constructed an empirical model of adult per capita cigarette consumption
(“CPC”) for the United States. Using standard multivariate regression
analysis to determine the relationship between such variables and CPC along
with Global Insight’s standard adult population growth statistics and
adjustments for non-adult smoking, Global Insight projected adult cigarette
consumption through 2052.

While the Global Insight Cigarette Consumption Report is based on United
States cigarette consumption, Annual Payments and Strategic Contribution
Payments are computed based in part on shipments in or to the fifty United
States, the District of Columbia and Puerto Rico. The Global Insight
Cigarette Consumption Report states that the quantities of cigarettes shipped
and cigarettes consumed within the United States may not match at any
given point in time as a result of various factors, such as inventory
adjustments, but are substantially the same when compared over a period of
time. See “GLOBAL INSIGHT CIGARETTE CONSUMPTION REPORT”
herein. The projections and forecasts regarding future cigarette consumption
included in the Global Insight Cigarette Consumption Report are estimates
which have been prepared on the basis of certain assumptions and
hypotheses. No representation or warranty of any kind is or can be made
with respect to the accuracy or completeness of, and no representation or
warranty should be inferred from, these projections and forecasts.

Interest on the Series 2007 Bonds is not paid currently but accrues at the
yield set forth on the inside cover page from the Date of Delivery, which
interest shall be compounded every December 1 and June 1, commencing
December 1, 2007, until their respective maturity dates or earlier
redemption. See Appendix G — “TABLE OF ACCRETED VALUES”
attached hereto.

The Accreted Value of the Series 2007 Bonds will be paid on the maturity
dates as set forth on the inside front cover of this Offering Circular or upon
prior redemption. “Accreted Value” means an amount equal to the initial
principal amount of such Bonds, plus interest accrued thereon from its date
of issuance, compounded on each December 1 and June 1, commencing on
December 1, 2007 through and including the Maturity Date or earlier
redemption date of such Bond at the interest rate for such Bond, as set forth
in the Series Supplement therefor and in accordance with the Accreted Value
Table attached thereto; provided, however, that the Corporation shall
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Turbo Redemption.................

Actual Payments of Principal

calculate or cause to be calculated the Accreted Value on any date other than
each December 1 and June 1 by straight line interpolation of the Accreted
Values as of the immediately preceding and succeeding December 1 and
June 1. See Appendix G — “TABLE OF ACCRETED VALUES” attached
hereto.

Failure by the Corporation to pay the Accreted Value at maturity on any
Series 2007 Bonds will constitute an Event of Default under the Indenture.
Failure to make Turbo Redemption payments on the Series 2007 Bonds will
not constitute an Event of Default. See “SECURITY FOR THE SERIES
2007 BONDS - Flow of Funds” herein.

The Series 2007 Bonds are subject to mandatory redemption in whole or in
part prior to their stated maturity, from amounts on deposit in the Turbo
Redemption Account on any Distribution Date, at the redemption price of
100% of the Accreted Value thereof, without premium (“Turbo
Redemption”). Amounts in the Turbo Redemption Account may not be
applied to purchase the Series 2007 Bonds on the open market. Any
redemption of the Series 2007 Bonds from amounts in the Turbo
Redemption Account pursuant to the Indenture shall be made by Series in
accordance with the Payment Priorities and Pro Rata within each Series of
Bonds. For purposes of defeasance, such Series 2007 Bonds shall have the
assumed redemption schedule set forth in Appendix H — “DEFEASANCE
TURBO SCHEDULES” hereto. See “METHODOLOGY AND BOND
STRUCTURING ASSUMPTIONS” herein.

A failure by the Corporation to make Turbo Redemption payments on the
Series 2007 Bonds will not constitute an Event of Default under the
Indenture.

“Payment Priorities” means, subject to the issuance of Additional Bonds
which may be payable prior to the Series described below, payment of the
Bonds in the following order of priority: (1) first, the Series 2007A Bonds
until they are Fully Paid (as defined in the Indenture); (2) second, the Series
2007B Bonds until they are Fully Paid; and (3) third, the Series 2007C
Bonds until they are Fully Paid.

“Distribution Date” means each December 1 and June I, commencing
December 1, 2007.

“Pro Rata” means, for an allocation of available amounts to any payment of
interest or Accreted Value to be made pursuant to the Indenture, the
application of a fraction of such available amounts (a) the numerator of
which is equal to the amount due to the respective Owners, and (b) the
denominator of which is equal to the total amount due to all Owners to
whom such payment is owing.

Due to a number of factors, including actual shipments of cigarettes in the
United States and the actual level of payments received by the Settling States
(including the State) under the MSA, the amount available to pay the Series
2007 Bonds may fluctuate from year to year. The Corporation is only
obligated to make Turbo Redemptions to the extent that Revenues are
available for such purpose in the Turbo Redemption Account. A failure by
the Corporation to pay the Accreted Value of a Series 2007 Bond on its
applicable Maturity Date will constitute an Event of Default under the
Indenture.
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Optional Redemption..............coecueen.. The Series 2007 Bonds are subject to redemption at the Corporation’s option
at any time, in whole or in part, on and after June 1, 2017, at a redemption
price of 100% of the Accreted Value thereof, without premium. Fifteen
days’ notice shall be given to holders of the Series 2007 Bonds to be
redeemed prior to maturity. The Corporation may select the dates, amounts,
rates and maturities of Series 2007 Bonds for optional redemption at its sole
discretion. On and after any date of redemption, interest will cease to accrete
on any Series 2007 Bonds called for redemption.

Extraordinary Prepayment.................. If an Event of Default has occurred, on each Distribution Date, Outstanding
Senior Bonds will be prepaid from available funds on deposit in the Debt
Service Reserve Account, the Lump Sum Prepayment Account and the
Extraordinary Prepayment Account, at a price equal to the principal amount
or Accreted Value thereof, without premium (any such prepayment, an
“Extraordinary Prepayment”). Any such prepayment shall be made by
Series in accordance with the Payment Priorities and Pro-Rata within each
Series. If an event of default has previously occurred with respect to the
2002 Indenture Bonds, however, no payments of Residual Pledged TSRs
will be made to the Trustee until the 2002 Indenture Bonds have been paid in
full.

Lump Sum Prepayment ..................... The Bonds are subject to prepayment at any time at the principal amount or
Accreted Value thereof, plus accrued interest, if any, to the prepayment date,
upon receipt by the Trustee of a lump sum payment received as a payment
from a PM which results in, or is due to, a release of that PM from all or a
portion of its future obligations under the MSA (a “Lump Sum Payment”).
Each Lump Sum Payment shall be allocated to the prepayment of
Outstanding Senior Bonds. Any such prepayment shall be made by Series in
accordance with the Payment Priorities and Pro-Rata within each Series.

Bond Structuring Assumptions The Series 2007 Bonds were structured on the basis of forecasts, which

and Methodology.........ccoecvevveerreeennen. themselves are based on assumptions, as described herein. Among these are
a forecast of United States cigarette consumption contained in the Global
Insight Cigarette Consumption Report, and the application of certain
adjustments and offsets to payments to be made by the PMs pursuant to the
MSA, and a forecast of the Accounts and all earnings on amounts on deposit
in the Accounts established under the Indenture. In addition, such forecasts
were used to project amounts expected to be available for redemption of the
Series 2007 Bonds from Turbo Redemptions and the resulting expected
average lives of the Series 2007 Bonds.

No assurance can be given, however, that events will occur in accordance
with such assumptions and forecasts. Any deviations from such assumptions
and forecasts could materially and adversely affect the payment of the Series
2007 Bonds. See “METHODOLOGY AND BOND STRUCTURING
ASSUMPTIONS” herein.

Distributions and Priorities............... Any Residual Pledged TSRs received by the Corporation will be promptly
(and in no event later than five Business Days after receipt) deposited in the
Revenue Account. Except as otherwise specified in the Indenture, the
Trustee will deposit all Revenues in the Revenue Account.

The term “Fiscal Year” means each 12 month period ending each June 30.

As used herein, the term “Deposit Date” means the date of actual receipt by
the Trustee of any Residual Pledged TSRs.

As soon as possible following each deposit of Residual Pledged TSRs to the
Revenue Account, the Trustee will withdraw Revenues on deposit in the
Revenue Account and transfer such amounts in priority as follows:

(1) to the Operating Account, an amount specified in an Officer’s
Certificate (or certificate of an authorized officer of the Corporation,
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3)

4)

)

(6)

O

®)

)

as appropriate), plus the amount necessary to provide for Priority
Payments and any penalties, fines or other payments required to be
made to the United States of America under the arbitrage or rebate
provisions of the Code, in each case for the current Fiscal Year and
for the first full six months of the following Fiscal Year (provided,
however, that the aggregate of the amounts transferred to the
Operating Account pursuant to this clause (1) in any Fiscal Year shall
not exceed the 2007 Operating Cap);

to the Debt Service Account, an amount sufficient to cause the
amount therein to equal interest (including interest at the stated rate
on the Principal of Outstanding Bonds and on overdue interest, if any)
due on the next succeeding Distribution Date and, in the case of Parity
Payments and interest due at variable rates on Bonds, to deposit in
separate subaccounts within the Debt Service Account, Bond interest
and Parity Payments due during the current Fiscal Year including
such Distribution Date, together with any unpaid interest and other
Parity Payments due on prior Distribution Dates;

unless an Event of Default has occurred and is continuing, to the Debt
Service Account, an amount sufficient to cause the amount therein
(exclusive of the amount on deposit therein under clause (2) above) to
equal the Principal due during the current Fiscal Year;

unless an Event of Default has occurred and is continuing, to the Debt
Service Reserve Account, and amount sufficient to cause the amounts
therein to equal the Debt Service Reserve Requirement, if any;

unless an Event of Default has occurred and is continuing, to the Debt
Service Account the amount which, together with amounts deposited
pursuant to clause (2) above but exclusive of the amounts deposited
therein pursuant to clause (3) above, will be sufficient to cause the
amount on deposit therein to equal interest (including interest at the
stated rate on the Principal of Outstanding Bonds) and Parity
Payments, in each case, due (a) during the current Fiscal Year and (b)
if the Deposit Date is during the period from January 1 through
June 30 of any year, during the first full six months of the next Fiscal
Year, assuming that Principal of the Bonds will be paid in the
amounts deposited pursuant to clause (3) above and Turbo
Redemptions will be paid pursuant to clause (9) below;

if an Event of Default has occurred and is continuing, to the
Extraordinary Prepayment Account, all amounts remaining in the
Revenue Account;

to the Lump Sum Prepayment Account, the amount of any Lump Sum
Payment;

to the Operating Account, an amount specified by an Officer’s
Certificate (or certificate of an authorized officer of the Corporation,
as appropriate) to pay for any Operating Expenses in excess of the
2007 Operating Cap; and

to the Turbo Redemption Account, the amount remaining in the
Revenue Account.

Except as otherwise provided in the Indenture and unless an Event of Default
has occurred, investment earnings on the Accounts shall be deposited in the
Revenue Account no later than the Business Day immediately preceding
each Distribution Date. If an Event of Default has occurred and is
continuing any such investment earnings shall be deposited in the Debt
Service Account.
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Events of Default

On each Distribution Date the Trustee will apply amounts in the various
Accounts in the following order of priority:

(1)

)

(€)

4)

)

(6)

from the Debt Service Account, the Lump Sum Prepayment Account,
the Turbo Redemption Account and the Debt Service Reserve
Account, in that order, to pay interest on the Outstanding Bonds
(including interest on overdue interest, if any) and Parity Payments
due on such Distribution Date, plus any unpaid interest and Parity
Payments due on prior Distribution Dates;

unless an Event of Default has occurred and is continuing, from the
Debt Service Account, the Lump Sum Prepayment Account, the
Turbo Redemption Account and the Debt Service Reserve Account, in
that order, to pay in order of Maturity Dates the Principal due on such
Distribution Date;

if an Event of Default has occurred, from the Debt Service Reserve
Account, the Lump Sum Prepayment Account and the Extraordinary
Prepayment Account, to pay Extraordinary Prepayments;

from the Lump Sum Prepayment Account, to redeem Bonds pursuant
to a Lump Sum Prepayment;

from the Accounts therefor, in the amounts and to the accounts
specified by Series Supplement for payments on Subordinate Bonds,
if applicable, termination and certain other payments on swaps,
term-out and subordinate payments with respect to credit
enhancement and any other subordinate payments specified by the
Indenture (collectively, the “Junior Payments”); and

from the Turbo Redemption Account, to redeem Bonds.

“Event of Default” means any one of the events set forth below:

(M)

(i)

(1ii)

(iv)

™)

(vi)

the failure to pay Principal of or interest on the Senior Bonds when
due;

the Corporation fails to observe or perform any other provision of the
Indenture which failure is not remedied within 30 days after written
notice thereof is given to the Corporation by the Trustee or to the
Corporation and the Trustee by the holders of at least 25% of the
Principal amount of the Senior Bonds then Outstanding;

bankruptcy, reorganization, arrangement or insolvency proceedings,
or other proceedings for relief under any bankruptcy or similar law or
laws for the relief of debtors, are instituted by or against the
Corporation and, if instituted against the Corporation, are not
dismissed within 60 days after such institution;

the State fails to observe or perform any covenant described below
under “SECURITY FOR THE SERIES 2007 BONDS-Non-
Impairment Pledge of the State”, which failure is not remedied within
30 days after written notice thereof is given to the Corporation, the
State and the Trust Fund by the Trustee or to the Corporation and the
Trustee by Holders of not less than 25% of the principal amount
Outstanding of the Senior Bonds then Outstanding;

the State fails to pay promptly to the Corporation or the Trustee any
Residual Pledged TSRs received by it; or

the State consents to or acquiesces in an amendment or modification
of the MSA, or the Consent Decree is amended or modified, in each

S-10




Additional Bonds and Additional

Obligations .

Covenants ...

Continuing Disclosure

Undertaking

case, so as to materially reduce the amount of TSRs payable to the
State under the MSA or to materially delay any date of payment of a
material amount thereof.

Upon the occurrence of an Event of Default, neither the Trustee nor the
Holders shall have the right to sell or foreclose on the collateral pledged to
the Trustee under the Indenture.

The Corporation may only issue additional Series of Bonds (“Additional
Bonds”) or bonds, notes or other obligations (“Additional Obligations”)
under the 2002 Indenture (as amended, supplemented or restated from time
to time) or any other indenture or agreement providing for the issuance of
Additional Obligations that are to be secured by a claim on the 2002
Tobacco Assets prior to the 2002 Residual Certificate or the Series 2007
Bonds (each a “Senior Indenture’) only upon receipt by the Trustee of (i) a
Rating Confirmation from each Rating Agency then rating the Outstanding
Bonds under the Indenture and (ii) a certificate of the Corporation that as a
result of the issuance of such Additional Bonds or Additional Obligations,
the weighted average life of each Bond then Outstanding under the
Indenture, projected in years from such Bond’s date of issuance, will not
exceed the sum of (x) the weighted average life of each such Outstanding
Bond issued under the Indenture as projected at the time such Bond was
issued and set forth in the applicable Series Supplement relating thereto
(with respect to the Series 2007 Bonds, such expected weighted average
lives are set forth in the Turbo Defeasance Schedule attached to the Series
2007 Supplement) and (y) one. In calculating the weighted average life of
each of the Outstanding Bonds for the purpose of the certificate required by
clause (i) of the preceding sentence, the Corporation shall take into
consideration (1) the amount of Turbo Redemptions of such Bonds that have
been paid prior to and including to the date of issuance of the Additional
Bonds or Additional Obligations and (2) the amount of Turbo Redemptions
projected by the Corporation to be paid on each Distribution Date
subsequent to the issuance of such Additional Bonds or Additional
Obligations based upon the amount of TSRs then expected to be received by
the Corporation and available for payment of Turbo Redemptions of each
outstanding bond under the Senior Indenture. In determining compliance
with clause (ii) of this paragraph, the Corporation may rely conclusively on a
certification of a financial advisor or an underwriting firm, who may in turn
rely on a report of a nationally recognized firm of econometric experts on
matters related to projected or forecasted cigarette consumption. See “THE
SERIES 2007 BONDS — Additional Bonds and Additional Obligations.”

Pursuant to the Act, the State has covenanted, among other things, that it will
not limit or alter rights vested in the Corporation to fulfill the terms of any
agreements made with holders of the Bonds, or otherwise take any action
that materially and adversely effects the rights of the Bondholders until all
Bonds are entirely paid or defeased. The Corporation has covenanted not to
impair the exclusion of interest on the Series 2007 Bonds from gross income
for federal income tax purposes. See Appendix D -“SUMMARY OF
PRINCIPAL LEGAL DOCUMENTS - The Indenture” for a summary of the
covenants made by the Corporation and Appendix D -“SUMMARY OF
PRINCIPAL LEGAL DOCUMENTS - The Purchase Agreement” for a
summary of the covenants made by the State.

The Corporation has agreed to provide, or cause to be provided, to each
nationally recognized municipal securities information repository and any
public or private repository or entity designated by the State as a repository
for purposes of Rule 15¢2-12(b)(5) adopted by the Securities and Exchange
Commission certain annual financial information and operating data and, in
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Ratings.......coceeveveeercnncnnn.

Legal Considerations.........

Risk Factors......cccouvveeenne.

Tax Matters......cccceeevvvnnnne.

Availability of Documents

a timely manner, notices of certain material events. See “CONTINUING
DISCLOSURE UNDERTAKING” herein.

The ratings of the Series 2007 Bonds address the ability of the Corporation
to pay the Accreted Value of such Series 2007 Bonds on their respective
Maturity Dates as set forth on the inside cover page of this Offering Circular.
Neither projections of Turbo Redemption payments of the Series 2007
Bonds nor any principal amounts used for structuring purposes, other than
amounts due on the Maturity Dates for the Series 2007 Bonds, have been
rated by the Rating Agency. A rating is not a recommendation to buy, sell or
hold securities, and such rating is subject to revision or withdrawal at any
time. Owners of the Series 2007 Bonds bear the reinvestment risk from
faster than expected amortization, as well as the extension risk from slower
than expected amortization of the Series 2007 Bonds. See “RATINGS”
herein.

Reference is made to “LEGAL CONSIDERATIONS” for a description of
certain legal issues relevant to an investment in the Series 2007 Bonds.
Neither the State nor the Corporation can be a debtor under any chapter of
the United States Bankruptcy Code, nor could the State or the Corporation
become a debtor under any chapter of such Bankruptcy Code without an
amendment thereto.

Reference is made to “RISK FACTORS” for a description of certain
considerations relevant to an investment in the Series 2007 Bonds.

In the opinion of Hawkins Delafield & Wood LLP, Bond Counsel to the
Corporation, under existing statutes and court decisions and assuming
continuing compliance with certain tax covenants described herein, (i)
interest on the Series 2007 Bonds is excluded from gross income for Federal
income tax purposes pursuant to Section 103 of the Internal Revenue Code
of 1986, as amended (the “Code”), and (ii) interest on the Series 2007 Bonds
is not treated as a preference item in calculating the alternative minimum tax
imposed on individuals and corporations under the Code; such interest,
however, is included in the adjusted current earnings of certain corporations
for purposes of calculating the alternative minimum tax imposed on such
corporations. In addition, in the opinion of Bond Counsel to the
Corporation, pursuant to the provisions of the Tobacco Settlement Financing
Corporation Act, income on the Series 2007 Bonds, including any profit
made on the sale thereof, is free from State personal income taxes. See
"TAX MATTERS" herein.

Included herein are brief summaries of certain documents and reports, which
summaries do not purport to be complete or definitive, and reference is made
to such documents and reports for full and complete statements of the
contents thereof. Copies of the Indenture and the Purchase Agreement may
be obtained by written request from the Trustee at 10 Orms Street, Suite 325,
Providence, Rhode Island 02904. Any statements in this Offering Circular
involving matters of opinion, whether or not expressly so stated, are intended
as such and not as representations of fact. This Offering Circular is not to be
construed as a contract or agreement among the Corporation, the State and
the purchasers or Bondholders.




$197,005,742.20
Tobacco Settlement Financing Corporation
Tobacco Settlement Asset-Backed, Series 2007

RISK FACTORS

The Series 2007 Bonds differ from many other tax-exempt securities in a number of respects. Prospective
investors should carefully consider the factors set forth below regarding an investment in the Series 2007 Bonds as
well as other information contained in this Offering Circular. The following discussion of risks is not meant to be a
complete list of the risks associated with the purchase of the Series 2007 Bonds and the order of presentation does
not necessarily reflect the relative importance of the various risks. Potential purchasers of the Series 2007 Bonds
are advised to consider the following factors, among others, and to review the other information in this Offering
Circular in evaluating the Series 2007 Bonds. Any one or more of the risks discussed, and others, could lead to a
decrease in the market value and/or the liquidity of the Series 2007 Bonds or, in certain circumstances, could lead
to a complete loss of a Bondholder’s investment. There can be no assurance that other risk factors will not become
material in the future.

Litigation Challenging the MSA, the Qualifying Statutes and Related Legislation

General Overview. Certain smokers, consumer groups, cigarette importers, cigarette wholesalers, cigarette
distributors, cigarette manufacturers, Native American tribes, taxpayers, taxpayers' groups and other parties have
instituted lawsuits against various PMs, certain of the Settling States and other public entities challenging the MSA
and/or the Qualifying Statutes and related legislation. One or more of the lawsuits, several of which remain
pending, allege, among other things, that the MSA and/or the Qualifying Statutes and related legislation are void or
unenforceable under the Commerce Clause and certain other provisions of the U.S. Constitution and the federal
antitrust laws, as described below under "—Grand River, Freedom Holdings and Related Cases" and "—Other
Litigation Challenging the MSA, Qualifying Statutes and Related Legislation" in this subsection. In addition, some
of the lawsuits allege that the MSA and/or related state legislation are void or unenforceable under the federal civil
rights laws, state constitutions, consumer protection laws, and unfair competition laws. Certain of these lawsuits
seek, and, if ultimately successful, could result in, a determination that the MSA and/or the Qualifying Statutes and
related legislation are void or unenforceable. Certain of the lawsuits further seek, among other things, an injunction
against one or more of the Settling States from collecting any moneys under the MSA and barring the PMs from
collecting cigarette price increases related to the MSA. In addition, class action lawsuits have been filed in several
federal and state courts alleging that under the federal Medicaid law, any amount of tobacco settlement funds that
the Settling States receive in excess of what they paid through the Medicaid program to treat tobacco-related
diseases should be paid directly to Medicaid recipients. In the case of Cutting Edge Enterprises Inc. v. National
Association of Attorneys General, in an action in federal court in the Southern District of New York a PM seeks to
cause the National Association of Attorneys General and the attorneys general of several states (not including the
State) to list the PM's brands on their respective web sites, alleging that their refusal to do so violates federal
antitrust laws, the Commerce Clause, and laws prohibiting tortious interference with business relations. Oral
argument on a motion to dismiss was heard on April 20, 2006, and a decision is pending. To date, challenges to the
MSA or related state legislation have not been ultimately successful, although three such challenges (the Grand
River and Freedom Holdings cases in federal court in New York, and the Xcaliber case in federal court in Louisiana,
all of which are discussed below) have survived initial appellate review of motions to dismiss. Moreover, these
three cases and the 4.B. Coker case in federal court in Louisiana (discussed below) are the only cases challenging
the MSA or related legislation that have proceeded to a stage of litigation where the ultimate outcome may be
determined by, among other things, findings of fact based on extrinsic evidence as to the operation and impact of the
MSA and the related statutes. In Grand River and Freedom Holdings, certain decisions by the U.S. Court of
Appeals for the Second Circuit have created heightened uncertainty as a result of that court's interpretation of federal
antitrust immunity and Commerce Clause doctrines as applied to the MSA and related statutes, which interpretation
appears to conflict with interpretations by other courts, which have rejected challenges to the MSA and related
statutes. Prior decisions rejecting such challenges have concluded that the MSA and related statutes do not violate
the Commerce Clause of the U.S. Constitution and are protected from antitrust challenges based on established
antitrust immunity doctrines. In addition, proceedings are pending or on appeal in certain other cases, including two
challenges by certain NPMs in federal court in Louisiana (Xcaliber and A.B. Coker), alleging, inter alia, that the
Louisiana Allocable Share Release Amendment violates the rights of free speech, due process of law, and equal
protection of the laws guaranteed under the U.S. Constitution and the Louisiana Constitution. On March 1, 2006,
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the U.S. Court of Appeals for the Fifth Circuit vacated the district court's dismissal of the plaintiffs' complaint in one
of the Xcaliber cases and remanded the case for reconsideration. See "-Other Litigation Challenging the MSA,
Qualifying Statutes and Related Legislation" in this subsection. The MSA and related state legislation may also
continue to be challenged in the future. A determination that the MSA or related state legislation is void or
unenforceable would have a material adverse effect on the payments by the PMs under the MSA and the amount or
the timing of receipt of Residual Pledged TSRs available to the Corporation to make payments with respect to the
Series 2007 Bonds, including payments of Turbo Redemptions, interest on or principal or Accreted Value of the
Series 2007 Bonds, could lead to a decrease in the market value and/or the liquidity of the Series 2007 Bonds and, in
certain circumstances, could lead to a complete loss of a Bondholder's investment. See "LEGAL
CONSIDERATIONS" herein.

Qualifying Statute and Related Legislation. Under the MSA's NPM Adjustment, downward adjustments
may be made to the Annual Payments and Strategic Contribution Payments payable by a PM if the PM experiences
a loss of market share in the United States to NPMs as a result of the PM's participation in the MSA. See "— Other
Potential Payment Decreases Under the Terms of the MSA — NPM Adjustment" herein and "SUMMARY OF THE
MASTER SETTLEMENT AGREEMENT — MSA Provisions Relating to Model/Qualifying Statutes" herein. A
Settling State may avoid the effect of this adjustment by adopting and diligently enforcing a Qualifying Statute, as
hereinafter described. The State has adopted the Model Statute, which by definition is a Qualifying Statute under
the MSA. The Model Statute, in its original form, required an NPM to make escrow deposits approximately in the
amount that the NPM would have had to pay to all of the states had it been a PM and further authorized the NPM to
obtain from the applicable Settling State the release of the amount by which the escrow deposit in that state
exceeded that state's allocable share of the total payments that the NPM would have made as a PM. Legislation has
been enacted in at least 44 of the Settling States, including the State, amending the Qualifying Statutes in those
states by eliminating the reference to the allocable share and limiting the possible release an NPM may obtain under
the statute to the excess above the total payment that the NPM would have paid had it been a PM (each an
"Allocable Share Release Amendment"). A majority of the PMs, including all OPMs, have indicated in writing
that the State's Model Statute, as amended by an Allocable Share Release Amendment, will continue to constitute a
Qualifying Statute within the meaning of the MSA. In addition, at least 44 Settling States (including the State) and
the District of Columbia have passed legislation (often termed "Complementary Legislation") to further ensure
that NPMs are making required escrow payments under the states' respective Qualifying Statutes. Pursuant to the
State's Qualifying Statute and Complementary Legislation, every tobacco product manufacturer whose cigarettes are
sold directly or indirectly in the State is required to certify annually that it is either (a) a PM and is in full
compliance with the terms of the MSA or (b) an NPM and is in full compliance with the State's Qualifying Statute.
The Qualifying Statutes and related legislation, like the MSA, have also been the subject of litigation in cases
alleging that the Qualifying Statutes and related legislation violate certain provisions of the United States
Constitution and/or state constitutions and are preempted by federal antitrust laws. The lawsuits seek, among other
things, injunctions against the enforcement of the Qualifying Statutes and related legislation. To date such
challenges have not been ultimately successful, although the enforcement of Allocable Share Release Amendments
has been preliminarily enjoined in New York and certain other states. Appeals are also possible in certain cases.
The Qualifying Statutes and related legislation may also continue to be challenged in the future. Pending challenges
to the Qualifying Statutes and related legislation are described below under "— Grand River, Freedom Holdings and
Related Cases" and "— Other Litigation Challenging the MSA, Qualifying Statutes and Related Legislation" in this
subsection.

A determination that a Qualifying Statute is unconstitutional would have no effect on the enforceability of
the MSA itself; such a determination could, however, have an adverse effect on payments to be made under the
MSA if one or more NPMs were to gain market share. See "— Other Potential Payment Decreases Under the Terms
of the MSA — NPM Adjustment,"” "SUMMARY OF THE MASTER SETTLEMENT AGREEMENT — MSA
Provisions Relating to Model/Qualifying Statutes," and "LEGAL CONSIDERATIONS" herein.

A determination that an Allocable Share Release Amendment is unenforceable would not constitute a
breach of the MSA but could permit NPMs to exploit differences among states, target sales in states without
Allocable Share Release Amendments, and thereby potentially increase their market share at the expense of the
PMs. See "SUMMARY OF THE MASTER SETTLEMENT AGREEMENT — MSA Provisions Relating to
Model/Qualifying Statutes" herein.

A determination that the State's Complementary Legislation is unenforceable would not constitute a breach
of the MSA or affect the enforceability of the State's Qualifying Statute; such a determination could, however, make
enforcement of the State's Qualifying Statute against NPMs more difficult for the State. See "SUMMARY OF THE
MASTER SETTLEMENT AGREEMENT — MSA Provisions Relating to Model/Qualifying Statutes" herein.
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Grand River, Freedom Holdings and Related Cases. Among the pending challenges to the MSA and/or
related state legislation are two lawsuits referred to herein as Grand River and Freedom Holdings, both of which are
pending in the United States District Court for the Southern District of New York. The Grand River case is pending
against the attorneys general of 31 states (but not the State) and alleges, among other things, that (a) the MSA
creates an unlawful output cartel under federal antitrust law and state legislation enacted pursuant to the MSA
mandates or authorizes such cartel and is thus preempted by federal law and that (b) the MSA and related statutes
are invalid or unenforceable under the Commerce Clause and other provisions of the United States Constitution.
The plaintiffs in Grand River seek to enjoin the enforcement of the Qualifying Statutes and Complementary
Legislation by the Grand River Challenged States (defined below). The Freedom Holdings case is pending against
the attorney general and the commissioner of taxation and finance of the State of New York and is based on the
same purported claims as the Grand River case (including, as discussed below, a Commerce Clause claim asserted
by the plaintiffs in their Second Supplemental and Amended Complaint following a Second Circuit ruling on the
issue in the Grand River case). The plaintiffs in Freedom Holdings seek to enjoin the enforcement of New York's
Qualifying Statute and Complementary Legislation. These suits have survived appellate review of motions to
dismiss for failure to state a claim upon which relief can be granted and are in the discovery phase of litigation in
preparation for the development of a factual record to support possible findings of fact that may be used by the court
in its decision as to the pending claims. To date, Grand River and Freedom Holdings, along with Xcaliber v. leyoub
and A.B. Coker v. Foti (both discussed below), are the only cases challenging the MSA or related legislation that
have survived initial appellate review of motions to dismiss. Moreover, these cases are the only cases challenging
the MSA or related legislation that have proceeded to a stage of litigation where the ultimate outcome may be
determined by, among other things, findings of fact based on extrinsic evidence as to the operation and impact of the
MSA and the related state legislation.

On July 1, 2002, Grand River Enterprises Six Nations Ltd. v. Pryor ("Grand River") was filed in the
United States District Court of the Southern District of New York by certain NPMs against current and former
attorneys general of 31 states (not including the State) (the "Grand River Challenged States"). The plaintiffs seek
to enjoin the enforcement of the Grand River Challenged States' Qualifying Statutes and Complementary
Legislation, alleging that such Qualifying Statutes and Complementary Legislation violate the plaintiffs'
constitutional rights under the Commerce Clause and other provisions of the United States Constitution and also that
such Qualifying Statutes and Complementary Legislation conflict with and are therefore preempted by the federal
antitrust laws. In September 2003, the District Court held that it lacked personal jurisdiction over the non-New
York attorneys general and dismissed the plaintiffs' complaint against them. In addition, the District Court dismissed
the plaintiffs' complaint against the New York attorney general, finding that the plaintiffs had failed to state a claim
upon which relief could be granted. After the Second Circuit's decision in Freedom Holdings (discussed below),
however, the District Court granted the plaintiffs' motion in Grand River to reinstate, against the New York attorney
general only, that portion of the complaint alleging that New York's Qualifying Statute and New York's
Complementary Legislation conflict with antitrust laws and are preempted by federal law.

The plaintiffs appealed the dismissal of their other claims to the Second Circuit. On September 28, 2005,
the Second Circuit reinstated portions of the Commerce Clause challenge and reinstated the non-New York
attorneys general as defendants, finding that a federal court in New York could exercise personal jurisdiction over
them, and affirmed the dismissal of certain remaining claims, including the claim that the Qualifying Statute and
related legislation violated the Indian Commerce Clause of the United States Constitution. The case was remanded
to the District Court. On May 31, 2006, the District Court denied Grand River's motion for a preliminary injunction
seeking to bar defendants from: (1) enforcing their states' Allocable Share Release Amendments; (2) denying Grand
River's application to become a party to the Master Settlement Agreement; and (3) banning sales in the defendants'
states of Grand River-produced cigarettes. The District Court held that Grand River failed to show either a
likelihood of irreparable injury absent an injunction or a likelihood of success on the merits of its claims. On June 7,
2006, Grand River filed an appeal of this decision before the Second Circuit. Separately, Grand River also filed a
motion for an injunction pending appeal, which the District Court denied on June 29, 2006. On March 6, 2007, the
Second Circuit denied Grand River's appeal, solely on the basis that the District Court had not abused its discretion
in finding that plaintiff Grand River had failed to show a likelihood of irreparable injury.

On October 12, 2005, the defendants filed a petition with the Second Circuit for rehearing with regard to
the Second Circuit's ruling on the issue of personal jurisdiction. The plaintiffs filed a petition with the Second
Circuit for rehearing on the Indian Commerce Clause ruling. On January 3, 2006, the Second Circuit denied all
parties' petitions for rehearing. On April 18, 2006 the non-New York defendants filed a petition for certiorari review
with the U.S. Supreme Court challenging the Second's Circuit ruling on the issue of personal jurisdiction. See King
v. Grand River Enterprises Six Nations, Ltd. On October 10, 2006, the U.S. Supreme Court denied the defendants'
petition for certiorari.
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With regard to the Commerce Clause challenge, the Second Circuit in Grand River noted that because it
was reviewing a motion to dismiss, it was required to accept as true the material facts alleged in the complaint and to
draw all reasonable inferences in the plaintiffs' favor. The Second Circuit held that although each state's Qualifying
Statute and Complementary Legislation apply to cigarette sales within such state, the plaintiffs sufficiently stated a
possible claim that these statutes together create a national or "interstate" regulatory policy and thereby exert
"extraterritorial control" over out-of-state transactions in contravention of the Commerce Clause. The Second
Circuit acknowledged that in Freedom Holdings (discussed below) it had ruled that plaintiffs failed to state a claim
that the State's Complementary Legislation had violated the Commerce Clause, but explained that it did so because
plaintiffs there had not sufficiently alleged an extraterritorial effect of that legislation. To date, 4.B. Coker
(discussed below), Grand River, and, as a technical matter, Freedom Holdings (pursuant to the grant of a motion to
amend the complaint in that matter to include a Commerce Clause claim), are the only cases in which a Commerce
Clause challenge to the MSA and related statutes has not been the subject of a summary dismissal. However, other
such challenges are currently pending in various jurisdictions. An adverse ruling on Commerce Clause grounds
could potentially lead to invalidation of the MSA and the Qualifying Statutes in their entirety and result in the
complete loss of a Bondholder's outstanding investment.

With regard to the reinstatement of the non-New York defendants, the Second Circuit explained that where
an out of state defendant has "transacted business" in the State of New York and there is "substantial nexus"
between that transaction and the litigation in question, the federal courts in the state can obtain jurisdiction over the
defendants. The Second Circuit concluded that by negotiating the MSA in New York, the attorneys general
"transacted business" for the purpose of conferring jurisdiction in federal courts in New York. The Court also held
that there was "substantial nexus" between the MSA negotiations and the lawsuit, because although the challenged
statutes are discrete acts of each state, they were integral to the operation of the MSA and were negotiated as such.

Grand River remains pending before the U.S. District Court for the Southern District of New York,
wherein the defendants filed an answer to the complaint on October 25, 2006. The District Court has ruled that the
pre-trial discovery period will conclude in March 2008. Any decision by the Second Circuit in this case would not
be subject to appeal as of right to the U.S. Supreme Court. No assurance can be given: (1) that the Supreme Court
would choose to hear and determine any appeal relating to the validity or enforceability of MSA or related
legislation in this or any other case; or (2) as to the outcome of the certiorari or any appeal, even if heard by the
Supreme Court. A Supreme Court decision to affirm or to decline to review a Second Circuit ruling that is adverse
to the defendants in Grand River or other similar case, challenging validity or enforceability of MSA or related
legislation, could result in the complete cessation of the Residual Pledged TSRs available to make payments on the
Series 2007 Bonds. Moreover, even if ultimately reversed by the Supreme Court, a Second Circuit decision adverse
to the defendants in Grand River could, unless stayed pending appeal at the discretion of the court: (1) result in the
complete cessation of the Residual Pledged TSRs available to make payments on the Series 2007 Bonds; or (2) have
a material adverse effect on the secondary market for the Series 2007 Bonds and, as a result, lead to a decrease in the
market value and/or the liquidity of, the Series 2007 Bonds, during the pendency of the appeal.

On April 16, 2002, in Freedom Holdings, Inc. v. Spitzer ("Freedom Holdings"), certain cigarette importers
filed an action against the attorney general of New York and the Commissioner of Taxation and Finance of the State
of New York (the "New York State Defendants"), challenging New York's Complementary Legislation, alleging in
their initial complaint that New York's Complementary Legislation enforces a market-sharing and price-fixing
cartel, and allows the OPMs to charge supra-competitive prices for their cigarettes. Plaintiffs also alleged that New
York's Complementary Legislation violates the Commerce Clause of the United States Constitution and establishes
an output cartel in violation of federal antitrust law. The initial complaint also alleged that the legislation is
selectively enforced in violation of the Equal Protection Clause of the United States Constitution. The Southern
District dismissed the action on May 14, 2002.

In its Freedom Holdings decision, the Southern District applied two United States Supreme Court doctrines
known as the "state action" immunity doctrine (based on a United States Supreme Court case known as "Parker")
and the First Amendment based immunity doctrine (based on two United States Supreme Court cases known
collectively as Noerr-Pennington ("NP")). The applicability of the Parker immunity doctrine requires two levels of
analysis. Where a state confers authority on private parties to engage in conduct that would otherwise be per se
violative of antitrust laws, cases subsequent to Parker (most notably a United States Supreme Court case known as
"MidCal") have required both a clear articulation of state policy and active supervision by the state of the otherwise
anticompetitive conduct for Parker immunity to apply. When a state is acting unilaterally, in its capacity as the
sovereign, however, no MidCal analysis is required and Parker immunity applies directly. NP immunity applies to
conduct that is protected by the First Amendment, most particularly conduct that constitutes petitioning activity
directed at courts or governmental bodies. The Southern District held, among other things, that New York's
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Complementary Legislation was protected from antitrust challenge by both direct Parker immunity and NP
immunity.

The plaintiffs in Freedom Holdings appealed and on January 6, 2004, the Second Circuit partially reversed
the decision of the Southern District. In its reversal, the Second Circuit noted, because it was reviewing a motion to
dismiss, that it was required to accept as true the material facts alleged in the complaint and to draw all reasonable
inferences in the plaintiffs' favor. The Second Circuit affirmed the Southern District's dismissal of that portion of
the complaint that alleged a Commerce Clause violation. The Second Circuit reversed the dismissal of the plaintiffs'
Equal Protection claim, based on uncertainty both as to the basis for the district court's ruling and the allegations of
the complaint. The Second Circuit remanded the case to allow the plaintiffs to amend their complaint to correct
deficiencies in the pleadings. The Second Circuit held, however, that the plaintiffs had alleged facts sufficient to
state a claim that New York's Complementary Legislation conflicts with federal antitrust law, and that based on the
facts alleged, the legislation was not protected from an antitrust challenge based on either of the Parker or NP
immunity doctrines. The Second Circuit determined, on the record before it, that a MidCal analysis was required
and, on that record and solely for the purpose of reviewing the Southern District's dismissal of the complaint, found
insufficient active supervision and insufficient articulation of state policy to support a conclusion that there was
antitrust immunity under Parker and MidCal. On March 25, 2004, the Second Circuit denied the New York State
Defendants' petition for a rehearing.

In April 2004, the plaintiffs in Freedom Holdings filed an amended complaint, which was supplemented in
November 2004 and included requests for: (1) a declaratory judgment that the operation of the MSA, New York's
Qualifying Statute, and New York's Complementary Legislation implements an illegal per se output cartel in
violation of the federal antitrust laws and are thus preempted by federal antitrust law; and (2) injunctive relief
enjoining the enforcement of New York's Qualifying Statute and New York's Complementary Legislation. The
amended complaint did not seek an injunction enjoining the enforcement or administration of the MSA, was limited
only to claims under the federal antitrust laws, and did not allege that the MSA, New York State's Qualifying
Statute, or Complementary Legislation violates the Commerce Clause or the Equal Protection Clause of the U.S.
Constitution.

On September 14, 2004, the Southern District denied the plaintiffs’ motion for a preliminary injunction
enjoining New York, during the pendency of the action, from enforcing the MSA, New York's Qualifying Statute
and New York's Complementary Legislation. The Southern District held that, based on the evidence presented by
the parties, the plaintiffs had failed to establish a likelihood of success on the merits of their claims (1) that New
York's Qualifying Statute and New York's Complementary Legislation authorized or mandated a per se violation of
the federal antitrust laws or (2) that the MSA, New York's Qualifying Statute and New York's Complementary
Legislation would not be entitled to Parker antitrust immunity under a MidCal analysis. The Southern District also
determined that the plaintiffs had failed to make a showing of irreparable harm sufficient to justify preliminary
injunctive relief. The Southern District, however, granted the plaintiffs' motion to enjoin New York from enforcing
its Allocable Share Release Amendment, holding that the plaintiffs had established a likelihood of success on their
claim that New York's Allocable Share Release Amendment conflicts with the federal antitrust laws and that its
enforcement would cause plaintiffs and other NPMs irreparable harm. The plaintiffs appealed the Southern
District's denial of their motion for a preliminary injunction as to New York's Qualifying Statute and New York's
Complementary Legislation. The plaintiffs did not appeal the denial of their motion for a preliminary injunction to
enjoin the enforcement of the MSA and supplemented their amended complaint to state that they do not seek a
permanent injunction to enjoin the enforcement of the MSA. The New York State Defendants did not appeal the
granting of the plaintiffs' motion to enjoin enforcement of New York's Allocable Share Release Amendment. On
May 18, 2005, the Second Circuit affirmed the Southern District's denial of the plaintiffs' request for a preliminary
injunction. The Second Circuit held that the plaintiffs failed to satisfy the irreparable harm requirement for a
preliminary injunction. The Second Circuit made no determination as to the likelihood of the plaintiffs' ultimate
success on the merits. On November 1, 2005, the Southern District denied, without prejudice and upon agreement of
the parties, plaintiffs' motion for partial summary judgment which sought a determination that the State's Allocable
Share Release Amendment violates federal antitrust law. On December 28, 2005, the Southern District denied the
plaintiffs' motion to file an amended complaint to add a Commerce Clause claim similar to the plaintiffs' claims in
Grand River, as described above. In its decision, however, the Southern District granted the plaintiffs leave to
renew their motion to amend upon the condition that the plaintiffs show what additional discovery would be
required to support such additional claims.

On February 6, 2006, the Southern District granted plaintiffs' renewed motion for leave to assert a claim
under the Commerce Clause. On February 10, 2006, plaintiffs filed a Second Supplemental and Amended
Complaint. The plaintiffs now seek (1) a declaratory judgment that the operation of the MSA, New York's
Qualifying Statute and New York's Complementary Legislation implements an illegal per se output cartel in
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violation of the federal antitrust laws and is preempted thereby (2) a declaratory judgment that the New York
Qualifying Statute and Complementary Legislation, together with the Qualifying Statutes and Complementary
Legislation of other states, regulates interstate commerce in violation of the Commerce Clause of the United States
Constitution and (3) an injunction permanently enjoining the enforcement of New York's Qualifying Statute and
New York's Complementary Legislation. The amended complaint does not seek to enjoin the enforcement or
administration of the MSA. On July 12, 2006, defendants filed a motion to dismiss the Second Supplemental and
Amended Complaint. A hearing took place on December 11, 2006 to resolve certain discovery issues. A final
decision by Judge Alvin K. Hellerstein of the Southern District remains pending in Freedom Holdings.

Possibility of Conflict Among Federal Courts. Certain decisions by the United States Court of Appeals for
the Second Circuit in Freedom Holdings have created heightened uncertainty as a result of the court's interpretation
of federal antitrust law immunity doctrines, as applied to the MSA and related statutes, which interpretation appears
to conflict with interpretations by the United States Court of Appeals for the Third Circuit (4.D. Bedell Wholesale
Co. v. Philip Morris, Inc. and Mariana v. Fisher) and other courts which have rejected challenges to the MSA and
related statutes. Prior decisions rejecting such challenges have concluded that the MSA and related statutes are
protected from an antitrust challenge based on the Parker or NP doctrines.

An adverse decision by the Second Circuit in Grand River regarding the enforceability of the MSA and/or
related statutes under federal antitrust law or the Commerce Clause of the U.S. Constitution would be controlling
law not only within the Second Circuit but would be binding in each of the Grand River Challenged States, (not
including the State), at least as to the Grand River plaintiffs and possibly as to other potential plaintiffs as well.

In addition, an adverse decision by the Second Circuit in Freedom Holdings regarding the enforceability of
the MSA and related statutes under federal antitrust law or the Commerce Clause of the United States Constitution
would be controlling law only within the Second Circuit from which no appeal as of right to the United States
Supreme Court would exist. If, however, the Second Circuit were to make a final determination in Freedom
Holdings that (a) the MSA constitutes a per se federal antitrust violation, not immunized by the NP or Parker
doctrines, or that New York's Qualifying Statute and Complementary Legislation authorize or mandate such a per se
violation, or (b) New York's Qualifying Statute and New York's Complementary Legislation operate with the
Qualifying Statutes and Complementary Legislation of other states to regulate interstate commerce in violation of
the Commerce Clause of the United States Constitution, such determination could be considered to be in conflict
with decisions rendered by other federal courts, which have come to different conclusions on these issues. The
existence of a conflict as to the rulings of different federal courts on these issues, especially between Circuit Courts
of Appeals, is one factor that the United States Supreme Court may take into account when deciding whether to
exercise its discretion in agreeing to hear an appeal. No assurance can be given that the United States Supreme
Court would choose to hear and determine any appeal relating to the substantive merits of Freedom Holdings. Any
decision by the United States Supreme Court on the substantive merits of Freedom Holdings would be binding
everywhere in the United States, including in Rhode Island.

Other Litigation Challenging the MSA, Qualifying Statutes and Related Legislation. In addition to
Freedom Holdings and Grand River, other cases remain pending in federal courts that challenge the MSA, the
Qualifying Statute, the Complementary Legislation and/or the Allocable Share Release Amendment in California,
Louisiana, Oklahoma, Kansas, Kentucky, Tennessee and Arkansas. The issues raised in Freedom Holdings or
Grand River are also raised in many of these other cases, as briefly described below, by way of example only, and
not as an exclusive or complete list.

On March 28, 2005, the United States District Court for the Northern District of California in the California
case, Sanders v. Lockyer, dismissed an antitrust challenge to the MSA and California's Qualifying Statute and
Complementary Legislation brought by a class of California consumers against the State and the OPMs. The
District Court, expressly unpersuaded by Freedom Holdings, found the MSA to be the sovereign act of the State and
further found California's Qualifying Statute and Complementary Legislation to be direct legislative activity entitled
to Parker immunity without the need for any additional MidCal analysis. The District Court also found the MSA
and California's Qualifying Statute and Complementary Legislation to be entitled to NP immunity. The plaintiffs
have appealed the dismissal to the Ninth Circuit Court of Appeals. Briefing in the case is complete, and oral
argument on the appeal took place on February 15, 2007. A decision by the Ninth Circuit remains pending.

On August 13, 1999, in PTI, Inc v. Philip Morris Inc., certain cigarette importers and cigarette distributors
filed an action in the United States District Court for the Central District of California against the PMs and all of the
state officials involved in the negotiation of the MSA and those charged with the enforcement of the California
Qualifying Statute and Complementary Legislation as enacted by the respective states (collectively, the "State
Defendants"). The plaintiffs therein sought to enjoin the passage or enforcement, as the case may be, of the
California Qualifying Statute and Complementary Legislation. The complaint alleged, among other things, that the
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passage, implementation and/or enforcement of the California Qualifying Statute would be preempted by federal
antitrust laws and violate certain provisions of the federal constitution, including the Interstate Compact Clause, the
prohibition on Bills of Attainder, the Commerce Clause, the Import-Export Clause, the Supremacy Clause, the First
Amendment, the Equal Protection Clause, and the Due Process Clause. On May 25, 2000, the District Court found
that jurisdiction did not exist over the non-California State Defendants, and dismissed with prejudice all federal
antitrust and constitutional claims against the PMs and the California State Defendants based on the merits. Like the
Sanders Court, the PTI Court found antitrust immunity under both the NP and Parker doctrines. With respect to the
Commerce Clause challenge, the District Court found that neither the California Qualifying Statute nor the
Complementary Legislation was discriminatory on its face and applied equally to in-state, out-of-state and foreign
manufacturers. In addition, the Court found that the alleged burden imposed on interstate commerce by the
California Qualifying Statute did not clearly exceed the putative local benefits of discouraging cigarette
consumption. The P77 Court's decision was not appealed and is final.

Two cases are currently pending in Louisiana that challenge the MSA, Qualifying Statutes and related
legislation. In Xcaliber International Limited, LLC v. leyoub, certain NPMs have challenged the state's Allocable
Share Release Amendment on both federal and state constitutional grounds. In March 2006, the Fifth Circuit Court
of Appeals vacated the District Court's earlier dismissal of the action and remanded the case for further proceedings
to review the plaintiffs' allegations that the Louisiana Allocable Share Release Amendment violates the rights of free
speech, due process of law and equal protection of the laws guaranteed under the United States Constitution and the
Louisiana Constitution. On July 5, 2006, the plaintiff filed an Amended Complaint, which is now pending before
U.S. District Court for the Eastern District of Louisiana. The Amended Complaint also alleges that the Allocable
Share Release Amendment violates federal antitrust laws. On July 19, 2006, defendant filed a motion to dismiss
certain claims of the Amended Complaint, which the court denied on October 18, 2006. On October 30, 2006, the
defendant filed its answer to the Amended Complaint. A settlement conference was held on February 5, 2007. A
final pretrial conference is set for September 6, 2007, with a bench trial to follow on September 24, 2007. In A.B.
Coker v. Foti, filed in August 2005, certain NPMs and cigarette distributors brought an action in a federal district
court in Louisiana, seeking, among other relief: (1) a declaration that the MSA and Louisiana's Qualifying Statute
and Complementary Legislation are invalid as violations of various federal laws; and (2) an injunction barring the
enforcement of the MSA and Louisiana's Qualifying Statute and Complementary Legislation. On November 2,
2005, the state defendant filed a motion to dismiss the complaint for lack of jurisdiction. On November 9, 2006, the
U.S. District Court for the Western District of Louisiana granted in part and denied in part the defendant's motion to
dismiss. The court allowed the case to proceed on claims that the MSA and Louisiana's Complementary Legislation
are violations of the Commerce Clause, Due Process Clause, First Amendment, and the Federal Cigarette Labeling
and Advertising Act. The court dismissed the claims that alleged violation of the Tenth Amendment. On
December 12, 2006, the state defendant filed its answer to the complaint. The judge has ordered all dispositive
motions due by January 14, 2008. A trial date will be set thereafter.

In the Oklahoma case, Xcaliber International Limited, LLC v. Edmondson, certain NPMs have challenged
Oklahoma's enforcement of its Allocable Share Release Amendment under federal antitrust laws. On May 20, 2005,
the District Court granted summary judgment in favor of defendant, holding that the Oklahoma Allocable Share
Release Amendment constituted unilateral state action that is directly protected from preemption by the Parker
immunity doctrine. The plaintiffs have requested that the District Court reconsider its summary judgment order and
appealed the order to the U.S. Court of Appeals for the Tenth Circuit. On August 31, 2005, the District Court
denied the motion to reconsider. On October 28, 2005, the Tenth Circuit referred the case for mediation
conferencing. Mediation conferencing was subsequently terminated, and appellate briefing was completed in
February 2006. Oral argument on the appeal was held on September 25, 2006 and a decision remains pending.

In the Kentucky case, Tritent International Corp. v. Commonwealth of Kentucky, the plaintiffs seek a
declaratory judgment that Kentucky's Qualifying Statute and Complementary Legislation conflict with federal
antitrust laws and certain provisions of the U.S. Constitution. On September 8, 2005, the District Court granted
Kentucky's motion to dismiss the complaint, and on October 24, 2005, the District Court denied the plaintiffs'
subsequent motion for reconsideration. The plaintiffs appealed the dismissal to the Sixth Circuit Court of Appeals.
Oral argument occurred on September 20, 2006, and on October 30, 2006, the Sixth Circuit affirmed the District
Court's dismissal. On November 13, 2006, the plaintiffs filed a petition for en banc rehearing, which petition was
denied in February 2007.

Similarly, in the Tennessee case, S&M Brands, Inc. v. Summers, the plaintiffs seek a declaratory judgment
that the Tennessee Qualifying Statute (including the Allocable Share Release Amendment) and Complementary
Legislation also conflict with federal antitrust laws and certain provisions of the U.S. Constitution. On June 1, 2005,
the Sixth Circuit affirmed the District Court's denial of plaintiffs' motion for a preliminary injunction with respect to
the enforcement of Tennessee's Allocable Share Release Amendment. On October 6, 2005, the District Court
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granted Tennessee's motion to dismiss the complaint except that portion of the complaint that alleges that the state's
retroactive enforcement of the state's Allocable Share Release Provision violates plaintiff's constitutional rights,
which issue was not raised by the state in its motion and was therefore not addressed by the court. In its opinion, the
District Court expressly rejected the Second Circuit's reasoning in sustaining antitrust challenges in the Freedom
Holdings case and the Third Circuit's rationale for denying state action immunity in the Bedell and Mariana cases.
Instead, S&M Brands followed the Sanders and PTI line of cases and held that Qualifying Statute and
Complementary Legislation are direct state action, entitled to Parker immunity without the need for MidCal
analysis. By decision filed November 28, 2005, the District Court held that the state's retroactive application of its
Allocable Share Release Amendment, which was effective as of April 20, 2004, to 2003 cigarette sales was
unconstitutional. On December 12, 2005, the District Court entered a final judgment dismissing the claims seeking
a declaration that the Tennessee Qualifying Statute violated Federal antitrust laws and certain provisions of the U.S.
Constitution. On January 3, 2006, plaintiffs filed a notice of appeal of that judgment. On June 9, 2006, plaintiffs
filed a notice of appeal of the October 6, 2005 judgment. On April 19, 2007, the Sixth Circuit Court of Appeals
affirmed the District Court's December 12, 2005 final judgment of dismissal. Plaintiff's appeal of the District
Court's November 25, 2005 decision remains pending before the Sixth Circuit Court of Appeals.

Similar cases were brought in Arkansas. In three cases in the U.S. District Court for the Western District of
Arkansas (Grand River Enterprises Six Nations Ltd. v. Beebe, International Tobacco Partners Ltd. v. Beebe, and
Dos Santos v. Beebe), the plaintiffs sought to enjoin, preliminarily and permanently, Arkansas's enforcement of its
Allocable Share Release Amendment as preempted by the federal antitrust laws and certain provisions of the U.S.
Constitution and the Arkansas Constitution. In International Tobacco Partners Ltd., the plaintiffs also sought a
declaratory judgment that the MSA and Arkansas's Qualifying Statute and Complementary Legislation are
preempted by federal antitrust laws and certain provisions of the U.S. Constitution. The District Court preliminarily
enjoined, as against the plaintiffs only, the enforcement of Arkansas's Allocable Share Release Amendment. On
August 8, 2005, the court ordered Arkansas to reimburse certain amounts it withheld pursuant to the Allocable Share
Release Amendment to International Tobacco Partners Ltd. On March 6, 2006, the District Court issued orders in
all three cases: (1) denying Arkansas's motion to dismiss the complaint with respect to the plaintiffs' claim that the
retroactive application of the Allocable Share Release Amendment violates the plaintiffs' right to due process of law
under the Fourteenth Amendment of the U.S. Constitution; and (2) granting Arkansas's motion to dismiss the
complaint in all other respects. Both the Dos Santos and International Tobacco Partners Ltd. cases have been
settled by the parties, and orders dismissing those cases have been entered. On March 14, 2006, the District Court in
Grand River v. Beebe denied the plaintiffs' motion to preliminarily enjoin the Allocable Share Release Amendment.
On April 12, 2006, the plaintiffs filed an appeal to the U.S. Court of Appeals for the Eighth Circuit. On
December 4, 20006, the Eighth Circuit affirmed the District Court's decision to deny an injunction.

Two cases are currently pending in Kansas. In the first case filed, Xcaliber International Limited, LLC v.
Kline, the plaintiffs seek to enjoin, preliminarily and permanently, Kansas's enforcement of its Allocable Share
Release Amendment as preempted by the federal antitrust laws, expressly based on the same facts that were before
the District Court in the Freedom Holdings case in New York. The complaint challenges only the Allocable Share
Amendment but purports to reserve the right to challenge the Kansas Qualifying Statute in its entirety. On
February 7, 2006, the District Court granted the state's motion for summary judgment and dismissed the case on its
merits and denied the plaintiffs’ motion to supplement the record with additional facts. On February 16, 2006, the
plaintiffs appealed to the Court of Appeals for the Tenth Circuit. On March 8, 2006, the Tenth Circuit granted
Xcaliber's motion to consolidate this case with Xcaliber v. Edmondson (described above) for oral argument, and oral
argument was held in September 2006. In the second case, International Tobacco Partners Ltd. v. Kline, the
plaintiff seeks a declaratory judgment that the Allocable Share Release Amendment is preempted by federal antitrust
laws and certain provisions of the U.S. Constitution and preliminary and permanent injunctions against the
enforcement of the Allocable Share Release Amendment. On January 30, 2006, the plaintiff amended the
complaint, which now seeks to enjoin the enforcement of Kansas's Complementary Legislation and Kansas's
Qualifying Statute in their entirety. Although the complaint asserts that the MSA is also preempted by federal
antitrust laws and certain provisions of the U.S. Constitution, it does not specifically seek to enjoin the enforcement
thereof. Both parties filed motions for summary judgment, which were dismissed by the court. Kansas filed a
motion to dismiss on February 28, 2006. On April 24, 2006, plaintiff filed a new motion for summary judgment.
On February 8, 2007, the court granted Kansas' motion and dismissed the case. On March 9, 2007, the plaintiff
appealed this dismissal.

The plaintiffs in Freedom Holdings filed a motion with the federal Judicial Panel on Multidistrict Litigation
(the "MDL Panel") requesting that the Tennessee, Kentucky and Oklahoma cases described above, together with
Grand River, be transferred to the Southern District of New York for coordinated and consolidated pretrial
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proceedings with Freedom Holdings. On June 16, 2005, the MDL Panel denied this motion. The MDL Panel's
denial of this motion is not subject to appeal.

If there is an adverse ruling in one or more of the cases discussed above, it could have a material adverse
effect on: (1) the amount of Residual Pledged TSRs available to the Corporation to make payments with respect to
the Series 2007 Bonds, including Turbo Redemption payments; or (2) the secondary market for the Series 2007
Bonds and, as a result, lead to a decrease in the market value and/or the liquidity of the Series 2007 Bonds, which
could result in the complete loss of a Bondholder's investment. For a description of the opinions of Bond Counsel
addressing such matters, see "LEGAL CONSIDERATIONS - MSA Enforceability" and "LEGAL
CONSIDERATIONS — Qualifying Statute Constitutionality" herein.

Litigation Seeking Monetary Relief from Tobacco Industry Participants

The tobacco industry has been the target of litigation for many years. Both individual and class action
lawsuits have been brought by or on behalf of smokers alleging that smoking has been injurious to their health, and
by non-smokers alleging harm from environmental tobacco smoke ("ETS"), also known as "secondhand smoke."
Plaintiffs in these actions seek compensatory and punitive damages aggregating billions of dollars. Philip Morris, for
example, has reported that, as of May 1, 2007, there were 10 cases on appeal in which verdicts were returned against
Philip Morris, including: (1) a $74 billion punitive damages judgment against Philip Morris in the Engle class
action, which has been overturned on appeal by the Florida Supreme Court; and (2) a compensatory and punitive
damages verdict totaling approximately $10.1 billion in the Price case in Illinois. On December 15, 2005, however,
the Illinois Supreme Court reversed the judgment against Philip Morris in Price and remanded the case to the trial
court with instructions to dismiss the case in its entirety. In its decision, the court held that the defendant's conduct
alleged by the plaintiffs to be fraudulent under the Illinois Consumer Fraud Act was specifically authorized by the
Federal Trade Commission, and that the Illinois Consumer Fraud Act specifically exempts conduct so authorized by
a regulatory body acting under the authority of the U.S. The court declined to review the case on the merits,
concluding that the action was barred entirely by the Illinois Consumer Fraud Act. In January 2006, the plaintiffs
filed a motion asking the court to reconsider its decision in Price. On May 5, 2006, the Supreme Court of Illinois
denied this motion. In October 2006, plaintiffs filed a petition for certiorari with the U.S. Supreme Court. On
November 27, 2006, the U.S. Supreme Court denied plaintiff's petition for certiorari. The trial court then entered an
order of dismissal in December 2006. In January 2007, the plaintiff filed a motion to vacate the dismissal, which
motion is pending. It has been reported that on May 2, 2007 the state trial court judge in the Price case asked the
Illinois Fifth District Appellate Court whether he has the authority to reopen the Price case, citing possible new
evidence presented in a case pending before the U.S. Supreme Court. It has also been reported that on May 17,
2007, Philip Morris petitioned the Illinois Supreme Court for an order that would prevent the trial court judge from
reopening the Price case.

The MSA does not release PMs from liability in either individual or class action cases. Healthcare cost
recovery cases have also been brought by governmental and non-governmental healthcare providers seeking, among
other things, reimbursement for healthcare expenditures incurred in connection with the treatment of medical
conditions allegedly caused by smoking. The PMs are also exposed to liability in these cases, because the MSA
only settled healthcare cost recovery claims of the Settling States. Litigation has also been brought against certain
PMs and their affiliates in foreign countries.

Pending claims related to tobacco products generally fall within four categories: (i) smoking and health
cases alleging personal injury and purporting to be brought on behalf of a class of individual plaintiffs, including
cases brought pursuant to a 1997 settlement agreement involving claims by flight attendants on U.S. airlines alleging
injury from exposure to ETS in aircraft cabins, (ii) smoking and health cases alleging personal injury brought on
behalf of individual plaintiffs, (iii) health care cost recovery cases brought by governmental (both domestic and
foreign) and non-governmental plaintiffs seeking reimbursement for health care expenditures allegedly caused by
cigarette smoking and/or disgorgement of profits, and (iv) other tobacco-related litigation, including class action
suits alleging that the use of the terms "Lights" and "Ultra Lights" constitute deceptive and unfair trade practices,
suits by former asbestos manufacturers seeking contribution or reimbursement for amounts expended in connection
with the defense and payment of asbestos claims that were allegedly caused in whole or in part by cigarette
smoking, and various antitrust suits and suits by foreign governments seeking to recover damages for taxes lost as a
result of the allegedly illegal importation of cigarettes into their jurisdictions. Plaintiffs seek various forms of relief,
including compensatory and punitive damages, treble/multiple damages and other statutory damages and penalties,
creation of medical monitoring and smoking cessation funds, disgorgement of profits, legal fees, and injunctive and
equitable relief. Defenses raised in these cases include lack of proximate cause, statutes of limitation and preemption
by the Federal Cigarette Labeling and Advertising Act. A February 2007 California Supreme Court decision
(Grisham v. Philip Morris) regarding a statute of limitations issue in an individual case has held that the plaintiff
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need not have filed suit when she realized she was addicted, thus permitting her lawsuit to go forward after a lower
court had held her claim to be time-barred. This decision could lead to an increase in individual lawsuits in
California.

The ultimate outcome of these and any other pending or future lawsuits is uncertain. Verdicts of
substantial magnitude that are enforceable as to one or more PMs, if they occur, could encourage commencement of
additional litigation, or could negatively affect perceptions of potential triers of fact with respect to the tobacco
industry, possibly to the detriment of pending litigation. An unfavorable outcome or settlement or one or more
adverse judgments could result in a decision by the affected PMs to substantially increase cigarette prices, thereby
reducing cigarette consumption beyond what is forecast in the Global Insight Cigarette Consumption Report. In
addition, the financial condition of any or all of the PM defendants could be materially and adversely affected by the
ultimate outcome of pending litigation, including bonding and litigation costs or a verdict or verdicts awarding
substantial compensatory or punitive damages. Depending upon the magnitude of any such negative financial impact
(and irrespective of whether the PM is thereby rendered insolvent), an adverse outcome in one or more of the
lawsuits could substantially impair the affected PM's ability to make payments under the MSA, and have a material
adverse effect on: (1) the amount of Residual Pledged TSRs available to the Corporation to make payments with
respect to the Series 2007 Bonds, including Turbo Redemption payments; or (2) the secondary market for the Series
2007 Bonds and, as a result, lead to a decrease in the market value and/or the liquidity of the Series 2007 Bonds.
For a detailed discussion of tobacco industry litigation and related matters, see "CERTAIN INFORMATION
RELATING TO THE TOBACCO INDUSTRY - Civil Litigation" and "LEGAL CONSIDERATIONS."

Decline in Cigarette Consumption Materially Beyond Forecasted Levels May Adversely Affect Payments

Smoking Trends. As discussed in the Global Insight Cigarette Consumption Report, cigarette consumption
in the United States has declined since its peak in 1981 of 640 billion cigarettes to an estimated 373 billion cigarettes
in 2006. Adult per capita cigarette consumption (total consumption divided by the number of people 18 years and
older) has been declining since 1964. The Global Insight Cigarette Consumption Report forecasts a continued
decline in total cigarette consumption at an average annual rate of 1.81% to 163 billion cigarettes in 2052 under the
Global Insight Base Case Forecast (as defined herein), which represents a decline in per capita consumption at an
average rate of 2.52% per year. These consumption declines are based on historical trends, which may not be
indicative of future trends, as well as other factors which may vary significantly from those assumed or forecasted
by Global Insight.

On March 8, 2006, the National Association of Attorneys General and the American Legacy Foundation
jointly announced that cigarette consumption in 2005 had fallen to 378 billion cigarettes. The Global Insight 2005
estimate of 381 billion cigarettes is slightly higher. For a more detailed discussion of the Global Insight
methodology, see "- GLOBAL INSIGHT CIGARETTE CONSUMPTION REPORT" herein and APPENDIX A "—
GLOBAL INSIGHT CIGARETTE CONSUMPTION REPORT" attached hereto.

According to the Global Insight Cigarette Consumption Report, the pharmaceutical industry is seeking
approval from the U.S. Food and Drug Administration (the "FDA") for two new smoking cessation products
possibly more effective than those now in existence, such as gum and patch nicotine replacement products, and other
smoking cessation products such as NicoBloc or Zyban. The FDA has approved Varenicline, a Pfizer product, to be
marketed as Chantix, for use as a prescription medicine. It is intended to satisfy nicotine cravings without being
pleasurable or addictive. The drug binds to the same brain receptor as nicotine. Tests indicate that it is more
effective as a cessation aid then Zyban. Pfizer has introduced Chantix with a novel marketing program, GETQUIT,
an integrated consumer support system which emphasizes personalized treatment advice with regular phone and
email contact. On May 14, 2005, Cytos Biotechnology AG, announced that it had successfully completed Phase II
testing of a virus-based vaccine, which is genetically engineered to cause an immune system response against
nicotine and its effects. The company now plans to begin Phase III trials. Nabi Biopharmaceuticals is in Phase 1IB
clinical trials for NicVAX, a vaccine to prevent and treat nicotine addiction. It triggers antibodies that bind with
nicotine molecules. On March 9, 2006, NicVAX received Fast Track Designation from the FDA, which is intended
to expedite its review process. The company expects to move to Phase III trials in the second half of 2007. The
Xenova Group is set to begin Phase II testing of its similar vaccine, Ta-Nic. Positive results were also reported in
July 2006 by Somaxon Pharmaceuticals from a pilot Phase II study of Nalmefene. Nalmefene has been used for over
10 years for the reversal of opioid drug effects. The company is seeking to develop it as a treatment for impulse
control disorders. Global Insight expects that products such as these will continue to be developed and that their
introduction and use will contribute to the trend decline in smoking. One SPM has also introduced a cigarette with
reportedly little or no nicotine. Future FDA regulation could also include regulation of nicotine content in cigarettes
to non-addictive levels. Such new products or similar products, if successful, or such FDA regulation, if enacted,
could have a material adverse effect on cigarette consumption.
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Smokeless Tobacco Products. Smokeless tobacco products have been available for centuries. As cigarette
consumption expanded in the last century, the use of smokeless products declined. Chewing tobacco and snuff are
the most significant components. Snuff is a ground or powdered form of tobacco that is placed under the lip to
dissolve. It delivers nicotine effectively to the body. Moist snuff is both smoke-free and can be spit-free.
According to the Global Insight Consumption Report, chewing tobacco and dry snuff consumption has been
declining in the U.S. in this decade, but moist snuff consumption has increased at an annual rate of more than 5%
since 2002, and by 10.4% in 2006, when over 5 million consumers purchased 1.1 billion cans. Snuff is now being
marketed to adult cigarette smokers as an alternative to cigarettes. UST Inc., the largest producer of moist
smokeless tobacco, is explicitly targeting adult smoker conversion in its growth strategy. The industry is responding
to both the proliferation of indoor smoking bans and to a perception that smokeless use is a less harmful mode of
tobacco and nicotine usage than cigarettes. In 2006, the three largest U.S. cigarette manufacturers entered the
market. Philip Morris introduced a snuff product, Taboka, Reynolds American acquired Conwood Company, L.P.,
the nation's second largest smokeless-tobacco manufacturer, and introduced Camel Snus, and Lorillard entered into
an agreement with Swedish Match North America to develop a smokeless tobacco product in the United States.

Advocates of the use of snuff as part of a tobacco harm reduction strategy point to Sweden, where 'snus,’ a
moist snuff manufactured by Swedish Match, use has increased sharply since 1970, and where cigarette smoking
incidence among males has declined to levels well below that of other countries. A review of the literature on the
Swedish experience concludes that snus, relative to cigarettes, delivers lower concentrations of some harmful
chemicals, and does not appear to cause cancer or respiratory diseases. They conclude that snus use appears to have
contributed to the unusually low rates of smoking among Swedish men. The Sweden experience is unique, even
with respect to its Northern European neighbors. It is not clear whether it could be replicated elsewhere. Public
health advocates in the U.S. emphasize that smokeless use results in both nicotine dependence and to increased risks
of oral cancer among other health concerns. Snuff use is also often criticized as a gateway to cigarette use. See
"CERTAIN INFORMATION RELATING TO THE TOBACCO INDUSTRY-Regulatory Issues—Smokeless
Tobacco Products" herein.

A decline in the overall consumption of cigarettes beyond the levels forecasted in the Global Insight
Cigarette Consumption Report could have a material adverse effect on the payments by PMs under the MSA and the
amounts of Residual Pledged TSRs available to the Corporation to make payments with respect to the Series 2007
Bonds, including Turbo Redemptions payments.

Regulatory Restrictions and Legislative Initiatives. The tobacco industry is subject to a wide range of laws
and regulations regarding the marketing, sale, taxation and use of tobacco products imposed by local, state, federal
and foreign governments. Various state governments have adopted or are considering, among other things,
legislation and regulations that would increase their excise taxes on cigarettes, restrict displays and advertising of
tobacco products, establish ignition propensity standards for cigarettes, raise the minimum age to possess or
purchase tobacco products, ban the sale of "flavored" cigarette brands, require the disclosure of ingredients used in
the manufacture of tobacco products, impose restrictions on smoking in public and private areas, restrict the sale of
tobacco products directly to consumers or other unlicensed recipients, including over the Internet, and charge state
employees who smoke higher health insurance premiums than non-smoking state employees. Five states, Alabama,
Georgia, Idaho, Kentucky and West Virginia, charge higher health insurance premiums to smokers than non-
smokers, and a number of states have implemented legislation that allows employers to provide incentives to state
employees who do not smoke. Several large corporations, including Meijer Inc., Gannett Co., American Financial
Group Inc., PepsiCo Inc., and Northwest Airlines, are now charging smokers higher health insurance premiums. In
addition, the U.S. Congress may consider legislation further increasing the federal excise tax, regulation of cigarette
manufacturing and sale by the FDA, amendments to the Federal Cigarette Labeling and Advertising Act to require
additional warnings, reduction or elimination of the tax deductibility of advertising expenses, implementation of a
national standard for "fire-safe" cigarettes, regulation of the retail sale of cigarettes over the Internet and in other
non-face-to-face retail transactions, such as by mail order and telephone, and banning the delivery of cigarettes by
the U.S. Postal Service. In March 2005, for example, bipartisan legislation was reintroduced in the U.S. Congress,
which would provide the FDA with broad authority to regulate tobacco products. A bi-partisan group of lawmakers,
Massachusetts Senator Edward M. Kennedy, Texas Senator John Cornyn, California Representative Henry Waxman
and Virginia Representative Tom Davis, on February 15, 2007 introduced the Family Smoking Prevention and
Tobacco Control Act, legislation aimed at placing tobacco products under the authority of the FDA. The bill would
give the FDA broad regulatory authority over the sale, distribution, and advertising of tobacco products. Such
legislation would, among other anticipated changes, permit the FDA to strengthen warning labels, reduce nicotine
levels in tobacco products, police false or misleading advertising and marketing aimed at children and would require
manufacturers to provide the FDA with lists of ingredients and additives in their products, including nicotine. Philip
Morris has indicated its strong support for this legislation. It has been recently reported that various states, including
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the State, have requested the Alcohol Tax and Trade Bureau to categorize "little cigars" as another form of cigarettes
that require federal regulation. No assurance can be given that future federal or state legislation or administrative
regulations will not seek to further regulate, restrict or discourage the manufacture, sale and use of cigarettes.

Cigarettes are also currently subject to substantial excise taxes in the U.S. The federal excise tax has
remained constant, at $0.39 per pack of 20 cigarettes, since 2002. This March the U.S. Senate included a $0.61
increase in the federal excise tax in an amendment to its proposed budget for the 2008 fiscal year, which begins
October 1, 2007. The amendment was designed to provide funding for the State Children's Health Insurance
Program. House and Senate leaders have indicated that the excise tax is just one of many funding options for the
program. If enacted the federal excise tax would equal $1.00 per pack. According to Global Insight's Consumption
Report, should the federal excise tax increase to $1.00 per pack, the resulting price increase, would, according to its
model, lead to a sharper, one-time, consumption decline of 4.3%, or 15.5 billion cigarettes, by 2009. The difference
with Global Insight's Base Case forecast would be somewhat lower over the longer term, because forecast
assumptions incorporate the likelihood of significant excise tax increases over time.

All states, the District of Columbia, and the Commonwealth of Puerto Rico currently impose taxes at levels
ranging from $0.07 per pack in South Carolina to $2.575 per pack in New Jersey. In addition, certain municipalities
also impose an excise tax on cigarettes ranging up to $1.50 per pack in New York City and $2.68 per pack in
Chicago, which includes the Cook County tax of $2.00 per pack. According to the Global Insight Cigarette
Consumption Report, excise tax increases were enacted in 20 states and in New York City in 2002, in 13 states in
2003, in 11 states in 2004, and in 8 states (Kentucky, Maine, Minnesota, New Hampshire, North Carolina, Ohio,
Virginia, and Washington) in 2005. The increase in Minnesota was not a tax increase, but rather the imposition of a
"Health Impact Fee," which has the same effect on consumer prices. Global Insight's Consumption Report considers
any such fees as equivalent to excise taxes. In 2006, Texas passed a budget that raised the state excise tax by $1.00
in January 2007. In 2006, Hawaii, New Jersey, North Carolina, and Vermont enacted legislation which raises excise
taxes, Arizona, lowa, South Dakota and Texas have increased excise taxes in 2007 and Indiana and Tennessee have
each passed legislation in May to increase excise taxes. These actions will increase the average state excise tax to
$1.065 per pack. It is expected that other states will also enact increases in 2007 and in future years. At least eleven
states (California, Connecticut, Delaware, Maine, Maryland, Michigan, Mississippi, New Hampshire, Oregon,
Pennsylvania and Wisconsin), and New York City are now considering excise tax increases. After California voters
rejected a ballot initiative on November 7, 2006 that would have raised the tax from $0.87 to $3.47 per pack,
California lawmakers introduced three new smoking related bills that would: (a) raise the average tax by $1.90 per
pack; (b) impose a fine of $100 on anyone smoking in a car with a child under the age of 18 present; and (c¢) ban
smoking in state parks and on beaches.

As mentioned above, at least one state, Minnesota (a Previously-Settled State), currently imposes a 75-cent
"health impact fee" on tobacco manufacturers for each pack of cigarettes sold. The purpose of this fee is to recover
the state's health costs related to or caused by tobacco use. The imposition of this fee was contested by Philip
Morris and upheld by the Minnesota Supreme Court as not in violation of Minnesota's settlement with the tobacco
companies. On February 20, 2007, the U.S. Supreme Court declined to hear Philip Morris' appeal of that decision.
See "—Other Potential Payment Decreases Under the Terms of the MSA-NPM Adjustment" herein.

According to the Global Insight Cigarette Consumption Report, all of the states and the District of
Columbia now require smoke-free indoor air to some degree or in some public places. The most comprehensive
bans have been enacted since 1998 in 26 states and a number of large cities. In 1998, California imposed a
comprehensive smoking ban for all indoor workplaces, including restaurants and bars. Delaware followed suit in
2002, and in 2003, Connecticut, Maine, New York, and Florida passed similar comprehensive bans, as did the cities
of Boston and Dallas. Since then, Arizona, Arkansas, Colorado, the District of Columbia, Hawaii, Illinois,
Louisiana, Maryland, Massachusetts, Minnesota, Montana, Nevada, New Hampshire, New Jersey, New Mexico,
Ohio, Rhode Island, Tennessee, Utah, Vermont, Washington, and Puerto Rico established similar bans, as did the
cities of Baltimore, Chicago, Houston, and Philadelphia. The New Mexico, Washington State and Chicago
restrictions are stronger than those in other states as they include a ban on outdoor smoking within 25 feet of the
entrances of restaurants and other public places. It is expected that these restrictions will continue to proliferate. For
example, in June 2007, at least 7 states are considering legislation which would enact comprehensive bans.

The American Nonsmokers' Rights Foundation documents clean indoor air ordinances by local
governments throughout the U.S. As of April 2, 2007, there were 2,572 municipalities with indoor smoking
restrictions. Of these, 455 local governments required workplaces to be 100% smoke-free, and 100% smoke-free
conditions were required for restaurants by 403 governments, and for bars by 296. The number of such ordinances
grew rapidly beginning in the 1980s, from less than 200 in 1985 to over 1,000 by 1993, and 1,500 by 2001. The
ordinances completely restricting smoking in restaurants and bars have generally appeared in the past decade. In
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1993 only 13 municipalities prohibited all smoking in restaurants, and 6 in bars. These numbers grew to 49 for
restaurants and 32 for bars in 1998, and doubled again by 2001, to 100 and 74, respectively.

The first extensive outdoor smoking restrictions were instituted in March 2006 in Calabasas, California.
The California municipalities of Belmont, Beverly Hills, Dublin, Emeryville and Santa Monica have also established
extensive outdoor restrictions. Burbank is expected to follow suit, and in June 2007 an Oakland City
Councilmember proposed an outdoor ban. In the past year, San Diego City and Los Angeles, Santa Cruz and San
Mateo Counties have banned smoking at beaches and parks, joining over 30 other Southern California cities in
prohibiting smoking on the beach. The beach restrictions may soon become statewide. Nassau County, New York
and Volusia County, Florida are also considering park and beach bans. At least 43 colleges nationwide now prohibit
smoking everywhere on campus. California and Nevada have banned smoking in state prisons. Arkansas,
Louisiana, and Texas now prohibit smoking in a car where there are children present, and similar legislation has
been proposed in Arizona, California, Connecticut, Illinois, Indiana, lowa, Kansas, Massachusetts, Montana, New
Jersey, New York, Oregon, Rhode Island, South Carolina, Utah, West Virginia, and in Rockland County, NY and
Bangor, Maine.

In June 2006, the Office of The Surgeon General released a report, "The Health Consequences of
Involuntary Exposure to Tobacco Smoke." It is a comprehensive review of health effects of involuntary exposure to
tobacco smoke. It concludes definitively that secondhand smoke causes disease and adverse respiratory effects. It
also concludes that policies creating completely smoke-free environments are the most economical and efficient
approaches to providing protection to non-smokers. The report is expected to strengthen arguments in favor of
further smoking restrictions across the country. Further, the California Environmental Protection Agency Air
Resources Board declared environmental tobacco smoke to be a toxic air contaminant in 2006.

The attorneys general of the Settling States, including the Attorney General of the State, have obtained
agreements from Philip Morris, Reynolds Tobacco and B&W that they will remove product advertisements from
various magazines that are circulated in schools for educational purposes.

No assurance can be given that future federal or state legislation or administrative regulations will not seek
to further regulate, restrict or discourage the manufacture, sale and use of cigarettes. Excise tax increases and other
legislative or regulatory measures could severely increase the cost of cigarettes, limit or prohibit the sale of
cigarettes, make cigarettes less appealing to smokers or reduce the addictive qualities of cigarettes. As a result of
these types of initiatives and other measures, the overall consumption of cigarettes nationwide may decrease
materially more than forecasted in the Global Insight Cigarette Consumption Report and thereby could have a
material adverse effect on: (1) the amounts available to make payments with respect to the Series 2007 Bonds,
including Turbo Redemptions payments; or (2) the secondary market for the Series 2007 Bonds and, as a result, lead
to a decrease in the market value and/or the liquidity of the Series 2007 Bonds. See "CERTAIN INFORMATION
RELATING TO THE TOBACCO INDUSTRY — Regulatory Issues" herein.

Other Potential Payment Decreases Under the Terms of the MSA

Adjustments to MSA Payments. The MSA provides that the amounts payable by the PMs are subject to
numerous adjustments, offsets and recalculations, some of which could be material. Such adjustments, offsets and
recalculations could reduce the Residual Pledged TSRs available to the Corporation below the respective amounts
required to pay the Series 2007 Bonds. Both the Settling States and one or more of the PMs are disputing or have
disputed the calculations of some of the Initial Payments for the years 2000 through 2003, and some Annual
Payments for the years 2000 through 2007. No assurance can be given as to the magnitude of the adjustments that
may result upon resolution of those disputes. Any such adjustments could trigger the Offset for Miscalculated or
Disputed Payments. For additional information regarding the MSA and the payment adjustments, see "— NPM
Adjustment" in this subsection and "SUMMARY OF THE MASTER SETTLEMENT AGREEMENT" herein.

The assumptions used to project the source of the payments on the Series 2007 Bonds ("Revenues") are
based on the premise that certain adjustments will occur as set forth under "METHODOLOGY AND BOND
STRUCTURING ASSUMPTIONS" herein. Actual adjustments could be materially different from what has been
assumed and described herein.
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Growth of NPM Market Share and Other Factors. The assumptions used to project Revenues and structure
the Series 2007 Bonds contemplate declining consumption of cigarettes in the United States combined with a static
relative market share of 5.6% for the NPMs. See "METHODOLOGY AND BOND STRUCTURING
ASSUMPTIONS" herein. Should the forecasted decline in consumption occur, but be accompanied by a material
increase in the relative aggregate market share of the NPMs, shipments by PMs would decline at a rate greater than
the decline in consumption. This would result in greater reductions of Annual Payments and Strategic Contribution
Payments by the PMs due to application of the Volume Adjustment, even for Settling States (including the State)
that have adopted enforceable Qualifying Statutes and are diligently enforcing such statutes and are thus exempt
from the NPM Adjustment. One SPM has introduced a cigarette with reportedly no nicotine. If consumers used the
product to quit smoking, it could reduce the size of the cigarette market. The capital costs required to establish a
profitable cigarette manufacturing facility are relatively low and new cigarette manufacturers, whether SPMs or
NPMs, are less likely than OPMs to be subject to frequent litigation.

The Model Statute in its original form had required each NPM to make escrow deposits approximately in
the amount that the NPM would have had to pay had it been a PM, but entitled the NPM to a release, from each
Settling State in which the NPM had made an escrow deposit, of the amount by which the escrow deposit exceeds
that Settling State's allocable share of the total payments that the NPM would have been required to make had it
been a PM. At least 44 Settling States, including the State, have enacted, and other states are considering enacting,
legislation that amends this provision in their Model/Qualifying Statutes, by eliminating the reference to the
allocable share and limiting the possible release an NPM may obtain to the excess above the total payment that the
NPM would have paid had it been a PM (so called "Allocable Share Release Legislation"). The National
Association of Attorneys General ("NAAG") has endorsed these legislative efforts. A majority of the PMs,
including all OPMs, have indicated their agreement in writing that in the event a Settling State enacts legislation
substantially in the form of the Allocable Share Release Legislation, such Settling State's previously enacted
Qualifying Statute will continue to constitute a Qualifying Statute within the meaning of the MSA. Following a
challenge by NPMs, the District Court for the Southern District of New York in September 2004 enjoined New
York from enforcing its Allocable Share Release Legislation. NPMs are also currently challenging Allocable Share
Release Legislation in the states of California, Arkansas, Kansas, Kentucky, Louisiana, Oklahoma and Tennessee. It
is possible that NPMs will challenge such legislation in other states. See "-Litigation Challenging the MSA, the
Qualifying Statutes and Related Legislation" herein. To the extent either (i) that other states do not enact or enforce
Allocable Share Release Legislation or (ii) that a state's Allocable Share Release Legislation is invalidated, NPMs
could concentrate sales in such states to take advantage of the absence of Allocable Share Release Legislation by
limiting the amount of its escrow payment obligations to only a fraction of the payment it would have been required
to make had it been a PM. Because the price of cigarettes affects consumption, NPM cost advantage is one of the
factors that has resulted and could continue to result in increases in market share for the NPMs.

A significant loss of market share by PMs to NPMs could have a material adverse effect on the payments
by PMs under the MSA and the amounts of Residual Pledged TSRs available to make payments with respect to the
Series 2007 Bonds, including Turbo Redemptions payments. See "SUMMARY OF THE MASTER
SETTLEMENT AGREEMENT - Adjustments to Payments" and "GLOBAL INSIGHT CIGARETTE
CONSUMPTION REPORT" herein.

NPM Adjustment

Description of the NPM Adjustment. The NPM Adjustment, measured by domestic sales of cigarettes by
NPMs, operates in certain circumstances to reduce the payments of the PMs under the MSA in the event of losses in
market share to NPMs during a calendar year as a result of the MSA. Three conditions must be met in order to
trigger an NPM Adjustment for one or more Settling States: (1) a Market Share Loss (as defined in the MSA) for
the applicable year must exist, which means that the aggregate market share of the PMs in any year must fall more
than 2% below the aggregate market share held by those same PMs in 1997 (a condition that has existed in every
year since 2000), (2) a nationally recognized firm of economic consultants must determine that the disadvantages

" The aggregate market share of NPMs utilized in the Cash Flow Assumptions may differ materially from the market
share information utilized by the MSA Auditor when calculating the NPM adjustments.
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experienced as a result of the provisions of the MSA were a significant factor contributing to the market share loss
for the year in question, and (3) the Settling States in question must be found to not have diligently enforced their
Qualifying Statutes.” The Settling States and the PMs selected The Brattle Group in May 2004 as the current
economic consultants responsible for making the significant factor determinations.

Application of the NPM Adjustment. The entire NPM Adjustment is ultimately applied to a subsequent
year's Annual Payment and Strategic Contribution Fund Payment due to those Settling States: (i) that have been
proven to have not diligently enforced their Qualifying Statutes throughout the year; or (2) that have enacted a
Qualifying Statute that is declared invalid or unenforceable by a court of competent jurisdiction. The 1997 market
share percentage for the PMs, less 2%, is defined in the MSA as the "Base Aggregate Participating Manufacturer
Market Share." If the PMs' actual aggregate market share is between 0% and 16%% less than the Base Aggregate
Participating Manufacturer Market Share, the amounts paid by the PMs would be decreased by three times the
percentage decrease in the PMs' actual aggregate market share. If, however, the PMs' market share loss is greater
than 162/T3%’ then the increase in the NPM Adjustment in excess of 50% (three times 16%%) is determined by
formula.

The MSA provides that in no event shall the amount of any NPM Adjustment applied to any Settling State
in any given year exceed the amount of Annual Payments and Strategic Contribution Payments to be received by
such Settling State in such year.

Regardless of how the NPM Adjustment is calculated, it is always subtracted from the total Annual
Payments and Strategic Contribution Payments due from the PMs and then ultimately allocated on a Pro Rata (as
defined in the MSA) basis only among those Settling States that have been found (i) to have not diligently enforced
their Qualifying Statutes or (ii) to have enacted a Qualifying Statute that is declared invalid or unenforceable by a
court of competent jurisdiction.* However, the practical effect of a decision by a PM to claim an NPM Adjustment
for a given year and pay its portion of the amount of such claimed NPM Adjustment into the Disputed Payments
Account, or withhold payment of such amount, would be to reduce the payments to all Settling States on a Pro Rata
basis until, for any particular Settling State, a resolution is reached regarding the diligent enforcement dispute for
such state for such year or until, for all Settling States, a global settlement is reached for all such disputes for such
year. If the PMs make a claim for an NPM Adjustment for any particular year and the State is determined to be one
of a few states (or the only state) not to have diligently enforced its Qualifying Statute in such year, the amount of
the NPM Adjustment applied to the State in the year following such determination could be as great as the amount
of Annual Payments and Strategic Contribution Payments that would otherwise have been received by the State in
such year and would have a material adverse effect on the amounts of Residual Pledged TSRs available to make
payments with respect to the Series 2007 Bonds, including Turbo Redemptions payments.

Settlement of Calendar 1999 through 2002 NPM Adjustment Claims. In June 2003, the OPMs and the
Settling States settled all NPM Adjustment claims for the years 1999 through 2002, subject, however, under limited
circumstances, to the reinstatement of an OPM's right to an NPM Adjustment for the years 2001 and 2002. In
connection therewith, the OPMs and the Settling States agreed prospectively that OPMs claiming an NPM
Adjustment for any year will not make such a deposit into the Disputed Payments Account or withhold payment

The NPM Adjustment does not apply at all if the number of cigarettes shipped in or to the United States in the
year prior to the year in which the payment is due by all manufacturers that were PMs prior to December 7,
1998 exceeds the number of cigarettes shipped in or to the United States by all such PMs in 1997.

If the aggregate market share loss from the Base Aggregate Participating Manufacturer Share is greater than
16%:%, the NPM Adjustment will be calculated as follows:

NPM Adjustment = 50% +
[50% / (Base Aggregate Participating Manufacturer Market Share - 16%:%)]
x [market share loss - 16%5%)]

If a court of competent jurisdiction declares a Settling States' Model Statute to be invalid or unenforceable,
then the NPM Adjustment for such state is limited to no more, on a yearly basis, than 65% of the amount of
such state's allocated payment.
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with respect thereto unless and until the selected economic consultants determine that the disadvantages of the MSA
were a significant factor contributing to the market share loss giving rise to the alleged NPM Adjustment. If the
selected economic consultants make such a "significant factor" determination regarding a year for which one or
more OPMs have claimed an NPM Adjustment, such OPMs may either make a deposit into the Disputed Payments
Account or withhold payment reflecting the claimed NPM Adjustment. See "SUMMARY OF THE MASTER
SETTLEMENT AGREEMENT — Adjustments to Payments" herein.

The State has indicated that the 2005 Annual Payments by the OPMs were made without a diversion of any
portion thereof into the Disputed Payments Account for the Settling States. According to the State, however, it has
been reported that eleven SPMs paid approximately $84 million of their 2005 Annual Payments into the Disputed
Payments Account for the Settling States as a result of alleged disputes, including disputes related to NPM
Adjustments. Unlike the OPMs, the SPMs had not agreed, as part of their settlement of calendar 1999 through 2002
NPM Adjustment Claims, to await the finding of a significant factor determination before taking such action. Of
this $84 million, approximately $44 million represented payments by six SPMs relating to cigarettes sold in 2003.
Following litigation brought by the State of New York challenging such actions, the six SPMs released such
$44 million to the Settling States. Such release of money, however, does not represent final settlement of any
alleged disputes. In addition, more than $18 million due from various SPMs was withheld on April 15, 2005.

Significant Factor Determination for Calendar Year 2003. On March 27, 2006, The Brattle Group made its
final determination, which final determination is publicly available, that the disadvantages experienced as a result of
the MSA were a significant factor contributing to the Market Share Loss for calendar year 2003. The MSA Auditor
had previously determined that the Market Share Loss in 2003 was 5.95%, reflecting the difference between the
PMs' 99.58% 1997 market share and their 91.63% 2003 market share less 2%. Of the total 7.95% differential, The
Brattle Group determined that 3% to 3.5% was attributable to the MSA and then compared 3% to 3.5% to 7.95% in
making its significant factor determination. In a statement dated March 28, 2006, the Attorneys General of lowa and
Idaho, the co-chairs of the NAAG Tobacco Committee, stated, among other things, that the Settling States believe it
would not be appropriate for a PM to withhold any portion of the April 2006 Annual Payment. According to the
statement, the Settling States believe that the PMs must still prove to a court that the Settling States have not
diligently enforced their Qualifying Statutes and also believe that every Settling State will be found to have
diligently enforced its Qualifying Statute in 2003. It has been reported, however, that the general counsel of
Reynolds American stated that he believes not all states were diligently enforcing their Qualifying Statutes.

Effect of Calendar 2003 NPM Adjustment Claim on 2006 Annual Payments. Philip Morris and Reynolds
American believe that the size of the NPM Adjustment attributable to 2003 is approximately $1.2 billion
(representing a $1.14 billion NPM Adjustment of approximately 17.85% of the 2004 Annual Payment, with
interest). On March 31, 2006, Philip Morris made its full $3.4 billion payment, even though it believes that payment
should eventually be subject to downward adjustment by operation of the calendar 2003 NPM Adjustment, and it
intends to continue to negotiate with the Settling States' Attorneys General for, and reserved its right to claim, a
reduction of its payment. Lorillard paid approximately $558 million of its 2006 Annual Payment on March 31, 2006
and deposited the balance of the 2006 Annual Payment, $108 million, into the Disputed Payments Account pending
final non-appealable resolution of the diligent enforcement issue with respect to 2003. Additionally, Reynolds
American paid approximately $2.016 billion of its Annual Payment obligation for 2006, of which $647 million was
deposited in the Disputed Payment Account pending resolution of the diligent enforcement issue in 2003.
According to the co-chairs of the NAAG Tobacco Committee, in a statement released on April 18, 2006, the Annual
Payments paid by Lorillard and Reynolds American to the Settling States constitute about 82% of the amount that
was due. The three SPMs from whom the largest payments were due made substantial payments. However, one of
the three paid a portion of its payment to the Disputed Payments Account, and the other two each withheld a portion
of the payment due from them. A majority of the Settling States have given notice to the PMs of each such Settling
State's intent to commence enforcement proceedings under the MSA, compelling the PMs to make the 2006 Annual
Payment without diminution for any NPM Adjustment so long as there has not yet been a final non-appealable
resolution of the diligent enforcement issue for such Settling State for the year in question.

Vibo Corporation d/b/a General Tobacco, an SPM, paid $96 million of its 2006 Annual Payment in
April 2006 and paid the balance, $11.5 million, in June 2006. General Tobacco reportedly maintains that it is
entitled to a reduction based on the market share loss it experienced after joining the MSA, but has elected to make
the full payments pending final adjudication regarding the actual final payments due.

In their April 18, 2006 statement, the co-chairs of the NAAG Tobacco Committee restated that the Settling
States believe that no NPM Adjustment would be found to apply and, thus, the Settling States are entitled to receive
the full payment due under the MSA. They stated that each Settling State has enacted a Qualifying Statute, that the
states all believe they have diligently enforced their Qualifying Statute, and that they will ultimately receive the
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money in dispute. The statement further stated that the issues of diligent enforcement are not subject to arbitration
and will be litigated in the courts of each state. Many of the Settling States have initiated legal action in their state
courts to ensure full payment. On September 13, 2006, Reynolds American and certain other PMs sent letters to the
Settling States that had not yet objected to arbitration of the NPM Adjustment or that had not yet filed legal
proceedings relating to the dispute regarding a claimed NPM Adjustment for 2003 in their respective state courts.
These letters stated that unless the Settling States indicated otherwise, it would be assumed that these Settling States
would not object to such arbitration. All but one of the Settling States that received these letters responded that they
would not agree to submit the dispute to arbitration and would oppose any effort to compel arbitration of the dispute.
PMs have filed motions in the courts of each of these Settling States (except certain of the Territories) to compel
arbitration.

Altria has reported that 38 states have instituted legal proceedings in their respective state courts against the
PMs. They each claim that they diligently enforced their Qualifying Statute and request that the respective court
enter a declaratory order finding that the 2006 Annual Payment is not subject to a 2003 NPM Adjustment, and that
the PMs are not entitled to withhold or pay into the Disputed Payments Account any portion of the 2006 Annual
Payment. They also assert that in June 2003, the OPMs unconditionally released the Settling States from all claims
that they may have with respect to cigarettes sold or shipped from 1999 through 2002. As previously noted, the
OPMs and the Settling States entered into agreements that resolved a variety of disputes relating to cigarette sales
and MSA payments from 1999 through 2002. The Settling States maintain that, since an NPM Adjustment for 2003
would be based upon cigarettes sold or shipped in 2002, the release in the June 2003 agreements bars the OPMs
from claiming an NPM Adjustment for 2003.

Calendar 2004 NPM Adjustment. In April 2006, the OPMs initiated NPM Adjustment proceedings seeking
a downward adjustment of their annual payments under the MSA for 2004. It has been reported that The Brattle
Group rendered its final determination on February 12, 2007 to the effect that the disadvantages experienced as a
result of the MSA were a "significant factor" contributing to the Market Share Loss for calendar year 2004. Each
state may nonetheless avoid a downward adjustment to its share of the PMs' annual payment for 2004 if it
establishes that it diligently enforced a qualifying escrow statute during the entirety of 2004. Any downward
adjustment is then potentially re-allocated to states that do not establish such diligent enforcement. It has been
reported that the calendar year 2004 NPM Adjustment for the OPMs is approximately $1.14 billion. There is no
certainty that the PMs will ultimately receive any adjustment as a result of these proceedings. If the PMs do receive
such an adjustment, the adjustment may be applied as a credit against future MSA payments and would be allocated
among the PMs pursuant to the MSA's provisions for allocation of the NPM Adjustment among the PMs. On March
30, 2007, Philip Morris reported that it made its full $3.5 billion payment, which amount includes approximately
$400 million that Philip Morris disputes it owes by operation of the calendar 2004 NPM Adjustment. Philip Morris
stated that it hoped that its full payment will facilitate an expeditious resolution of NPM Adjustment disputes,
whether by settlement or by arbitration. Reynolds American and Lorillard, on the other hand, collectively paid
approximately $672 million of their aggregate 2007 annual payment into the Disputed Payments Account based on a
claim of entitlement to an NPM Adjustment for 2004. Settlement discussions are currently ongoing between the
Attorneys General of the Settling States and the OPMs in an attempt to effect a national settlement of both
outstanding and subsequent NPM Adjustment claims, with the goal of replacing the current NPM Adjustment
dispute resolution methodology with one that is more predictable and less subjective. Any such settlement in a
given Settling State would have to be approved by such Settling State.

Calendar 2005 NPM Adjustment. Altria has reported that it is participating in an NPM Adjustment
proceeding before The Brattle Group to determine whether the disadvantages of the MSA were a significant factor
contributing to the PMs’ collective loss of market share in 2005. Altria has reported that The Brattle Group is
expected to render its final determination on the significant factor issue for 2005 some time in January 2008.

Resolution of Diligent Enforcement Disputes. As previously noted, any Settling State that adopts,
maintains and diligently enforces its Qualifying Statute is exempt from the NPM Adjustment. The State has adopted
the Model Statute (which is a Qualifying Statute under the MSA). No provision of the MSA, however, attempts to
define what activities, if undertaken by a Settling State, would constitute diligent enforcement. The Rhode Island
Attorney General's office has stated that the State has been and is diligently enforcing its Qualifying Statute.
Furthermore, the MSA does not explicitly state which party bears the burden of proving or disproving whether a
Settling State has diligently enforced its Qualifying Statute or whether any diligent enforcement dispute would be
resolved in state courts or through arbitration. As of June 8, 2007, the 43 state courts (including the State) that have
considered the issue of whether a diligent enforcement dispute should be resolved in state courts or through
arbitration have held in favor of the arbitration process. As of June 14, 2007, 42 state courts have ordered arbitration
of the 2003 NPM Adjustment. Twenty-one states have final orders compelling arbitration and 20 states have orders
to compel arbitration that are at various stages of appellate review, including writs and appeals. One state court,
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Louisiana, determined that state court is the proper forum for disputes regarding diligent enforcement of the
Qualifying Statute. Certain of these decisions are the subject of appeals and, because the time period for taking
appeals has not yet expired, further appeals can be expected. Most recently, in State of North Dakota v. Philip
Morris, Inc., the North Dakota Supreme Court reversed the decision of the District Court for the County of Cass
which had concluded that diligent enforcement disputes should be resolved in state court. The MSA provides that
arbitration, if required by the MSA, will be governed by the United States Federal Arbitration Act. The decision of
an arbitration panel under the Federal Arbitration Act may only be overturned under limited circumstances,
including a showing of a manifest disregard of the law by the panel. At the present time, there are hearings pending
in many other states regarding whether arbitration is the appropriate forum for these disputes. The Attorney General
of the State believes that the court in each Settling State that retains continuing jurisdiction over the MSA should
make the determination as to diligent enforcement of such state's Qualifying Statute. Regardless of the forum in
which a diligent enforcement dispute is heard, no assurance can be given as to how long it will take to resolve such a
dispute with finality.

In October 2006, the OPMs filed a motion in the Superior Court of the State to enforce the arbitration
provision of the MSA and compel arbitration concerning the 2003 NPM Adjustment. Certain SPMs sought joinder.
The State did not oppose joinder of the SPMs. On March 17, 2007, a Superior Court Justice issued a decision
granting the motion. On May 3, 2007, the Superior Court entered the order granting the motion. On May 14, 2007,
the State filed a motion for reconsideration, which is still pending.

Effect of Complementary Legislation. At least 44 of the Settling States, including the State, and the
District of Columbia have passed, and various states are considering, legislation (often termed "Complementary
Legislation") to further ensure that NPMs are making required escrow payments under the Qualifying Statutes.
Under the State's Qualifying Statute and the Complementary Legislation, every tobacco product manufacturer which
sells a “Unit Sold” as defined by the MSA in the State is required to certify annually that it is an NPM and that it is
in full compliance with the State's Qualifying Statute. A distributor may not affix or cause to be affixed, stamps to
individual packages of cigarettes to be sold or distributed in the State by a distributor licensed in the State if the
attorney general has notified the distributor that the tobacco product manufacturer of those cigarettes has: (i) failed
to become a participating manufacturer as defined in Section 23-71-3(1) of the General Laws of the State; and (ii)
failed to create a qualified escrow fund and make the required deposits in the escrow funds pursuant to Section 23-
71-3(2)(1) of the General Laws of the State for any cigarettes the distributor sold or distributed for that tobacco
product manufacturer in the State. A distributor who violates this section is subject to suspension or revocation of
its license pursuant to Section 44-20-8 of the General Laws of the State.

All of the OPMs and other PMs have provided written assurances that the Settling States have no duty to
enact Complementary Legislation, that the failure to enact such a legislation will not be used in determining whether
a state has diligently enforced its Qualifying Statute pursuant to the terms of the MSA, and that the diligent
enforcement obligations under the MSA shall not apply to the Complementary Legislation. In addition, the written
assurances contain an agreement that the Complementary Legislation will not constitute an amendment to a Settling
State's Qualifying Statute. However, a determination that a state's Complementary Legislation is invalid may make
enforcement of its Qualifying Statute more difficult, which could lead to an increase in the market share of NPMs,
resulting in a reduction of Annual Payments and Strategic Contribution Payments under the MSA. The New York
Qualifying Statute and Complementary Legislation, along with similar legislation in thirty other states, have been
challenged in New York State by a group of NPMs on various constitutional grounds, including claims based on
preemption by the federal antitrust laws. See "-Litigation Challenging the MSA, the Qualifying Statutes and
Related Legislation" herein. See "SUMMARY OF THE MASTER SETTLEMENT AGREEMENT-MSA
Provisions Relating to Model/Qualifying Statutes".

Conclusion. Future NPM Adjustment claims remain possible for calendar year 2005 and all future years.
Philip Morris, Reynolds American, and Lorillard have filed an NPM Adjustment claim for the year 2004. The
Brattle Group has not made any final "significant factor" determinations for any year other than 2003 and 2004. In
addition, the "diligent enforcement" exemption afforded a Settling State is based on actual enforcement efforts for
the calendar year preceding each Annual Payment, and could be disputed by a PM even after the final resolution of a
diligent enforcement dispute related to a prior year. If the other preconditions to an NPM Adjustment exist for a
given year, disputes regarding diligent enforcement for such year may be expected if the market share of the NPMs
results in an NPM Adjustment that, absent the protection of the Qualifying Statutes, would apply.

Future NPM Adjustments could be as large as, or larger than, the reported potential $1.2 billion calendar
2003 NPM Adjustment and $1.14 billion calendar 2004 NPM Adjustment. Although a Settling State that diligently
enforces its Qualifying Statute is exempt from the NPM Adjustment, many procedural uncertainties, as described
above, still remain regarding the resolution of a dispute regarding diligent enforcement. A decision by the PMs to
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pay the amount of a claimed NPM Adjustment into the Disputed Payments Account or to withhold payment of such
an amount pending the resolution of the dispute could lead to a decrease in the market value and/or the liquidity of
the Series 2007 Bonds and would have a material adverse effect on the amounts available to the Corporation to
make Turbo Redemptions and other payments on the Series 2007 Bonds during such period. Should a PM be
determined with finality to be entitled to an NPM Adjustment in a future year due to non-diligent enforcement of the
Qualifying Statute by the State, the application of the NPM Adjustment could lead to a decrease in the market value
and/or the liquidity of the Series 2007 Bonds and would also have a material adverse effect on the amounts available
to the Corporation to pay Turbo Redemptions or Accreted Value of the Series 2007 Bonds. Settlement discussions
are currently ongoing between the Attorneys General of the Settling States and the OPMs in an attempt to effect a
national settlement of both outstanding and subsequent NPM Adjustment claims, with the goal of replacing the
current NPM Adjustment dispute resolution methodology with one that is more predictable and less subjective. Any
such settlement in a given Settling State would have to be approved by such Settling State. See "Disputed or
Recalculated Payments" below. The structuring assumptions for the Series 2007 Bonds do not include any NPM
Adjustments, nor do they include withholdings or Disputed Payment Account deposits relating to PM claims of
entitlement to NPM Adjustments. See "METHODOLOGY AND BOND STRUCTURING ASSUMPTIONS."

Disputed or Recalculated Payments and Disputes under the Terms of the MSA. Miscalculations or
recalculations by the MSA Auditor or disputed calculations by any of the parties to the MSA, such as those
described above under "NPM Adjustment," have resulted and could in the future result in offsets to, or delays in
disbursements of, payments to the Settling States pending resolution of the disputed item in accordance with the
provisions of the MSA. By way of example, on August 30, 2004, one of the SPMs (Liggett) announced that it had
notified the attorneys general of 46 states that it intended to initiate proceedings against the attorneys general for
violating the terms of the MSA. It alleged that the attorneys general violated its rights and the MSA by extending
unauthorized favorable financial terms to Miami-based Vibo Corporation d/b/a General Tobacco when, on
August 19, 2004, the attorneys general entered into an agreement with General Tobacco allowing it to become an
SPM. General Tobacco imports discount cigarettes manufactured in Colombia, South America. In the notice sent to
the attorneys general, Liggett indicated that it would seek to enforce the terms of the MSA, void the agreement with
General Tobacco and enjoin the Settling States and NAAG from listing General Tobacco as a PM on their websites.
On August 18, 2005, Liggett and an additional four SPMs filed a motion to enforce the MSA in Kentucky. The
Commonwealth of Kentucky filed its opposition, and the SPMs replied. General Tobacco intervened in the case and
filed its opposition to the other SPMs' motion. The SPMs replied, and a hearing was held on the issue on
November 8, 2005. On January 26, 2006 the court upheld the agreement by which General Tobacco became an
SPM. An appeal was filed to the Kentucky Court of Appeals on February 14, 2006, and oral argument was heard in
March 2007.

Disputes concerning payments and their calculations may be raised up to four years after the respective
Payment Due Date (as defined in the MSA). The resolution of disputed payments may result in the application of an
offset against subsequent Annual Payments or Strategic Contribution Payments. The diversion of disputed
payments to the Disputed Payments Account, the withholding of all or a portion of any disputed amounts or the
application of offsets against future payments could all have a material adverse effect on: (1) the payments by the
PMs under the MSA and amounts available to the Corporation to make payments with respect to the Series 2007
Bonds, including Turbo Redemptions payments; or (2) the secondary market for the Series 2007 Bonds and, as a
result, lead to a decrease in the market value and/or the liquidity of the Series 2007 Bonds. The structuring
assumptions for the Series 2007 Bonds do not factor in an offset for miscalculated or disputed payments. See
"SUMMARY OF THE MASTER SETTLEMENT AGREEMENT-Adjustments to Payments—Offset for
Miscalculated or Disputed Payments" herein.

On June 3, 2005, the State of California filed an application in San Diego County Superior Court for an
enforcement order against Bekenton USA, Inc. ("Bekenton"), to compel Bekenton to comply with its full payment
obligations under the MSA. On June 29, 2005, Bekenton filed a motion to file a suit, alleging that the State of
California breached the Most Favored Nation ("MFN") provisions of the MSA by allowing three other SPMs
(Farmer's Tobacco Co., General Tobacco, and Premier Manufacturing Incorporated) to join the MSA under more
favorable terms. In a tentative ruling dated November 1, 2005, the Superior Court granted Bekenton's motion to file
suit based on this allegation. In its initial complaint, Bekenton had further alleged that (a) the state's agreements with
Farmer's Tobacco, General Tobacco and Premier (the "Three Agreements"), which required them to make certain
back payments (as required by the MSA) as a precondition to joining the MSA, permitted such back payments to be
made on an extended time frame and (b) this time frame effectively "relieved" Farmer's Tobacco, General Tobacco
and Premier of certain payment obligations as PMs. Bekenton claimed that it was entitled to a similar relief under
another clause of the MFN (the "Relief Clause"), which requires that if any PM is relieved of a payment obligation,
such relief becomes applicable to all of the PMs. In the November 1, 2005 tentative ruling, the Superior Court
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denied Bekenton's motion to file suit under the Relief Clause, ruling that (1) because the Three Agreements were
preconditions to allowing Farmer's Tobacco, General Tobacco and Premier to become PMs, these companies were
not "PMs" for purposes of the Relief Clause and (2) even if Farmer's Tobacco, General Tobacco and Premier are
PMs for purposes of the Relief Clause, the payment schedules in the Three Agreements did not relieve them of any
obligations. On March 15, 2006, the Superior Court adopted the November 1, 2005 tentative ruling as its final
order.

Bekenton is involved in similar disputes in Kentucky and Iowa. In the Kentucky case, Bekenton failed to
make its full MSA payment of approximately $7.7 million in April 2005, and, instead, paid only $198,000, less than
3% of the total payment due. The State of Kentucky commenced an action against Bekenton in which Bekenton
claimed that under the Relief Clause it was entitled to reduce its payment as a consequence of Kentucky's agreement
with General Tobacco, which was similar to the agreement described above between the State of California and
General Tobacco. On April 14, 2006, the court dismissed Bekenton's claim for a reduction, holding that the Relief
Clause was not applicable since the General Tobacco agreement did not relieve General Tobacco of any payment
obligations.

In the Towa case, the State of lowa sought to de-list Bekenton as a PM for failing to comply with the MSA
payment provisions and to prohibit Bekenton from doing business in Iowa for failing to comply with the escrow
payment provisions of the lowa Qualifying Statute. On August 11, 2005 an Iowa state court, finding that the MSA
itself provides procedures for the resolution of disputes regarding MSA payments and that such procedures should
be followed in this case, enjoined lowa from "de-listing" Bekenton, permitting Bekenton to continue selling
cigarettes in lowa.

In 2005, Bekenton filed for bankruptcy relief.

"Nicotine-Free" Cigarettes. The MSA contemplates that the manufacturers of cigarettes will be either a
PM or an NPM. The term "cigarette" is defined in the MSA to mean any product that contains tobacco and
nicotine, is intended to be burned and is likely to be offered to, or purchased by, consumers as a cigarette and
includes "roll-your-own" tobacco. Should a manufacturer develop a "nicotine-free" tobacco product (intended to be
burned and is likely to be offered to, or purchased by, consumers as a cigarette), such manufacturer would not be a
manufacturer for purposes of the MSA. Sales of such a product could cause a reduction in Annual Payments and
Strategic Contribution Payments. In addition, if consumers used the product to quit smoking, it could reduce the
size of the market. The capital costs required to establish a profitable cigarette manufacturing facility are relatively
low and new cigarette manufacturers are less likely to be subject to frequent litigation than OPMs. Furthermore, the
Qualifying Statutes would not cover a manufacturer of such "nicotine-free" products and such manufacturer would
not be required to make escrow deposits in the same manner as the NPMs are so required. Vector Group has
introduced QUEST, a tobacco product that is reportedly nicotine-free.

Other Risks Relating to the MSA and Related Statutes

Severability. Most of the major provisions of the MSA are not severable. If a court materially modifies,
renders unenforceable or finds unlawful any non-severable provision, the attorneys general of the Settling States and
the OPMs are required by the MSA to attempt to negotiate substitute terms. If, however, any OPM does not agree to
the substitute terms, the MSA terminates in all Settling States affected by the court's ruling. See "SUMMARY OF
THE MASTER SETTLEMENT AGREEMENT - Severability" herein.

Amendments, Waivers and Termination. As a settlement agreement between the PMs and the Settling
States, the MSA is subject to amendment in accordance with its terms, and may be terminated upon consent of the
parties thereto. Parties to the MSA, including the State, may waive the performance provisions of the MSA. The
Corporation is not a party to the MSA and as such does not have the right to challenge any such amendment, waiver
or termination. While the economic interests of the State and the Bondholders are expected to be the same in many
circumstances, no assurance can be given that such an amendment, waiver or termination of the MSA would not
have a material adverse effect on the Corporation's ability to make payments to the Bondholders. See "SUMMARY
OF THE MASTER SETTLEMENT AGREEMENT — Amendments and Waivers" herein.

Reliance on State Enforcement of the MSA and State Impairment. The State may not convey and has not
conveyed to the Corporation or the Bondholders any right to enforce the terms of the MSA. Pursuant to its terms,
the MSA, as it relates to the State, can only be enforced by the State. Failure to do so may have a material adverse
effect on the Bondholders. It is possible that the State could attempt to claim some or all of the TSRs for itself or
otherwise interfere with the security for the Series 2007 Bonds. In that event, the Bondholders, the Trustee or the
Corporation may assert claims based on contractual, fiduciary or constitutional rights, but no prediction can be made
as to the disposition of such claims. See "LEGAL CONSIDERATIONS" herein.
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Bankruptcy of a PM May Delay, Reduce, or Eliminate Payments of TSRs

The primary source of payment for the Series 2007 Bonds is the Residual Pledged TSRs that are paid by
the PMs. Therefore, if one or more PMs were to become a debtor in a case under Title 11 of the U.S. Code (the
"Bankruptcy Code"), there could be delays in or reductions or elimination of payments on the Series 2007 Bonds,
and Bondholders and Beneficial Owners of the Series 2007 Bonds could incur losses on their investments. Philip
Morris, by way of example, prior to the resolution of the dispute in the Price case in Illinois in the spring of 2003
over the size of the required appeal bond, had publicly stated that it would not have been possible for it to post the
$12 billion bond initially ordered by the trial judge. Philip Morris also publicly stated at that time that there was a
risk that immediate enforcement of the judgment would force a bankruptcy. In addition, on May 13, 2003, Alliance
Tobacco Corporation, one of the SPMs, filed for bankruptcy in the Western District of Kentucky and, in September
2004, its plan of reorganization was confirmed. As part of the confirmed plan, Alliance Tobacco Corporation
effectively ceased its operations in September 2004. In addition to Bekenton, Cutting Edge, Liberty Brands LLC,
M/s. Dhanraj International and Carolina Tobacco Company (manufacturer for House of Prince) have also filed for
bankruptcy relief.

In the event of the bankruptcy of a PM, unless approval of the bankruptcy court is obtained, the automatic
stay provisions of the Bankruptcy Code could prevent any action by the State, the Corporation, the Trustee, the
Bondholders, or the Beneficial Owners of the Series 2007 Bonds to collect any TSRs or any other amounts owing by
the bankrupt PM. In addition, even if the bankrupt PM wanted to continue paying TSRs, it could be prohibited as a
matter of law from making such payments. In particular, if it were to be determined that the MSA was not an
"executory contract" under the Bankruptcy Code, then the PM may be unable to make further payments of TSRs. If
the MSA is determined in a bankruptcy case to be an "executory contract" under the Bankruptcy Code, the bankrupt
PM may be able to repudiate the MSA and stop making payments under it. Furthermore, payments previously made
to the Bondholders or the Beneficial Owners of the Series 2007 Bonds could be avoided as preferential payments, so
that the Bondholders and the Beneficial Owners of the Series 2007 Bonds would be required to return such
payments to the bankrupt PM. Also, the bankrupt PM may have the power to alter the terms of its payment
obligations under the MSA without the consent, and even over the objection of the State, the Corporation, the
Trustee, the Bondholders, or the Beneficial Owners of the Series 2007 Bonds. Finally, while there are provisions of
the MSA that purport to deal with the situation when a PM goes into bankruptcy, such provisions may be
unenforceable. There may be other possible effects of a bankruptcy of a PM that could result in delays or reductions
or elimination of payments to the Bondholders or the Beneficial Owners of the Series 2007 Bonds. For a further
discussion of certain bankruptcy issues, see "LEGAL CONSIDERATIONS" herein.

Uncertainty as to Timing of Turbo Redemption

No assurance can be given as to the timing of amortization of the Series 2007 Bonds. A certain level of
payments due under the MSA has been forecast based on various assumptions, including among others, domestic
cigarette consumption levels as set forth in the Global Insight Base Case Consumption Forecast and adjustments to
the payments by the PMs as required by the terms of the MSA. These assumptions, which were used to schedule
Principal and Accreted Value of the Series 2007 Bonds, as well as provide expectations of Turbo Redemptions of
the Series 2007 Bonds from Revenues are discussed in “METHODOLOGY AND BOND STRUCTURING
ASSUMPTIONS.” Actual results could and likely will vary from such assumptions. Such variance could be
material and could affect the level of payments due under the MSA. Any material reduction would impair the
Revenues available for Turbo Redemptions of the Series 2007 Bonds and extend the average life of the Series 2007
Bonds. On the other hand, material increases would generate more Revenues for Turbo Redemptions and shorten the
average life of the Series 2007 Bonds. In addition, future increases in the rate of inflation above 3% per annum, in
the absence of other factors, would materially shorten the average lives of the Series 2007 Bonds. No assurance can
be given that these assumptions will be realized.

The ratings of the Series 2007 Bonds address the ability of the Corporation to pay the Accreted Value of
such Series 2007 Bonds on their respective Maturity Dates. Owners of the Series 2007 Bonds bear the reinvestment
risk from faster than expected amortization, as well as the extension risk from slower than expected amortization of
the Series 2007 Bonds.

Subordinate Nature of the Series 2007 Bonds

The Trustee is only entitled to receive payments of Residual Pledged TSRs on and after the date on which
there are no 2002 Indenture Bonds outstanding under the 2002 Indenture. Accordingly, the Series 2007 Bonds are
structurally subordinate to the full payment of all 2002 Indenture Bonds issued under the 2002 Indenture. If the
2002 Indenture Bonds are not paid in accordance with their terms or there is a default or event of default with
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respect to the 2002 Indenture Bonds, Holders of the Series 2007 Bonds may suffer a complete loss of their
investment and have no remedy for the loss.

The Residual Pledged TSRs were projected assuming the Global Insight Base Case Consumption Forecast
and assuming that all other events occur as assumed by the Collection Methodology and Assumptions and the
Structuring Assumptions. The Residual Pledged TSRs may actually come in substantially below projections, thus
potentially reducing the value of and the yield on the Series 2007 Bonds.

No Current Interest

The Series 2007 Bonds do not pay any current interest. All interest accrues until both principal and accrued
interest are paid. The lack of current interest payments may affect liquidity or cause price volatility. See
Appendix G- “TABLE OF ACCRETED VALUES?” attached hereto.

Limited Resources of the Corporation

The Series 2007 Bonds are neither general nor moral obligations of the State and are not secured by
a pledge of the full faith and credit of the State and holders of the Series 2007 Bonds may not require the levy
or imposition of taxes. The assets of the Corporation (other than the Residual Pledged TSRs) are not pledged
to the payment of, nor are they security for, the Series 2007 Bonds. The Corporation’s only source of funds for
payments on the Series 2007 Bonds are the Residual Pledged TSRs and amounts on deposit in pledged funds and
accounts pursuant to the Indenture. The proceeds of the Series 2007 Bonds will not be available to pay debt service
on the Series 2007 Bonds. The Corporation has no taxing power and no assets other than the assets available to the
Bondholders acquired pursuant to the Purchase Agreement.

Limited Remedies

The Trustee is limited under the terms of the Purchase Agreement and the Indenture to enforcing the terms
of such agreements and to receiving the Residual Pledged TSRs and applying them in accordance with the
Indenture. If an Event of Default occurs, the Trustee cannot sell, or foreclose on, the Residual Pledged TSRs or its
rights under the Purchase Agreement or the Indenture. The Corporation is not a party to the MSA, and neither the
State nor the Corporation has made any representation or warranty that the MSA is enforceable. Remedies under the
Purchase Agreement do not include the repurchase of the Residual Pledged TSRs under any circumstances,
including unenforceability of the MSA or breach of any representation of warranty.

Limited Liquidity of the Series 2007 Bonds; Price Volatility

There is currently a limited secondary market for securities such as the Series 2007 Bonds. The
Underwriters are under no obligation to make a secondary market. There can be no assurance that a secondary
market for the Series 2007 Bonds will develop, or if a secondary market does develop, that it will provide
Bondholders with liquidity or that it will continue for the life of the Series 2007 Bonds. Tobacco settlement
securitization bonds generally have also exhibited greater price volatility than traditional municipal bonds. Any
purchaser of the Series 2007 Bonds must be prepared to hold such securities for an indefinite period of time or until
final redemption of such securities.

Limitation on Transferability

The Series 2007C Bonds are being reoffered only to Qualified Institutional Buyers as such term is defined
in Rule 144A under the Securities Act of 1933. Upon purchase of any of the Series 2007C Bonds, a purchaser will
be deemed to have represented that it is a Qualified Institutional Buyer and that it has a holding in Series 2007C
Bonds in an amount equal to at least $100,000 in aggregate purchase price.

Limited Nature of Ratings; Reduction, Suspension or Withdrawal of a Rating

Ratings assigned to the Series 2007 Bonds by the Rating Agency will reflect such Rating Agency’s
assessment of the likelihood that owners of such Series 2007 Bonds will receive payments of the Accreted Value on
such Series 2007 Bonds when due. Any such rating will not address the likelihood of payments from the Turbo
Redemption Account or the expected average life of such Series 2007 Bonds. A rating of such Series 2007 Bonds
will not be a recommendation to purchase, hold or sell such Series 2007 Bonds and such rating will not address the
marketability of such Series 2007 Bonds, any market price or suitability for a particular investor. There is no
assurance that any rating will remain for any given period of time or that any rating will not be lowered, suspended
or withdrawn entirely by a Rating Agency if in such Rating Agency’s judgment circumstances so warrant based on
factors prevailing at the time. Any such reduction, suspension or withdrawal of a rating, if it were to occur, could
adversely affect the availability of a market or the market price of such Series 2007 Bonds. No request has been
made and no rating has been assigned to the Series 2007C Bonds. See “RATINGS.”
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S&P currently indicates that its ratings on all tobacco settlement securitizations have a “negative outlook.”
See “RATINGS” herein.

LEGAL CONSIDERATIONS

The following discussion summarizes some, but not all, of the possible legal issues that could affect the
Series 2007 Bonds. The discussion does not address every possible legal challenge that could result in a decision
that would cause the Residual Pledged TSRs to be reduced or eliminated. References in the discussion to various
opinions are incomplete summaries of such opinions and are qualified in their entirety by reference to the actual
opinions.

Bankruptcy of a PM

Because the only significant source of payment for the Series 2007 Bonds is the Residual Pledged TSRs
that are paid by the PMs, if one or more PMs were to become a debtor in a case under the Bankruptcy Code, there
could be delays or reductions in or elimination of payments on the Series 2007 Bonds. See “RISK FACTORS —
Bankruptcy of a PM May Delay, Reduce, or Eliminate TSRs” herein.

In the bankruptcy of a PM, the automatic stay provisions of the Bankruptcy Code could prevent (unless
approval of the bankruptcy court was obtained) any action by the State, the Corporation, the Trustee, the
Bondholders, or the Beneficial Owners to collect any Residual Pledged TSRs or any other amounts owing by the
bankrupt PM. In addition, even if the bankrupt PM wanted to continue paying Residual Pledged TSRs, it could be
prohibited as a matter of law from making such payments. In particular, if it were to be determined that the MSA
was not an “executory contract” under the Bankruptcy Code, then the PM may be unable to make further payments
of Residual Pledged TSRs. Bond Counsel will render an opinion to the Rating Agency that, subject to all the
assumptions, qualifications, and limitations set forth therein, if a PM were to become the debtor in a case under the
Bankruptcy Code, and the matter were properly briefed and presented to a federal court with jurisdiction over such
bankruptcy case, the court, exercising reasonable judgment after full consideration of all relevant factors, would
hold that the MSA is an “executory contract” under Section 365 of the Bankruptcy Code. Certain of the assumptions
contained in this opinion will be assumptions that certain facts or circumstances will exist or occur, and Bond
Counsel can provide no assurance that such facts or circumstances will exist or occur as assumed in the opinion.
This opinion will be based on an analysis of existing laws and court decisions, and will cover certain matters not
directly addressed by such authorities. There are no court decisions directly on point, there are court decisions that
could be viewed as contrary to the conclusions expressed in the opinion, and the matter is not free from doubt.
Accordingly, no assurance can be given that a particular court would not hold that the MSA is not an executory
contract, thus resulting in delays or reductions in, or elimination of, payments on the Series 2007 Bonds.

If the MSA is an “executory contract” under the Bankruptcy Code, the bankrupt PM may be able to
repudiate the MSA and stop making payments under it, thus resulting in delays or reductions in, or elimination of,
payments on the Series 2007 Bonds.

Furthermore, payments previously made to the holders of the Series 2007 Bonds or the Beneficial Owners
could be avoided as preferential payments, so that the Bondholders and the Beneficial Owners would be required to
return such payments to the bankrupt PM. Also, the bankrupt PM may have the power to alter the terms of its
payment obligations under the MSA without the consent, and even over the objection, of the State, the Corporation,
the Trustee, the Bondholders, and the Beneficial Owners. Finally, while there are provisions of the MSA that purport
to deal with the situation when a PM goes into bankruptcy, such provisions may be unenforceable. There may be
other possible effects of a bankruptcy of a PM that could result in delays or reductions in, or elimination of,
payments on the Series 2007 Bonds.

MSA Enforceability

Most of the major provisions of the MSA are not severable. If a court materially modifies, renders
unenforceable or finds unlawful any nonseverable provision, the attorneys general of the Settling States and the
OPMs are required by the MSA to attempt to negotiate substitute terms. However, if any OPM does not agree to the
substitute terms, the MSA would terminate in all Settling States affected by the court’s ruling. Even if substitute
terms are agreed upon, payments under such terms may be less than payments under the MSA and could reduce the
amount of Residual Pledged TSRs available to make payments on the Series 2007 Bonds.

Certain cigarette manufacturers, cigarette importers, cigarette distributors, Native American tribes and
smokers’ rights organizations have filed actions against some, and in certain cases all, of the signatories to the MSA
alleging, among other things, that the MSA violates provisions of the U.S. Constitution, federal antitrust laws,
federal civil rights laws, state constitutions, state consumer protection laws and unfair competition laws, which
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actions, if ultimately successful, could result in a determination that the MSA is void or unenforceable. The lawsuits
seek, among other things, an injunction against one or more of the Settling States from collecting any money under
the MSA and barring the PMs from collecting cigarette price increases related to the MSA or a determination that
the MSA is void or unenforceable. To date, such challenges have not been ultimately successful, although two cases
have survived pre-trial motions and have proceeded to a stage of litigation where the ultimate outcome may be
determined in part by findings of fact based on extrinsic evidence as to the operation and impact of the MSA and
appeals are pending or still possible in certain other cases. The terms of the MSA are currently being challenged and
may continue to be challenged in the future.

A determination by a court that a nonseverable provision of the MSA is void or voidable would, in the
absence of an agreement to a substitute term as described above, result in the termination of the MSA in any Settling
States affected by the court’s ruling. Accordingly, in the event of an adverse court ruling, Bondholders could incur a
complete loss of their investment. See “RISK FACTORS - Litigation Challenging the MSA, the Qualifying
Statutes and Related Legislation” herein.

In rendering the opinions described below, Bond Counsel considered the claims asserted in the federal and
state actions described above under the caption “RISK FACTORS - Litigation Challenging the MSA, the
Qualifying Statutes and Related Legislation” that it believes are representative of the legal theories that an opponent
of the MSA would advance in an attempt to invalidate the MSA. Subject to the assumptions and qualifications set
forth below, Bond Counsel will render an opinion to the Rating Agency that, subject to all the assumptions,
qualifications and limitations set forth therein, and although there can be no assurances that a court applying existing
legal principles would not hold otherwise, a court applying existing legal principles to the facts would find the MSA
to be a valid and enforceable agreement under federal and State law among the Settling States and the tobacco
companies who are parties thereto.

Qualifying Statute Constitutionality

The Qualifying Statutes and related legislation, like the MSA, have also been the subject of litigation in
cases alleging that the Qualifying Statutes and related legislation violate certain provisions of the federal and state
constitutions or are preempted by federal antitrust laws. The lawsuits seek, among other things, injunctions against
the enforcement of the Qualifying Statutes and related legislation. To date such challenges have not been ultimately
successful, although the enforcement of Allocable Share Release Amendments has been preliminarily enjoined in
New York and certain other states. Appeals are pending or still possible in certain cases. The Qualifying Statutes
and related legislation may also continue to be challenged in the future. Although a determination that the
Qualifying Statute is unconstitutional would have no effect on the enforceability of the MSA, such a determination
could have an adverse effect on payments to be made under the MSA if an NPM were to gain market share in the
future and there occurred the requisite impact on the market share of PMs under the MSA. See “RISK FACTORS —
Litigation Challenging the MSA, the Qualifying Statutes and Related Legislation” herein.

In rendering the opinions described below, Bond Counsel considered the claims asserted in the federal and
state actions described above under the caption “RISK FACTORS - Litigation Challenging the MSA, the
Qualifying Statutes and Related Legislation” that it believes are representative of the legal theories that an opponent
of the Qualifying Statute would advance in an attempt to invalidate the Qualifying Statute. Subject to the
assumptions and qualifications set forth below, Bond Counsel will render an opinion to the State that, subject to all
the facts, assumptions and qualifications set forth therein, and although there can be no assurance that a court
applying existing legal principles would not hold otherwise, if the matter were properly briefed and presented to a
court, that a court applying existing legal principles to the facts would find the State’s Qualifying Statute to be
constitutional and enforceable and not violative of the antitrust laws in all material respects under federal and State
law. In rendering its opinion, Bond Counsel will rely upon a letter dated June 17, 2002 from counsel to the OPMs
confirming that the OPMs would not dispute that the State’s Qualifying Statute constitutes a “model statute” under
the MSA.

Limitations on Opinions of Counsel; No Assurance as to Outcome of Litigation

A court’s decision regarding the matters upon which a lawyer is opining would be based on such court’s
own analysis and interpretation of the factual evidence before it and of applicable legal principles. Thus, if a court
reached a result different from that expressed in an opinion, such as that the MSA 1is void or voidable or that the
State’s Qualifying Statute is unenforceable, it would not necessarily constitute reversible error or be inconsistent
with that opinion. An opinion of counsel is not a prediction of what a particular court (including any appellate
court) that reached the issue on the merits would hold, but, instead, is the opinion of such counsel as to the proper
result to be reached by a court applying existing legal rules to the facts as properly found after appropriate briefing
and argument and, in addition, is not a guarantee, warranty or representation, but rather reflects the informed
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professional judgment of such counsel as to specific questions of law. Opinions of counsel are not binding on any
court or party to a court proceeding. The descriptions of the opinions set forth herein are summaries, do not purport
to be complete and are qualified in their entirely by the opinions themselves.

No Assurance as to the Outcome of Litigation

With respect to all matters of litigation that have been brought and may in the future be brought against the
PMs, or involving the enforceability of the MSA or constitutionality of the State’s Qualifying Statute or the
enforcement of the right to the Residual Pledged TSRs or otherwise filed in connection with the tobacco industry,
the outcome of such litigation, in general, cannot be determined with certainty and depends, among other things, on
(1) the issues being appropriately presented and argued before the courts (including the applicable appellate courts)
and (ii) on the courts, having been presented with such issues, correctly applying applicable legal principles in
reaching appropriate decisions regarding the merits. In addition, the courts may, in their exercise of equitable
jurisdiction, reach judgments based not upon the legal merits but upon a balancing of the equities among the parties.
Accordingly, no assurance can be given as to the outcome of any such litigation and any such adverse outcome
could have a material and adverse impact on the amounts of Residual Pledged TSRs available to make payments on
the Series 2007 Bonds.

Corporation Not Eligible to Declare Bankruptcy

Bond Counsel will render an opinion to the Corporation that the Corporation cannot be a debtor under any
chapter of the United States Bankruptcy Code without an amendment thereto.

THE CORPORATION

The Tobacco Settlement Financing Corporation is a public corporation of the State established under and
pursuant to the Act. The Corporation has a legal existence distinct from the State and is not a department of the
State.

The directors of the Corporation are:

Name Principal Occupation

Robert E. Cusack

James Thorsen, CFA
Rosemary Booth Gallogly

Andrew Reilly

The officers of the Corporation are:
Name
Rosemary Booth Gallogly
James Thorsen, CFA
Robert E. Cusack

President and Chief Investment Officer,
Preferred Asset Management
Principal, State Street Global Advisors
Executive Director/ State Budget Officer,
State of Rhode Island

Managing Director, Thomas Keenan
Ventures, Inc.

Title
Chairperson
Vice Chairperson
Secretary
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SOURCES AND USES OF FUNDS

The Corporation will apply the proceeds of the Series 2007 Bonds (i) to pay the cash portion of the
purchase price for the Residual Tobacco Assets, and (ii) to pay certain costs of issuance of the Series 2007 Bonds.

Sources of Funds

Initial Principal Amount of Series 2007 Bonds $197,005,742.20

Total Sources $197,005,742.20

Uses of Funds

Payment of Purchase Price of Residual

Tobacco Assets $195,000,000.00
Underwriters’ Discount 938,686.55
Costs of Issuance* 1,067,055.65
Total Uses $197,005,742.20

*Includes fees of the financial advisors for the State and Bond Counsel, Global Insight, the Rating Agency, certain auditing,
verification agent fees and printing and other miscellaneous expenses.

THE SERIES 2007 BONDS

The following summary describes certain terms of the Series 2007 Bonds. This summary does not purport
to be complete and is subject to, and qualified in its entirety by reference to, the provisions of the Indenture and the
Series 2007 Bonds. Terms used herein and not previously defined have the meanings ascribed to them in the
Indenture. Copies of the Indenture and the Purchase Agreement may be obtained upon written request to the
Trustee.

The Series 2007 Bonds will initially be represented by one or more bond certificates registered in the name
of The Depository Trust Company or its nominee (“DTC”), New York, New York. DTC will act as securities
depository for the Series 2007 Bonds. Except under the limited circumstances described herein, no Beneficial
Owner (as hereinafter defined) of the Series 2007 Bonds will be entitled to receive a physical certificate representing
its ownership interest in such Series 2007 Bonds. See Appendix F — “BOOK-ENTRY ONLY SYSTEM” herein.

Payments on the Series 2007 Bonds

Payments of Accreted Value. The Accreted Value of the Series 2007 Bonds will be paid on the maturity
dates as set forth on the inside front cover of this Offering Circular or upon prior redemption. “Accreted Value”
means an amount equal to the initial principal amount of such Bonds, plus interest accrued thereon from its date of
issuance, compounded on each December 1 and June 1, commencing on December 1, 2007 through and including
the Maturity Date or earlier redemption date of such Bond at the interest rate for such Bond, as set forth in the Series
Supplement therefor and in accordance with the Accreted Value Table attached thereto; provided, however, that the
Corporation shall calculate or cause to be calculated the Accreted Value on any date other than each December 1
and June 1 by straight line interpolation of the Accreted Values as of the immediately preceding and succeeding
December 1 and June 1. See Appendix G — “TABLE OF ACCRETED VALUES” attached hereto.

Failure by the Corporation to pay the Accreted Value at maturity on any Series 2007 Bonds will constitute
an Event of Default under the Indenture. Failure to make Turbo Redemption payments on the Series 2007 Bonds
will not constitute an Event of Default. See “SECURITY FOR THE SERIES 2007 BONDS — Flow of Funds”
herein.

Turbo Redemption

The Series 2007 Bonds are subject to mandatory redemption in whole or in part prior to their stated
maturity, from amounts on deposit in the Turbo Redemption Account on any Distribution Date, at a redemption
price of 100% of the Accreted Value thereof and without premium. Any redemption of the Series 2007 Bonds from
the Turbo Redemption Account pursuant to the Indenture shall be made by Series in accordance with the Payment
Priorities and pro rata within each Series of Bonds. For purposes of defeasance, such Bonds shall have the assumed
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redemptions schedule set forth in Appendix H — “DEFEASANCE TURBO SCHEDULES” herein. Monies in the
Turbo Redemption Account may not be applied to purchase Series 2007 Bonds on the open market. See
“METHODOLOGY AND BOND STRUCTURING ASSUMPTIONS” herein.

“Payment Priorities” means, subject to the issuance of Additional Bonds which may be payable prior to
the Series described below, payment of the Bonds in the following order of priority: (1) first, the Series 2007A
Bonds until they are Fully Paid (as defined in the Indenture); (2) second, the Series 2007B Bonds until they are Fully
Paid; and (3) third, the Series 2007C Bonds until they are Fully Paid.

“Distribution Date” means each December 1 and June 1.
Extraordinary Prepayment

If an Event of Default has occurred, on each Distribution Date, Outstanding Senior Bonds will be prepaid
from available funds on deposit in the Debt Service Reserve Account, the Lump Sum Prepayment Account and the
Extraordinary Prepayment Account, at a price equal to the principal amount or Accreted Value thereof, without
premium (any such prepayment, an “Extraordinary Prepayment”). Any such prepayment shall be made by Series
in accordance with the Payment Priorities and Pro-Rata within each Series.

Lump Sum Prepayment

The Bonds are subject to prepayment at any time at the principal amount or Accreted Value thereof, plus
accrued interest, if any, to the prepayment date, upon receipt by the Trustee of a lump sum payment received as a
payment from a PM which results in, or is due to, a release of that PM from all or a portion of its future obligations
under the MSA (a “Lump Sum Payment”). Each Lump Sum Payment shall be allocated to the prepayment of
Outstanding Senior Bonds. Any such prepayment shall be made by Series in accordance with the Payment Priorities
and Pro-Rata within each Series.

Optional Redemption

The Series 2007 Bonds are subject to redemption at the Corporation’s option at any time, in whole or in
part, on and after June 1, 2017, at a redemption price of 100% of the Accreted Value thereof, without premium.
Fifteen days’ notice shall be given to holders of the Series 2007 Bonds to be redeemed prior to maturity. The
Corporation may select the dates, amounts, rates and maturities of Series 2007 Bonds for optional redemption at its
sole discretion. On and after any date of redemption, interest will cease to accrete on any Series 2007 Bonds called
for redemption.

Partial Redemption

If less than all the Outstanding Series 2007 Bonds are to be redeemed, the particular Series 2007 Bonds to
be redeemed or prepaid shall, except as otherwise specified in the Indenture, be selected by the Trustee by such
method as it shall deem fair and appropriate, and the Trustee may provide for the selection for redemption or
prepayment of portions (equal to any authorized denominations) of the Accreted Value of Series 2007 Bonds of a
denomination larger than the minimum authorized denomination.

Additional Bonds and Additional Obligations

The Corporation may only issue additional Series of Bonds (“Additional Bonds”)under the Indenture or
bonds, notes or other obligations (“Additional Obligations™) under the 2002 Indenture (as amended, supplemented
or restated from time to time) or any other indenture or agreement providing for the issuance of Additional
Obligations that are to be secured by a claim on the 2002 Tobacco Assets prior to the 2002 Residual Certificate or
the Series 2007 Bonds (each a “Senior Indenture”) only upon receipt by the Trustee of (i) a Rating Confirmation
from each Rating Agency then rating the Outstanding Bonds under the Indenture and (ii) a certificate of the
Corporation that as a result of the issuance of such Additional Bonds or Additional Obligations, the weighted
average life of each Bond then Outstanding under the Indenture, projected in years from such Bond’s date of
issuance, will not exceed the sum of (x) the weighted average life of each such Outstanding Bond issued under the
Indenture as projected at the time such Bond was issued and set forth in the applicable Series Supplement relating
thereto (with respect to the Series 2007 Bonds, such expected weighted average lives are set forth in the Turbo
Defeasance Schedule attached to the Series 2007 Supplement) and (y) one. In calculating the weighted average life
of each of the Outstanding Bonds for the purpose of the certificate required by clause (ii) of the preceding sentence,
the Corporation shall take into consideration (1) the amount of Turbo Redemptions of such Bonds that have been
paid prior to and including to the date of issuance of the Additional Bonds or Additional Obligations and (2) the
amount of Turbo Redemptions projected by the Corporation to be paid on each Distribution Date subsequent to the
issuance of such Additional Bonds or Additional Obligations based upon the amount of TSRs then expected to be
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received by the Corporation and available for payment of Turbo Redemptions of each outstanding bond under the
Senior Indenture. In determining compliance with clause (ii) of this paragraph, the Corporation may rely
conclusively on a certification of a financial advisor or an underwriting firm, who may in turn rely on a report of a
nationally recognized firm of econometric experts on matters related to projected or forecasted cigarette
consumption.

SECURITY FOR THE SERIES 2007 BONDS
General

Pursuant to the Act and the Purchase Agreement, the State will sell to the Corporation, on the Closing Date,
the Residual Tobacco Assets.

The Bonds will be secured by and payable solely from (a) the Revenues, (b) all rights to receive the
Revenues and the proceeds of such rights, (c) all Accounts established under the Indenture and assets thereof,
including money, contract rights, general intangibles or other personal property, held by the Trustee under the
Indenture, (d) subject to the following sentence, all rights and interest of the Corporation under the Purchase
Agreement, including the representations, warranties and covenants of the Trust Fund and the State in the Purchase
Agreement and (e) any and all other property of every kind and nature from time to time hereafter, by delivery or by
writing of any kind, conveyed, pledged, assigned or transferred as and for additional security under the Indenture
(collectively, the “Collateral”). Except as specifically provided in the Indenture, such assignment and pledge does
not include: (i) the rights of the Corporation to the receipt of the 2002 Tobacco Assets under the 2002 Indenture and
the 2002 Purchase Agreement before the 2002 Indenture Bonds are deemed paid under the 2002 Indenture, (ii) the
rights of the Corporation pursuant to provisions for consent or other action by the Corporation, notice to the
Corporation, indemnity or the filing of documents with the Corporation, or otherwise for its benefit and not for that
of the Beneficiaries, or (iii) any right or power reserved to the Corporation pursuant to the Act or other law; nor does
this assignment and pledge preclude the Corporation’s enforcement of its rights under and pursuant to the Purchase
Agreement for the benefit of the Beneficiaries as provided in the Indenture. Unless otherwise specified in the Series
Supplement applicable thereto, the proceeds of any Bonds do not constitute any portion of the Residual Pledged
TSRs, are not pledged to the holders of such Bonds and are not subject to the lien of the Indenture. The Corporation
will implement, protect and defend this assignment and pledge by all appropriate legal action, the cost thereof to be
an Operating Expense.

The Trustee is only entitled to receive payments of Residual Pledged TSRs on and after the date on
which there are no 2002 Indenture Bonds outstanding under the 2002 Indenture. Accordingly, the Series
2007 Bonds are structurally subordinate to the payment in full of all 2002 Indenture Bond issued under the
2002 Indenture. If the 2002 Indenture Bonds are not paid in accordance with their terms or there is a default
or event of default with respect to the 2002 Indenture Bonds, Holders of the Series 2007 Bonds may suffer a
complete loss of their investment and have no remedy for the loss.

The Series 2007B Bonds are subordinate to the Series 2007A Bonds, and Holders of the Series 2007B
Bonds are not entitled to receive any payment, including any Extraordinary Prepayment, until all Holders of Series
2007A Bonds and any other Bonds senior to the Series 2007B Bonds issued under the Indenture have been fully
paid, regardless of the occurrence of an Event of Default. The Series 2007C Bonds are subordinate to the Series
2007B Bonds, and Holders of the Series 2007C Bonds are not entitled to receive any payment, including any
Extraordinary Prepayment, until Holders of all Series 2007B Bonds and any other Bonds senior to the Series 2007C
Bonds issued under the Indenture have been fully paid, regardless of the occurrence of an Event of Default.

The Series 2007 Bonds are payable as to Accreted Value solely out of the assets of the Corporation
pledged for such purpose; neither the faith and credit nor the taxing power of the State or any political
subdivision thereof is pledged to the payment of the Accreted Value on the Series 2007 Bonds; the Series 2007
Bonds do not constitute an indebtedness of the State or any political subdivision of the State; the Series 2007
Bonds are secured solely by and are payable solely from the tobacco receipts sold to the Corporation and
other monies of the Corporation pledged under the Indenture; the Series 2007 Bonds do not constitute a
general, legal, or moral obligation of the State or any political subdivision thereof and the State has no
obligation or intention to satisfy any deficiency or default of any payment of the Series 2007 Bonds. The
Corporation has no taxing power.

Payment by MSA Escrow Agent to Trustee

The MSA Escrow Agent will disburse the Residual Pledged TSRs directly to the Trustee. The
disbursement of TSRs is required to be made to the Trustee by the MSA Escrow Agent 10 business days after the
MSA Escrow Agent receives the related Annual Payments and Strategic Contribution Payments from the PMs.
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Accounts

All of the following funds and accounts will be established and held by the Trustee for the benefit of the
holders of the Bonds. All money on deposit in the following accounts will be invested in Eligible Investments as
defined in the Indenture.

Revenue Account. Under the Indenture, the Trustee will establish and hold a segregated trust account (the
“Revenue Account”) into which the Trustee will deposit all Revenues. Funds on deposit in the Revenue Account
will be transferred to various other accounts under the Indenture and applied to certain other purposes as described
below.

Debt Service Account. Under the Indenture, the Trustee will establish and hold a segregated trust account
(the “Debt Service Account”) into which the Trustee will deposit amounts transferred from the Revenue Account in
respect of interest on and Principal of the Senior Bonds and from which the Trustee will make payments on the
Senior Bonds in accordance with the priority of payments as described below under “Flow of Funds.”

Debt Service Reserve Account. Under the Indenture, the Trustee will establish and hold a segregated trust
account (the “Debt Service Reserve Account”). The “Debt Service Reserve Requirement” for the Series 2007
Bonds is zero.

Extraordinary Prepayment Account. Under the Indenture, the Trustee will establish and hold a segregated
trust account (the “Extraordinary Prepayment Account”) into which the Trustee will deposit, following the
occurrence of any Event of Default, all future Revenues after the payment of certain expenses, all current and
preceding due interest on the Senior Bonds and current and past due Principal. The Trustee will make Extraordinary
Prepayments on the Senior Bonds from the Extraordinary Prepayment Account.

Lump Sum Prepayment Account. Under the Indenture, the Trustee will establish and hold a segregated trust
account (the “Lump Sum Prepayment Account”) into which the Trustee will deposit any Lump Sum Payments.
The Trustee will make Lump Sum Prepayments of the Senior Bonds from the Lump Sum Prepayment Account.

Turbo Redemption Account. Under the Indenture, the Trustee will establish and hold a segregated trust
account (the “Turbo Redemption Account”) into which the Trustee will deposit certain amounts transferred from
the Revenue Account as described below. The Trustee will make Turbo Redemption Payments from the Turbo
Redemption Account.

Operating Account. Under the Indenture, the Trustee will establish and hold a segregated trust account (the
“Operating Account”) into which the Trustee will deposit certain amounts transferred from the Revenue Account
as described below. The Indenture will pay Operating Expenses from the Operating Account, subject to the 2007
Operating Cap.

“2007 Operating Cap” means $347,782 in the Fiscal Year ending June 30, 2007, inflated in each
following Fiscal Year by the Inflation Adjustment Percentage (as defined in the MSA) applicable pursuant to the
MSA to the calendar year ending in such Fiscal Year, plus arbitrage rebate and penalties specified by officer’s
certificate of the Corporation.

“Operating Expenses” means all expenses incurred by the Corporation, including but not limited to
arbitrage rebate and penalties, salaries, administrative expenses, insurance premiums, advisory, auditing and legal
expenses, fees and expenses incurred for professional consultants and fiduciaries, and all Operating Expenses so
identified in the Indenture.

Flow of Funds

Any Residual Pledged TSRs received by the Corporation will be promptly (and in no event later than five
Business Days after receipt) deposited in the Revenue Account. Except as otherwise specified in the Indenture, the
Trustee will deposit all Revenues in the Revenue Account.

The term “Fiscal Year” means each period from July 1 through the following June 30.

As used herein, the term “Deposit Date” means the date of actual receipt by the Trustee of any Residual
Pledged TSRs.

As soon as possible following each deposit of Residual Pledged TSRs to the Revenue Account, the Trustee
will withdraw Revenues on deposit in the Revenue Account and transfer such amounts in priority as follows:

1) to the Operating Account, an amount specified in an Officer’s Certificate (or certificate of an
authorized officer of the Corporation, as appropriate), plus the amount necessary to provide for Priority Payments

29



and any penalties, fines or other payments required to be made to the United States of America under the arbitrage
or rebate provisions of the Code, in each case for the current Fiscal Year and for the first full six months of the
following Fiscal Year (provided, however, that the aggregate of the amounts transferred to the Operating Account
pursuant to this clause (1) in any Fiscal Year shall not exceed the 2007 Operating Cap);

2) to the Debt Service Account, an amount sufficient to cause the amount therein to equal interest
(including interest at the stated rate on the Principal of Outstanding Bonds and on overdue interest, if any) due on
the next succeeding Distribution Date and, in the case of Parity Payments and interest due at variable rates on
Bonds, to deposit in separate subaccounts within the Debt Service Account, Bond interest and Parity Payments due
during the current Fiscal Year including such Distribution Date, together with any unpaid interest and other Parity
Payments due on prior Distribution Dates;

3) unless an Event of Default has occurred and is continuing, to the Debt Service Account, an amount
sufficient to cause the amount therein (exclusive of the amount on deposit therein under clause (2) above) to equal
the Principal due during the current Fiscal Year;

4) unless an Event of Default has occurred and is continuing, to the Debt Service Reserve Account,
and amount sufficient to cause the amounts therein to equal the Debt Service Reserve Requirement, if any;

5) unless an Event of Default has occurred and is continuing, to the Debt Service Account the
amount which, together with amounts deposited pursuant to clause (2) above but exclusive of the amounts deposited
therein pursuant to clause (3) above, will be sufficient to cause the amount on deposit therein to equal interest
(including interest at the stated rate on the Principal of Outstanding Bonds) and Parity Payments, in each case, due
(a) during the current Fiscal Year and (b) if the Deposit Date is during the period from January 1 through June 30 of
any year, during the first full six months of the next Fiscal Year, assuming that Principal of the Bonds will be paid in
the amounts deposited pursuant to clause (3) above and Turbo Redemptions will be paid pursuant to clause (9)
below;

(6) if an Event of Default has occurred and is continuing, to the Extraordinary Prepayment Account,
all amounts remaining in the Revenue Account;

@) to the Lump Sum Prepayment Account, the amount of any Lump Sum Payment;

®) to the Operating Account, an amount specified by an Officer’s Certificate (or certificate of an

authorized officer of the Corporation, as appropriate) to pay for any Operating Expenses in excess of the 2007
Operating Cap; and

S to the Turbo Redemption Account, the amount remaining in the Revenue Account.

Except as otherwise provided in the Indenture and unless an Event of Default has occurred, investment
earnings on the Accounts shall be deposited in the Revenue Account no later than the Business Day immediately
preceding each Distribution Date. If an Event of Default has occurred and is continuing any such investment
earnings shall be deposited in the Debt Service Account.

On each Distribution Date the Trustee will apply amounts in the various Accounts in the following order of
priority:

) from the Debt Service Account, the Lump Sum Prepayment Account, the Turbo Redemption
Account and the Debt Service Reserve Account, in that order, to pay interest on the Outstanding Bonds (including
interest on overdue interest, if any) and Parity Payments due on such Distribution Date, plus any unpaid interest and
Parity Payments due on prior Distribution Dates;

2) unless an Event of Default has occurred and is continuing, from the Debt Service Account, the
Lump Sum Prepayment Account, the Turbo Redemption Account and the Debt Service Reserve Account, in that
order, to pay in order of Maturity Dates the Principal due on such Distribution Date;

3) if an Event of Default has occurred, from the Debt Service Reserve Account, the Lump Sum
Prepayment Account and the Extraordinary Prepayment Account, to pay Extraordinary Prepayments;

“) from the Lump Sum Prepayment Account, to redeem Bonds pursuant to a Lump Sum Prepayment;

%) from the Accounts therefor, to make Junior Payments; and

6) from the Turbo Redemption Account, to redeem Bonds.
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Events of Default
“Event of Default’ means any one of the events set forth below:
@) the failure to pay Principal of or interest on the Senior Bonds when due;

(i1) the Corporation fails to observe or perform any other provision of the Indenture which failure is
not remedied within 30 days after written notice thereof is given to the Corporation by the Trustee
or to the Corporation and the Trustee by the holders of at least 25% of the Principal Amount of the
Senior Bonds then Outstanding;

(iii) bankruptcy, reorganization, arrangement or insolvency proceedings, or other proceedings for relief
under any bankruptcy or similar law or laws for the relief of debtors, are instituted by or against
the Corporation and, if instituted against the Corporation, are not dismissed within 60 days after
such institution;

@iv) the State fails to observe or perform any covenant described below under “Non-Impairment
Pledge of the State”, which failure is not remedied within 30 days after written notice thereof is
given to the Corporation and the State by the Trustee or to the Corporation and the Trustee by
holders of not less than 25% of the principal amount Outstanding of the Senior Bonds then
Outstanding;

W) the State fails to pay promptly to the Corporation or the Trustee any Residual Pledged TSRs
received by it; or

(vi) the State consents to or acquiesces in an amendment or modification of the MSA or the Consent
Decree is amended or modified, in each case, so as to materially reduce the amount of TSRs
payable to the State under the MSA or to materially delay any date of payment of a material
amount thereof.

Upon the occurrence of an Event of Default, neither the Trustee nor the Holders shall have the right to sell
or foreclose on the collateral pledged to the Trustee under the Indenture.

Non-Impairment Pledge of the State

Pursuant to the Act, the Purchase Agreement and the Indenture, the Corporation has, in the opinion of Bond
Counsel, validly included the pledge and agreement of the State that the State will (i) continue to diligently enforce
the Qualifying Statute against all tobacco product manufacturers selling tobacco products in the State that are not
signatories to the MSA, (ii) enforce the State’s rights to receive the payments to be made to the State pursuant to the
MSA to the full extent permitted by the terms of the MSA, (iii) not amend the MSA in any way that would
materially impair the rights of the holders of Bonds, (iv) not limit or alter rights vested in the Corporation to fulfill
agreements made with holders of the Bonds, or (v) not in any way impair the rights and remedies of the holders of
the Bonds until the Bonds, together with the interest thereon, with interest on any unpaid installments of interest, and
all costs and expenses in connection with any action or proceedings by or on behalf of the holders of the Bonds are
fully met and discharged.

Defeasance

When (i) there is held by or for the account of the Trustee Defeasance Collateral in such principal amounts,
bearing fixed interest at such rates and with such maturities as will provide sufficient funds to pay or redeem all or
any portion of the Outstanding Bonds in accordance with their terms and all or any portion of the obligations to
Beneficiaries (including parties to Swap Contracts and Ancillary Contracts (the holders of said Bonds and such
Beneficiaries herein called the “Defeased Beneficiaries”) (to be verified by a nationally recognized firm of
independent certified public accountants), (ii) any required notice of redemption shall have been duly given in
accordance with the Indenture or irrevocable written instructions to give notice shall have been given to the Trustee,
and (iii) all the rights of the Fiduciary under the Indenture have been provided for, then upon written notice from the
Corporation to the Trustee, such Defeased Beneficiaries shall cease to be entitled to any benefit or security under the
Indenture except the right to receive payment of the funds so held and other rights which by their nature cannot be
satisfied prior to or simultaneously with termination of the lien of the Indenture, the security interests created by the
Indenture with respect to such Defeased Beneficiaries (except in such funds and investments) shall terminate, and
the State, the Corporation and the Trustee shall execute and deliver such instruments as may be necessary to
discharge the Trustee’s lien and security interests created under the Indenture and to make the Residual Pledged
TSRs payable to the order of the holder of the Remainder Certificate. Upon such defeasance, the funds and
investments required to pay or redeem the Bonds and other obligations to such Defeased Beneficiaries shall be

-31-



irrevocably set aside for that purpose, subject, however, to the terms of the Indenture regarding unclaimed money,
and money held for defeasance shall be invested only as provided in the Indenture and applied by the Trustee and
other Paying Agents, if any, to the retirement of the Bonds and such other obligations. Upon defeasance of all
Outstanding Bonds and Beneficiaries, any funds or property held by the Trustee and not required for payment or
redemption of the Bonds and such other obligations to Beneficiaries and Fiduciaries in full shall be distributed to the
order of the State.

Subject to the requirements of the Code, when the Corporation shall have determined to retire and defease
all or any portion of the Series 2007 Bonds, the Corporation shall establish a defeasance escrow which (i) redeems
on the earliest possible date any Series 2007 Bonds that were projected to be redeemed from the Turbo Redemption
Schedule included as part of Series Supplement therefor but, as of the date of such redemption, have not been paid
or redeemed and (ii) thereafter, redeems Series 2007 Bonds in accordance with the applicable Projected Turbo
Redemption Schedule.

THE 2002 INDENTURE BONDS

The following summary describes certain terms of the 2002 Indenture Bonds. This summary does not
purport to be complete and is subject to, and qualified in its entirety by reference to, the provisions of the 2002
Indenture and the 2002 Indenture Bonds. Terms used herein and not previously defined have the meanings ascribed
to them in the 2002 Indenture. Copies of the 2002 Indenture and the 2002 Purchase Agreement may be obtained
upon written request to the 2002 Indenture Trustee.

Payments of Interest

Interest on the principal balance of the 2002 Indenture Bonds will be payable on June 1 and December 1 of
each year. Failure to pay the full amount of interest payable on any Distribution Date is an Event of Default.

For each Distribution Date, payments will be made to holders of the 2002 Indenture Bonds of record (the
“2002 Indenture Bondholders™) as of the Record Date.

Payments of Principal
Principal on 2002 Indenture Bonds will be paid as follows:

The “Principal” of a 2002 Indenture Bond must be paid on the Maturity Date thereof in order to avoid an
Event of Default as described herein. The principal amount of the Outstanding 2002 Indenture Bonds are set forth
in the following tables.

2002A Indenture Bonds
Year of Maturity Principal Amount
(June 1) Outstanding
2023 $109,770,000
2032 168,260,000
2042 371,700,000
2002B Indenture Bonds
Year of Maturity Principal Amount
(June 1) Outstanding
2012 $13,425,000

A failure by the Corporation to pay the Principal of a 2002 Indenture Bond on its respective Maturity Date
will constitute an Event of Default under the Indenture and, to the extent of available Revenues, will result in the
Extraordinary Prepayment of the 2002 Indenture Bonds on each subsequent Distribution Date as described herein.
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Extraordinary Prepayment

If an Event of Default has occurred and is continuing under the 2002 Indenture, amounts on deposit in the
Extraordinary Prepayment Account, the Capitalized Interest Account, the Debt Service Account and the Debt
Service Reserve Account will be applied on each Distribution Date in the following order: first, to pay interest on
overdue interest on the 2002 Indenture Bonds (to the extent legally permissible) pro rata without regard to their
order of maturity; second, to pay overdue interest on the 2002 Indenture Bonds then due pro rata without regard to
their order at maturity; third, to pay interest on the 2002 Indenture Bonds then due pro rata without regard to their
order of maturity; and fourth, to prepay the 2002 Indenture Bonds pro rata without regard to their order of maturity,
at the principal amount thereof without premium. See “SECURITY FOR THE 2002 INDENTURE BONDS — Flow
of Funds.”

Lump Sum Prepayment

The 2002 Indenture Bonds are subject to mandatory prepayment, in whole or in part, prior to their stated
Maturity Dates from amounts on deposit in the Lump Sum Prepayment Account on any date at the prepayment price
of 100% of the principal amount thereof, together with accrued interest thereon to the prepayment date, without
premium. Any prepayments of 2002 Indenture Bonds from Lump Sum Prepayments will be applied to prepay the
2002 Indenture Bonds in direct order of maturity.

Turbo Redemption

The 2002 Indenture Bonds are subject to mandatory redemption in whole or in part prior to their stated
Maturity Dates from amounts on deposit in the Turbo Redemption Account on each Distribution Date at the
redemption price of 100% of the principal amount thereof together with interest accrued thereon to the date fixed for
redemption without premium, provided, however, that any such redemption shall be in a minimum aggregate
amount of $50,000. The 2002 Indenture Bonds are subject to Turbo Redemption in order of maturity.

Optional Redemption

The 2002A Indenture Bonds are subject to redemption at the Corporation’s option at any time on or after
June 1, 2012, in whole or in part, at a redemption price of 100% of the principal amount thereof, plus accrued
interest to the date of redemption. The 2000B Indenture Bonds are not subject to optional redemption prior to
maturity.

Mandatory Clean-Up Redemption

The 2002 Indenture Bonds are subject to mandatory redemption on any Distribution Date in whole at a
redemption price of 100% of the principal amount being redeemed plus accrued interest to the redemption date at
any time that the available cash amounts consisting of amounts accumulated in the Collection Account and amounts
on deposit in the Debt Service Reserve Account, exceed the aggregate principal amount of, and accrued interest on,
all Outstanding 2002 Indenture Bonds.

SECURITY FOR THE 2002 INDENTURE BONDS
General

Pursuant to the Act, the State has transferred to the Corporation certain of the State’s future right, title and
interest under the MSA, including the 2002 Tobacco Assets. “2002 Tobacco Assets” are (i) the Annual Payments
and Strategic Contribution Payments and subsequent adjustments thereto which are scheduled to be received by the
State on or after January 1, 2004 pursuant to and under the MSA, (ii) all amounts received by the State under the
MSA on and after January 1, 2004 consisting of adjustments to Initial Payments and Annual Payments made to the
State under the MSA prior to January 1, 2004, and (iii) the total Partial Lump Sum Payments and Final Lump Sum
Payments received prior to January 1, 2004 (less the positive difference between (a) $53,410,000 and (b) the amount
of the Initial Payment due on January 10, 2003 and the Annual Payment due on April 15, 2003, if and to the extent
either or both of such payment was actually made.

The 2002 Indenture Bonds are payable as to Principal, redemption price and interest solely out of the
assets of the Corporation pledged for such purpose; neither the faith and credit nor the taxing power of the
State or any political subdivision thereof is pledged to the payment of the Principal, redemption price of or
the interest on the 2002 Indenture Bonds; the 2002 Indenture Bonds do not constitute an indebtedness of the
State or any political subdivision of the State; the 2002 Indenture Bonds are secured solely by and are
payable solely from the tobacco receipts sold to the Corporation and other monies of the Corporation pledged
under the Indenture; the 2002 Indenture Bonds do not constitute a general, legal, or moral obligation of the
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State or any political subdivision thereof and the State has no obligation or intention to satisfy any deficiency
or default of any payment of the 2002 Indenture Bonds. The Corporation has no taxing power.

Payment by MSA Escrow Agent to 2002 Indenture Trustee

The MSA Escrow Agent will disburse the 2002 Tobacco Assets directly to the 2002 Indenture Trustee.
The disbursement of 2002 Tobacco Assets is required to be made to the 2002 Indenture Trustee by the MSA Escrow
Agent 10 business days after the MSA Escrow Agent receives the related the Annual Payments and Strategic
Contribution Payments from the PMs.

Accounts

All of the following accounts have been established and are held by the 2002 Indenture Trustee for the
benefit of the 2002 Indenture Bondholders. All money on deposit in the following accounts will be invested in
Eligible Investments as defined in the 2002 Indenture.

Collection Account. Under the 2002 Indenture, the 2002 Indenture Trustee established and holds a
segregated trust account (the “Collection Account”) into which the 2002 Indenture Trustee deposits all Revenues.
Funds on deposit in the Collection Account are transferred to various other accounts under the 2002 Indenture and
applied to certain other purposes as described below.

Operating Account.  Under the 2002 Indenture, the 2002 Indenture Trustee established and holds a
segregated trust account (the “Operating Account”) into which the 2002 Indenture Trustee deposited (i) $600,000
from the proceeds of the 2002 Indenture Bonds to be applied to the payment of operating expenses of the
Corporation until April 15, 2004 and (ii) amounts transferred from the Collection Account to pay Operating
Expenses of the Corporation.

Debt Service Account. Under the 2002 Indenture, the 2002 Indenture Trustee established and holds within
the Bond Fund a segregated trust account (the “Debt Service Account”) into which the 2002 Indenture Trustee
deposits amounts transferred from the Collection Account in respect of interest and Principal payments on the 2002
Indenture Bonds and from which the 2002 Indenture Trustee will make payments on the 2002 Indenture Bonds in
accordance with the priority of payments as described below under “Flow of Funds.”

Debt Service Reserve Account. Under the 2002 Indenture, the 2002 Indenture Trustee established and
holds within the Bond Fund a segregated trust account (the “Debt Service Reserve Account”) funded on the
Closing Date of the 2002 Indenture Bonds from the proceeds of the 2002 Indenture Bonds in the amount of
$51,309,843.75 (the “Debt Service Reserve Requirement”). Except after the occurrence of an Event of Default,
the balance in the Debt Service Reserve Account must be maintained, to the extent of available funds, at the
requirement therefor.

Amounts in the Debt Service Reserve Account will be available to pay Principal of and interest on the 2002
Indenture Bonds to the extent Revenues are insufficient for such purpose and, after an Event of Default,
Extraordinary Prepayments. Amounts in the Debt Service Reserve Account are not available to make Turbo
Redemption Payments unless such amounts, together with all available Revenues, are sufficient to retire all
Outstanding 2002 Indenture Bonds. Amounts withdrawn from the Debt Service Reserve Account will be
replenished from Revenues as described in “Flow of Funds” below. On each Distribution Date, amounts on deposit
in the Debt Service Reserve Account in excess of the Debt Service Reserve Requirement will be transferred to the
Debt Service Account. All funds on deposit in the Debt Service Reserve Account will be invested in Eligible
Investments as defined in the 2002 Indenture.

Extraordinary Prepayment Account. Under the 2002 Indenture, the 2002 Indenture Trustee established and
holds a segregated trust account (the “Extraordinary Prepayment Account”) into which the 2002 Indenture
Trustee will deposit, following the occurrence of any Event of Default and while such Event of Default is
continuing, all future Revenues after the payment of certain expenses and all current and past due interest on the
2002 Indenture Bonds. The 2002 Indenture Trustee will make Extraordinary Prepayments on the 2002 Indenture
Bonds from the Extraordinary Prepayment Account.

Contingency Account. Under the 2002 Indenture, the 2002 Indenture Trustee established and holds a
segregated trust account (the “Contingency Account”) with which the 2002 Indenture Trustee deposits Revenues in
an amount equal to that specified by Officer’s Certificate to pay any Operating Expenses not otherwise paid from
the Operating Account.

Turbo Redemption Account. Under the 2002 Indenture, the 2002 Indenture Trustee established and holds a
segregated trust account (the “Turbo Redemption Account”) into which the 2002 Indenture Trustee will deposit all
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Revenues in excess of the requirements of the 2002 Indenture. At any time, the Corporation may make a deposit to
the credit of the Turbo Redemption Account, from sources other than Revenues, including the proceeds of refunding
obligations. The 2002 Indenture Trustee will make Turbo Redemption Payments on the 2002 Indenture Bonds from
the Turbo Redemption Account.

Lump Sum Prepayment Account. Under the 2002 Indenture, the 2002 Indenture Trustee established and
holds a segregated trust account (the “Lump Sum Prepayment Account”) into which the 2002 Indenture Trustee
will deposit all Lump Sum Prepayments. The 2002 Indenture Trustee will make Lump Sum Prepayments on the
2002 Indenture Bonds from the Lump Sum Prepayment Account.

Flow of Funds

The 2002 Indenture Trustee will deposit all Revenues in the Collection Account promptly (and in no event
later than 5 Business Days) after receipt, except to the extent that the 2002 Indenture Trustee shall receive settlement
payments that do not constitute 2002 Tobacco Assets, the 2002 Indenture Trustee shall promptly remit such amounts
to or upon the order of the State.

As soon as possible following each deposit of 2002 Tobacco Assets to the Collection Account (the
“Deposit Date”), the 2002 Indenture Trustee will withdraw Revenues on deposit in the Collection Account (after
setting aside an amount sufficient to pay the 2002 Indenture Trustee’s fees and expenses in amount not to exceed the
Operating Cap and after any remittance to the State pursuant to the last sentence of the preceding paragraph), and
transfer such amounts as follows:

1) to the Operating Account, an amount specified in an Officer’s Certificate taking into account the
payment of the 2002 Indenture Trustee’s fees and expense payments from the Collection Account
for the next twelve months or until the next scheduled Deposit Date, whichever is the longer
period, but not exceeding, when taken together with other applicable transfers, the Operating Cap
for the then current Fiscal Year;

(i1) if an Event of Default has occurred and is continuing, to the Extraordinary Prepayment Account
all amounts remaining in the Collection Account;

(ii1) to the Debt Service Account an amount sufficient to cause the amount on deposit therein, together
with the investment earnings transferred from the Debt Service Reserve Account, to equal interest
due on Outstanding 2002 Indenture Bonds due on the next succeeding Distribution Date;

(iv) to the Debt Service Account an amount sufficient to cause the amount on deposit therein,
(exclusive of the amount on deposit therein under clause (iii) above) to equal the Principal of
Outstanding 2002 Indenture Bonds due on the next Distribution Date;

W) to the Debt Service Reserve Account an amount sufficient to cause the amount on deposit therein
to equal the Debt Service Reserve Requirement;

(vi) to the Debt Service Account an amount sufficient to cause the amount therein, exclusive of the
amount on deposit therein under clauses (iii) and (iv) above, together with investment earnings
transferred and anticipated to be transferred from the Debt Service Reserve Account (and, in each
case, not allocated pursuant to clause (iii) above) to equal interest due on 2002 Indenture Bonds
Outstanding on the second succeeding Distribution Date;

(vii) to the Lump Sum Prepayment Account, the amount of any Partial Lump Sum Payment or any
Final Lump Sum Payment;

(viii)  to the Contingency Account, an amount specified by an Officer’s Certificate to pay for any
Operating Expenses not otherwise paid from the Operating Account;

(ix) to the Turbo Redemption Account until 2002 Indenture Bonds are no longer Outstanding, the
amount remaining in the Collection Account; and

x) from and after such time that no 2002 Indenture Bonds remain Outstanding, the remaining amount
shall be retained in the Collection Account and applied as required by the Indenture.

Except as otherwise provided in the Indenture, investment earnings on the Accounts shall be deposited in
the Collection Account. Investment earnings on the Debt Service Reserve Account shall be deposited in the Debt
Service Account as received.
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On each Distribution Date, the 2002 Indenture Trustee will apply amounts in the various Accounts in the
following order of priority:

@) from the Collection Account, to the 2002 Indenture Trustee, to pay the 2002 Indenture Trustee’s
fees and expenses pursuant to the 2002 Indenture in an amount not to exceed the Operating Cap;

(i1) from the Operating Account, to the parties entitled thereto, to pay Operating Expenses, in an
amount not to exceed, together with amounts payable under clause (i) above, the applicable
Operating Cap;

(iii) unless an Event of Default has occurred and is continuing, from the Debt Service Account and the

Debt Service Reserve Account, in that order, to pay interest on the Outstanding 2002 Indenture
Bonds due on such Distribution Date;

@iv) unless an Event of Default has occurred and is continuing, from the Debt Service Account and the
Debt Service Reserve Account, in that order, to pay the Principal of Outstanding 2002 Indenture
Bonds due on such Distribution Date;

W) unless an Event of Default has occurred and is continuing, from the Debt Service Reserve
Account, any amount remaining in excess of the Debt Service Reserve Requirement, to the Debt
Service Account;

(vi) if an Event of Default has occurred and is continuing, from the Extraordinary Prepayment
Account, the Debt Service Account and the Debt Service Reserve Account, in that order, to pay
Extraordinary Prepayments;

(vii) from the Lump Sum Prepayment Account, to pay Lump Sum Prepayments;

(viii)  from the Contingency Account, to the parties entitled thereto, to pay Operating Expenses not
otherwise paid from the Operating Account; and

(ix) from the Turbo Redemption Account, to make Turbo Redemption Payments of the 2002 Indenture
Bonds.

After making all deposits and payments set forth above, and provided that there are no Outstanding 2002
Indenture Bonds, the 2002 Indenture Trustee shall deliver any amounts remaining in an Account to the registered
owner of the 2002 Residual Certificate upon presentation of the 2002 Residual Certificate to the 2002 Indenture
Trustee.

Definitions
“Distribution Date” means each June 1 and December 1.

“Final Lump Sum Payment” means a lump sum payment received by the 2002 Indenture Trustee as a
final payment from a PM which results in a release of that PM from all of its future obligations under the MSA.

“Fiscal Year” means each 12 month period ending each June 30.

“Operating Cap” means $300,000 in the 2002 Fiscal Year inflated in each following Fiscal Year by the
Inflation Adjustment (as defined in the MSA) plus arbitrage payments, rebate and penalties specified by Officer’s
Certificate.

“Operating Expenses” means operating and administrative expenses of the Corporation (including,
without limitation, the cost of preparation of accounting and other reports, costs of maintenance of the ratings on the
2002 Indenture Bonds, arbitrage payments and rebate penalties, insurance premiums and costs of annual meetings or
other required activities of the Corporation), fees and expenses incurred for the 2002 Indenture Trustee, any Paying
Agents, professional consultants and fiduciaries, termination payments on investment contracts or investment
agreements for Accounts or on forward purchase contracts for investments in Accounts, enforcement related costs
with federal and state agencies incurred, as determined by the State, in order to preserve the tax-exempt status of any
Bonds, and the costs related to enforcement of the Corporation’s or the 2002 Indenture Trustee’s enforcement rights
with respect to the 2002 Indenture, the 2002 Purchase and Sale Agreement and the Corporation’s tax certificate or
the 2002 Indenture Bonds, and all other expenses so identified as Operating Expenses in the 2002 Indenture.

“Partial Lump Sum Payment” means a lump sum payment received by the 2002 Indenture Trustee as a
payment from a PM which results in a release of that PM from a portion, but not all of its future payment obligations
under the MSA.
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Events of Default
“Event of Default” means any one of the events set forth below:

@) failure to pay when due interest on any interest payment date or Principal on the applicable
Maturity Date or failure to pay when due interest on and principal of any 2002 Indenture Bonds in
accordance with any notice of redemption or prepayment;

(ii) failure of the Corporation to observe or perform any other provision of the 2002 Indenture which
is not remedied within 60 days after written notice thereof is given to the Corporation by the 2002
Indenture Trustee or to the Corporation and the 2002 Indenture Trustee by the Holders of at least
25% in principal amount of the 2002 Indenture Bonds then Outstanding; or

(1i1) a material breach by the State of its covenants summarized below under the caption “Covenants of
the State,” which breach is not remedied within 60 days after written notice, specifying such
default and requiring the same to be remedied, shall have been given to the Corporation and the
State by the 2002 Indenture Trustee or by the Holders of at least 25% in principal amount of the
2002 Indenture Bonds then Outstanding. In the case of a default specified in this clause (iii), if the
default be such that it cannot be corrected within the said 60-day period, it shall not constitute an
Event of Default if corrective action is instituted by the State within said 60-day period and
diligently pursued until the default is corrected.

Except as specified in clause (i) above, failure to make any payment or to make provision therefor,
including any Turbo Redemption Payment, does not constitute an Event of Default to the extent that such failure
results from the insufficiency of available Collateral to make such payment or provision therefor.

Failure by the Corporation to comply with its continuing disclosure undertaking relating to the 2002
Indenture Bonds is not an Event of Default under the 2002 Indenture.

Covenants of the State

Pursuant to the Act, the State pledges to and agrees with the Bondholders of any 2002 Indenture Bonds
issued under the 2002 Indenture that the State will not limit or alter the rights vested in the Corporation to fulfill the
terms of any agreements made with the Bondholders, or otherwise take any action that materially and adversely
affects the rights of the Bondholders, until the 2002 Indenture Bonds, together with the interest thereon, with interest
on any unpaid installments of interest, and all costs and expenses in connection with any action or proceeding by or
on behalf of Bondholders, are fully met and discharged.

Pursuant to the Act and the 2002 Purchase and Sale Agreement, the State covenants and agrees with the
Corporation, and the Corporation is authorized to include such covenant and agreement in the 2002 Indenture for the
benefit of the Bondholders or other parties receiving the express benefit of the security for the 2002 Indenture
Bonds, that the State will (i) irrevocably direct the Escrow Agent and Independent Auditor (as such terms are
defined in the MSA) to transfer all 2002 Tobacco Assets directly to the 2002 Indenture Trustee, (ii) enforce the
Corporation’s rights to receive the 2002 Tobacco Assets to the full extent permitted by the MSA, (iii) not amend the
MSA in any manner that would materially impair the rights of the Bondholders or other parties receiving the express
benefit of the security for the 2002 Indenture Bonds (""benefited parties"), (iv) not limit or alter the rights of the
Corporation to fulfill the terms of its agreements with the Bondholders and benefited parties, (v) not in any way
impair the rights and remedies of the Bondholders or benefited parties or the security for the 2002 Indenture Bonds
until the 2002 Indenture Bonds, together with the interest thereon and all costs and expenses in connection with any
action or proceeding by or on behalf of the Bondholders, are fully paid and discharged, (vi) not fail to enforce the
Qualifying Statute, and (vii) not amend, supersede or repeal the Qualifying Statute in any way that would materially
adversely affect the amount of any payment to, or materially impair the rights of, the Corporation, such owners of
the 2002 Indenture Bonds or such benefited parties.

Pursuant to the Act and the Purchase Agreement, the State covenants and agrees with the Corporation, and
the Corporation is authorized to include such covenant and agreement in the Indenture for the benefit of the
Bondholders, that (i) the State shall take all actions as may be required by law and the MSA fully to preserve,
maintain, defend, protect and confirm the interest of the Corporation in the Residual Tobacco Assets and in the
proceeds thereof in all material respects, and the State will not take any material action that will adversely affect the
Corporation’s legal right to receive the Residual Tobacco Assets; (ii) the State will promptly pay to the 2002
Indenture Trustee any Residual Tobacco Assets received by the State; and (iii) without the prior written consent of
the Corporation and the Trustee, the State will not take any action and will use its best reasonable efforts not to
permit any action to be taken by others that (x) would release any person from any of such person’s covenants or
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obligations under the MSA or (y) would result in the amendment, hypothecation, subordination, termination or
discharge of, or impair the validity or effectiveness of, the MSA or waive timely performance or observance under
such document, in each case if the effect thereof would be materially adverse to the Bondholders or benefited
parties; provided, however, that if a Rating Confirmation is received relating to such proposed action then such
proposed action will be deemed not to be materially adverse to the Bondholders or benefited parties. The State shall
deliver to the Corporation and to the Trustee written notice of any action described in clause (iii)(x) or (iii)(y) of the
preceding sentence which it intends to take. The State shall deliver such written notice a reasonable period of time
before taking any such action.

Pursuant to section 42-133-17 of the Act, nothing in the Act shall be construed as in any way modifying or
limiting, and the State pledges to and agrees with the holders of any bonds issued under the Act that the State will
not modify or limit, the responsibility of the Attorney General to administer, protect and discharge all duties, rights
and obligations of the State under the Master Settlement Agreement and the State Qualifying Statute.

SUMMARY OF THE MASTER SETTLEMENT AGREEMENT

The following is a brief summary of certain provisions of the MSA. This summary is not complete and is
subject to, and qualified in its entirety by reference to, the copy of the MSA, as amended, which is attached hereto as
Appendix B. Several amendments have been made to the MSA which are not included in Appendix B. Except for
those amendments pursuant to which certain tobacco companies became SPMs, such amendments involve technical
and administrative provisions not material to the summary below.

General

The MSA is an industry wide settlement of litigation between the Settling States and the OPMs and was
entered into between the attorneys general of the Settling States and the OPMs on November 23, 1998. The MSA
provides for SPMs to become parties to the MSA. The three OPMs together with the SPMs are referred to as the
PMs. Pursuant to the MSA, the Settling States agreed to settle all their past, present and future smoking related
claims against the PMs in exchange for agreements and undertakings by the PMs concerning a number of issues.
These issues include, among others, making payments to the Settling States, abiding by more stringent advertising
restrictions, and funding educational programs, all in accordance with the terms and conditions set forth in the MSA.
Distributors of PMs’ products are also covered by the settlement of such claims to the same extent as the PMs.

Parties to the MSA

The Settling States are all of the states, territories and the District of Columbia, except for the four states
(Florida, Minnesota, Mississippi and Texas) that separately settled with the OPMs prior to the adoption of the MSA
(the "Previously Settled States"). According to the National Association of Attorneys General ("NAAG"), as of
May 29, 2007, 47 PMs have signed the MSA. The chart below identifies each of the PMs which was a party to the
MSA as of May 29, 2007:

OPMs SPMs

Lorillard Tobacco Company

Philip Morris, USA (formerly
Philip Morris Incorporated)

R.J. Reynolds Tobacco Company

Bekenton, S.A.

Canary Islands Cigar Co.

Caribbean-American Tobacco Corp.
(CATCORP)

Chancellor Tobacco Company, UK Ltd.

Commonwealth Brands, Inc.

Cutting Edge Enterprises, Inc.

Daughters & Ryan, Inc.

M/s. Dhanraj International

Eastern Company S.A.E.

Farmer's Tobacco Co. of Cynthiana, Inc.

General Jack's Incorporated

General Tobacco (Vibo Corporation
d/b/a General Tobacco)

House of Prince A/S

Imperial Tobacco Limited/ITL (USA)
Limited

International Tobacco Group
(Las Vegas), Inc.

Japan Tobacco International USA, Inc.

King Maker Marketing

Konci G&D Management Group
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Lignum-2, Inc.

Mac Baren Tobacco Company A/S

Monte Paz (Compania Industrial de
Tabacos Monte Paz S.A.)

NASCO Products Inc.

P.T. Djarum

Pacific Stanford Manufacturing
Corporation

Peter Stokkebye Tobaksfabrik A/S

Planta Tabak-manufaktur Gmbh & Co.

Poschl Tabak GmbH & Co. KG

Premier Manufacturing Incorporated

Santa Fe Natural Tobacco Company, Inc.

Sherman's 1400 Broadway N.Y.C. Inc.

Societe National d'Exploitation Industrielle
des Tabacs et Allumettes (“SEITA”)

Tabacalera del Este, S.A. ("TABESA")

Top Tobacco, LP

U.S. Flue Cured Tobacco Growers, Inc.

Vector Tobacco Inc.

Virginia Carolina Corporation, Inc.

Von Eicken Group



OPMs SPMs

(USA) Inc. Wind River Tobacco Company, LLC
Kretek International VIP Tobacco USA, LTD. (formerly
Lane Limited Winner Sales Company)

Liberty Brands, LLC ZNF International, LLC (no current
Liggett Group, Inc. brands)

The MSA restricts PMs from transferring their tobacco product brands, cigarette product formulas and
cigarette businesses (unless they are being transferred exclusively for use outside the United States) to any entity
that is not a PM under the MSA, unless the transferee agrees to assume the obligations of the transferring PM under
the MSA related to such brands, formulas or businesses. The MSA expressly provides that the payment obligations
of each PM are not the obligation or responsibility of any affiliate of such PM and, further, that the remedies,
penalties or sanctions that may be imposed or assessed in connection with a breach or violation of the MSA will
only apply to the PMs and not against any other person or entity. Obligations of the SPMs, to the extent that they
differ from the obligations of the OPMs, are described below under "— Subsequent Participating Manufacturers"
herein.

Scope of Release

Under the MSA, the PMs and the other “Released Parties” (defined below) are released from:

. claims based on past conduct, acts or omissions (including any future damages arising therefrom)
in any way relating to the use, sale, distribution, manufacture, development, advertising,
marketing or health effects of, or exposure to, or research statements or warnings regarding,
tobacco products; and

. monetary claims based on future conduct, acts or omissions in any way relating to the use of or
exposure to tobacco products manufactured in the ordinary course of business, including future
claims for reimbursement of health care costs.

This release is binding upon each Settling State and any of its past, present and future agents, officials
acting in their official capacities, legal representatives, agencies, departments, commissions and divisions. The
MSA is further stated to be binding on the following persons, to the full extent of the power of the signatories to the
MSA to release past, present and future claims on their behalf: (i) any Settling State’s subdivisions (political or
otherwise, including, but not limited to, municipalities, counties, parishes, villages, unincorporated districts and
hospital districts), public entities, public instrumentalities and public educational institutions; and (ii) persons or
entities acting in a parens patriae, sovereign, quasi-sovereign, private attorney general, qui tam, taxpayer, or any
other capacity, whether or not any of them participate in the MSA (a) to the extent that any such person or entity is
seeking relief on behalf of or generally applicable to the general public in such Settling State or the people of such
Settling State, as opposed solely to private or individual relief for separate and distinct injuries, or (b) to the extent
that any such entity (as opposed to an individual) is seeking recovery of health care expenses (other than premium or
capitation payments for the benefit of present or retired state employees) paid or reimbursed, directly or indirectly,
by a Settling State. All such persons or entities are referred to collectively in the MSA as “Releasing Parties.”

To the extent that the State’s Attorney General does not have the power or authority to bind any of the State
Releasing Parties, the release of claims contemplated by the MSA may be ineffective as to the Releasing Parties and
any amounts that become payable by the PMs on account of their claims, whether by way of settlement, stipulated
judgment or litigated judgment, will trigger the Litigating Releasing Parties Offset. See “— Adjustments to
Payments” below.

The release inures to the benefit of all PMs and their past, present and future affiliates, and the respective
divisions, officers, directors, employees, representatives, insurers, lenders, underwriters, tobacco-related
organizations, trade associations, suppliers, agents, auditors, advertising agencies, public relations entities, attorneys,
retailers and distributors of any PM or any such affiliate (and the predecessors, heirs, executors, administrators,
successors and assigns of each of the foregoing). They are referred to in the MSA individually as a “Released
Party” and collectively as the “Released Parties.” However, the term “Released Parties” does not include any
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person or entity (including, but not limited to, an affiliate) that is an NPM at any time after the MSA execution date,
unless such person or entity becomes a PM.

Overview of Payments by the Participating Manufacturers; MSA Escrow Agent

The MSA requires that the PMs make several types of payments, including Initial Payments, Annual
Payments and Strategic Contribution Payments.” See “— Initial Payments,” “~ Annual Payments” and “— Strategic
Contribution Payments” below. These payments (with the exception of the up-front Initial Payment) are subject to
various adjustments and offsets, some of which could be material. See “Adjustments to Payments” and “Subsequent
Participating Manufacturers” below. SPMs were not required to make Initial Payments. The OPMs have made all
of the Initial Payments, and the PMs have made the Annual Payments for 2000, 2001, 2002, 2003, 2004 and 2005
(subject to certain withholdings described in “RISK FACTORS — Other Potential Payment Decreases Under the
Terms of the MSA” herein). Residual Pledged TSRs do not include any payments made before the date of delivery
of the Series 2007 Bonds. See “— Payments Made to Date” below. Strategic Contribution Payments are scheduled
to begin April 15, 2008 and continue through April 15, 2017.

Payments required to be made by the OPMs are calculated by reference to the OPM’s domestic shipments
of cigarettes, with the amount of the payments adjusted annually roughly in proportion to the changes in total
volume of cigarettes shipped by the OPMs in the United States in the preceding year. Payments to be made by the
PMs are recalculated each year, based on the United States market share of each individual PM for the prior year,
with consideration under certain circumstances, for the profitability of each OPM. The Annual Payments and
Strategic Contribution Payments required to be made by the SPMs are based on increases in their shipment market
share. See “— Subsequent Participating Manufacturers” below. Pursuant to an escrow agreement (the “MSA
Escrow Agreement”) established in conjunction with the MSA, remaining Annual Payments and Strategic
Contribution Payments are to be made to Citibank, N.A., as escrow agent (the “MSA Escrow Agent”), which in
turn will disburse the funds to the Settling States.

Beginning with the payments due in the year 2000, Pricewaterhouse Coopers LLP (the "MSA Auditor")
has, among other things, calculated and determined the amount of all payments owed pursuant to the MSA, the
adjustments, reductions and offsets thereto (and all resulting carry-forwards, if any), the allocation of such
payments, adjustments, reductions, offsets and carry-forwards among the PMs and among the Settling States. This
information is not publicly available and, the MSA Auditor has agreed to maintain the confidentiality of all such
information, except that the MSA Auditor may provide such information to PMs and the Settling States as set forth
in the MSA.

Initial Payments

Initial Payments were made only by the OPMs. In December 1998, the OPMs collectively made an up-
front Initial Payment of $2.40 billion. The 2000 Initial Payment, which had a scheduled base amount of $2.47
billion, was paid in December 1999 in the approximate amount of $2.13 billion due to various adjustments. The
2001 Initial Payment, which had a scheduled base amount of $2.55 billion, was paid in December 2000 in the
approximate amount of $2.04 billion after taking into account various adjustments and an earlier overpayment. The
2002 Initial Payment, which had a scheduled base amount of $2.62 billion, was paid in December 2001, in the
approximate amount of $1.89 billion after taking into account various adjustments and a deposit made to the
Disputed Payments Account. Approximately $204 million, which was substantially all of the money previously
deposited in the Disputed Payments Account for payment to the Settling States, was distributed to the Settling States
with the Annual Payment due April 15, 2002. The 2003 Initial Payment, which had a scheduled base amount of
$2.70 billion, was paid in December 2002 and January 2003, in the approximate aggregate amount of $2.14 billion
after taking into account various adjustments.

Other payments that are required to be made by the PMs, such as payments of attorneys’ fees and payments to
a national foundation established pursuant to the MSA, are not allocated to the states and are not available to
the Bondholders, and consequently are not discussed here.
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Annual Payments

The OPMs and the other PMs are required to make Annual Payments on each April 15 in perpetuity. The
PMs made the first eight Annual Payments due April 15 in each of the years 2000 through 2007, the scheduled base
amounts of which (before adjustments discussed below) were $4.5 billion, $5.0 billion, $6.5 billion, $6.5 billion,
$8.0 billion, $8.0 billion, $8.0 billion and $8.0 billion, respectively. After application of the adjustments, the Annual
Payment made (i) in April 2000 was approximately $3.5 billion, (ii) in April 2001 was approximately $4.1 billion,
(iii) in April 2002 was approximately $5.2 billion, (iv)in April 2003 was approximately $5.1 billion, (v) in
April 2004 was approximately $6.2 billion, (vi) in April 2005 was approximately $6.3 billion, (vii) in April 2006
was approximately $5.8 billion, and (viii) in April 2007 was approximately $6.0 billion. The scheduled base amount
(before adjustments discussed below) of each Annual Payment, subject to adjustment, is set forth below:

Annual Payments

Year Base Amount Year Base Amount

2000 $4,500,000,000 2010 $8,139,000,000
2001" 5,000,000,000 2011 8,139,000,000
2002 6,500,000,000 2012 8,139,000,000
2003" 6,500,000,000 2013 8,139,000,000
2004 8,000,000,000 2014 8,139,000,000
2005 8,000,000,000 2015 8,139,000,000
2006 8,000,000,000 2016 8,139,000,000
2007 8,000,000,000 2017 8,139,000,000
2008 8,139,000,000 2018 9,000,000,000
2009 8,139,000,000 Thereafter 9,000,000,000

The respective portion of each base amount applicable to each OPM is calculated by multiplying the base
amount by the OPM’s Relative Market Share during the preceding calendar year. The base annual payments in the
above table will be increased by at least the minimum 3% Inflation Adjustment, adjusted by the Volume
Adjustment, reduced by the Previously Settled States Reduction, and further adjusted by the other adjustments
described below. The SPMs are required to make Annual Payments if their respective market share increases above
the higher of their respective 1998 Market Share or 125% of their 1997 Market Share. See “— Subsequent
Participating Manufacturers” below.

“Relative Market Share” is defined as an OPM’s percentage share of the number of cigarettes shipped by
all OPMs in or to the 50 states, the District of Columbia and Puerto Rico (defined hereafter as the “United States™),
as measured by the OPM’s reports of shipments to Management Science Associates, Inc. (or any successor
acceptable to all the OPMs and a majority of the attorneys general of the Settling States who are also members of the
NAAG executive committee). The term “cigarette” is defined in the MSA to mean any product that contains
nicotine, is intended to be burned, contains tobacco and is likely to be offered to, or purchased by, consumers as a
cigarette and includes “roll-your-own” tobacco.

The base amounts shown in the table above are subject to the following adjustments applied in the
following order:

the Inflation Adjustment,

the Volume Adjustment,

the Previously Settled States Reduction,

the Non-Settling States Reduction,

the NPM Adjustment,

the Offset for Miscalculated or Disputed Payments,

*

The 2000 through 2007 Annual Payments have been made. However, subsequent adjustments to these Annual
Payments may impact subsequent Annual Payments and Strategic Contribution Payments.
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e the Litigating Releasing Parties Offset, and
e the Offset for Claims-Over.

Application of these adjustments resulted in a material reduction of TSRs from the scheduled base amounts
of the Annual Payments made by the PMs in April of the years 2000 through 2007, as discussed below under the
heading “— Payments Made to Date.”

Strategic Contribution Payments

The OPMs are also required to make Strategic Contribution Payments on April 15, 2008 and on April 15 of
each year thereafter through 2017. The base amount of each Strategic Contribution Payment is $861 million. The
respective portion of each base amount applicable to each OPM is calculated by multiplying the base amount by the
OPM’s Relative Market Share during the preceding calendar year. The SPMs will be required to make Strategic
Contribution Payments if their respective market share increases above the higher of their respective 1998 market
share or 125% of their 1997 market share. See “— Subsequent Participating Manufacturers” below.

The base amounts of the Strategic Contribution Payments are subject to the following adjustments applied
in the following order:

the Inflation Adjustment,

the Volume Adjustment,

the Non-Settling States Reduction,

the NPM Adjustment,

the Offset for Miscalculated or Disputed Payments,
the Litigating Releasing Parties Offset, and

the Offset for Claims-Over.

Adjustments to Payments

The base amounts of the Initial Payments were, and the Annual Payments and Strategic Contribution
Payments shown in the tables above are, subject to certain adjustments to be applied sequentially and in accordance
with formulas contained in the MSA.

Inflation Adjustment. The base amounts of the Annual Payments and Strategic Contribution Payments are
increased each year to account for inflation. The increase in each year will be 3% or a percentage equal to the
percentage increase in the Consumer Price Index for All Urban Consumers (the “CPI”) (or such other similar
measures as may be agreed to by the Settling States and the PMs) for the preceding year, whichever is greater (the
“Inflation Adjustment”). The inflation adjustment percentages are compounded annually on a cumulative basis
beginning in 1999 and were first applied in 2000.

Volume Adjustment. Each of the Initial Payments was, and each of the Annual Payments and Strategic
Contribution Payments is, increased or decreased by an adjustment which accounts for fluctuations in the number of
cigarettes shipped by the OPMs in or to the United States (the “Volume Adjustment”).

If the aggregate number of cigarettes shipped in or to the United States by the OPMs in any given year (the
“Actual Volume”) is greater than 475,656,000,000 cigarettes (the “Base Volume”), the base amount allocable to
the OPMs is adjusted to equal the base amount (in the case of Annual Payments and Strategic Contribution
Payments after application of the Inflation Adjustment) multiplied by a ratio, the numerator of which is the Actual
Volume and the denominator of which is the Base Volume.

If the Actual Volume in a given year is less than the Base Volume, the base amount due from the OPMs (in
the case of Annual Payments and Strategic Contribution Payments, after application of the Inflation Adjustment) is
decreased by 98% of the percentage by which the Actual Volume is less than the Base Volume, multiplied by such
base amount. If, however, the aggregate operating income of the OPMs from sales of cigarettes in the United States
during the year (the “Actual Operating Income”) is greater than $7,195,340,000, as adjusted for inflation in
accordance with the Inflation Adjustment (the “Base Operating Income”), all or a portion of the volume reduction
is added back (the “Income Adjustment”). The amount by which the Actual Operating Income of the OPMs
exceeds the Base Operating Income is multiplied by the percentage of the allocable shares under the MSA
represented by Settling States in which State-Specific Finality has been reached and divided by four, then added to
the payment due. However, in no case will the amount added back due to the increase in operating income exceed
the amount deducted due to the decrease in domestic volume. Any add-back due to an increase in Actual Operating
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Income will be allocated among the OPMs on a Pro Rata basis in accordance with their respective increases in
Actual Operating Income over 1997 Base Operating Income.

Previously Settled States Reduction. The base amounts of the Annual Payments (as adjusted by the
Inflation Adjustment and the Volume Adjustment, if any) are subject to a reduction reflecting the four states that had
settled with the OPMs prior to the adoption of the MSA (Mississippi, Florida, Texas and Minnesota) (the
“Previously Settled States Reduction”). The Previously Settled States Reduction reduces by 12.4500000% each
applicable payment on or before December 31, 2007, by 12.2373756% each applicable payment between January 1,
2008 and December 31, 2017, and by 11.0666667% each applicable payment on or after January 1, 2018. The
SPMs are not entitled to any reduction pursuant to the Previously Settled States Reduction. Initial Payments were
not and Strategic Contribution Payments are not subject to the Previously Settled States Reduction.

Non-Settling States Reduction. In the event that the MSA terminates as to any Settling State, the remaining
Annual Payments and Strategic Contribution Payments due from the PMs shall be reduced to account for the
absence of such state. This adjustment has no effect on the amounts to be collected by states which remain a party
to the MSA, and the reduction is therefore not detailed.

Non-Participating Manufacturers Adjustment. The NPM Adjustment is based upon market share increases,
measured by domestic sales of cigarettes by NPMs, and operates to reduce the payments of the PMs under the MSA
in the event that the PMs incur losses in market share to NPMs during a calendar year as a result of the MSA. Three
conditions must be met in order to trigger an NPM adjustment; (1) the aggregate market share of the PMs in any
year must fall more than 2% below the aggregate market share held by those same PMs in 1997, (2) a nationally
recognized firm of economic consultants must determine that the disadvantages experienced as a result of the
provisions of the MSA were a significant factor contributing to the market share loss for the year in question, and
(3) the Settling States in question must be proven to not have diligently enforced their Qualifying Statutes. The
“NPM Adjustment” is applied to the subsequent year’s Annual Payment and Strategic Contribution Payment and
the decrease in total funds available as a result of the NPM Adjustment is then allocated on a Pro Rata basis among
those Settling States that have been found (i) to not diligently enforce their Qualifying Statutes, or (ii) to have
enacted a Qualifying Statute that is declared invalid or unenforceable by a court of competent jurisdiction. The 1997
market share percentage for the PMs, less 2%, is defined in the MSA as the “Base Aggregate Participating
Manufacturer Market Share.” If the PMs’ actual aggregate market share is between 0% and 16%:% less than the
Base Aggregate Participating Manufacturer Market Share, the amounts paid by the PMs would be decreased by
three times the percentage decrease in the PMs’ actual aggregate market share. If, however, the aggregate market
share loss from the Base Aggregate Participating Manufacturer Market Share is greater than 16%:%, the NPM
Adjustment will be calculated as follows:

NPM Adjustment = 50% +
[50% / (Base Aggregate Participating Manufacturer Market Share — 16%:%)]
x [market share loss — 16%:%]

Regardless of how the NPM Adjustment is calculated, it is always subtracted from, and may not exceed,
the total Annual Payments and Strategic Contribution Payments due from the PMs in any given year. The NPM
Adjustment applies only to the Annual Payments and Strategic Contribution Payments, and does not apply at all if
the number of cigarettes shipped in or to the United States in the year prior to the year in which the payment is due
by all manufacturers that were PMs prior to December 7, 1998 exceeds the number of cigarettes shipped in or to the
United States by all such PMs in 1997.

The NPM Adjustment is also state-specific, in that a Settling State may avoid or mitigate the effects of an
NPM Adjustment by enacting and diligently enforcing a Qualifying Statute (as defined herein). Any Settling State
that adopts and diligently enforces a Qualifying Statute is exempt from the NPM Adjustment. The State has adopted
the Model Statute, which is a Qualifying Statute. The decrease in total funds available due to the NPM Adjustment
is allocated on a Pro Rata basis among those Settling States that either (i) did not enact and diligently enforce the
Qualifying Statute, or (ii) enacted a Qualifying Statute that is declared invalid or unenforceable by a court of
competent jurisdiction. If a Settling State enacts and diligently enforces a Qualifying Statute that is the Model
Statute but it is declared invalid or unenforceable by a court of competent jurisdiction, the NPM Adjustment for any
given year will not exceed 65% of the amount of such state’s allocated payment for the subsequent year. If a
Qualifying Statute that is not the Model Statute is held invalid or unenforceable, however, such state is not entitled
to any protection from the NPM Adjustment. Moreover, if a state adopts a Qualifying Statute but then repeals it or
amends it in such fashion that it is no longer a Qualifying Statute, then such state will no longer be entitled to any
protection from the NPM Adjustment. At all times, a state’s protection from the NPM Adjustment is conditioned
upon the diligent enforcement of its Qualifying Statute. See “RISK FACTORS — Other Potential Payment
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Decreases Under the Terms of the MSA” above and “— MSA Provisions Relating to Model/Qualifying Statutes”
below.

The MSA provides that if any Settling State resolves claims against any NPM that are comparable to any of
the claims released in the MSA on overall terms more favorable to such NPM than the MSA does to the PMs, or
relieves in any respect the obligation of any PM to make payments under the MSA, the terms of the MSA will be
deemed modified to match the NPM settlement or such payment terms, but only with respect to the particular
Settling State.

Offset for Miscalculated or Disputed Payments. 1f the MSA Auditor receives notice of a miscalculation of
an Initial Payment made by an OPM, an Annual Payment made by a PM within four years or a Strategic
Contribution Payment made by a PM within four years, the MSA Auditor will recalculate the payment and make
provisions for rectifying the error (the “Offset for Miscalculated or Disputed Payments”). There are no time
limits specified for recalculations although the MSA Auditor is required to determine amounts promptly. Disputes
as to determinations by the MSA Auditor may be submitted to binding arbitration governed by the Federal
Arbitration Act. In the event that mispayments have been made, they will be corrected through payments with
interest (in the event of underpayments) or withholdings with interest (in the event of overpayments). Interest will
be at the prime rate, except where a party fails to pay undisputed amounts or fails to provide necessary information
readily available to it, in which case a penalty rate of prime plus 3% applies. If a PM disputes any required
payment, it must determine whether any portion of the payment is undisputed and pay that amount for disbursement
to the Settling States. The disputed portion is required to be paid into the Disputed Payments Account pending
resolution of the dispute. Failure to pay such disputed amounts into the Disputed Payments Account can result in
liability for interest at the penalty rate if the disputed amount was in fact properly due and owing. See “RISK
FACTORS - Other Potential Payment Decreases Under the Terms of the MSA” herein.

Litigating Releasing Parties Offset. If any Releasing Party initiates litigation against a PM for any of the
claims released in the MSA, the PM may be entitled to an offset against such PM’s payment obligation under the
MSA (the “Litigating Releasing Parties Offset”). A defendant PM may offset dollar-for-dollar any amount paid in
settlement, stipulated judgment or litigated judgment against the amount to be collected by the applicable Settling
State under the MSA only if the PM has taken all ordinary and reasonable measures to defend that action fully and
only if any settlement or stipulated judgment was consented to by the state attorney general. The Litigating
Releasing Parties Offset is state-specific. Any reduction in MSA payments as a result of the Litigating Releasing
Parties Offset would apply only to the Settling State of the Releasing Party.

Offset for Claims-Over. 1f a Releasing Party pursues and collects on a released claim against an NPM or a
retailer, supplier or distributor arising from the sale or distribution of tobacco products of any NPM or the supply of
component parts of tobacco products to any NPM (collectively, the “Non-Released Parties”), and the Non-
Released Party in turn successfully pursues a claim for contribution or indemnification against a Released Party (as
defined herein), the Releasing Party must (i) reduce or credit against any judgment or settlement such Releasing
Party obtains against the Non-Released Party the full amount of any judgment or settlement such Non-Released
Party may obtain against the Released Party, and (ii) obtain from such Non-Released Party for the benefit of such
Released Party a satisfaction in full of such Non-Released Party’s judgment or settlement against the Released Party.
In the event that such reduction or satisfaction in full does not fully relieve the Released Party of its duty to pay to
the Non-Released Party, the PM is entitled to a dollar-for-dollar offset from its payment to the applicable Settling
State (the “Offset for Claims-Over”). For purposes of the Offset for Claims-Over, any person or entity that is
enumerated in the definition of Releasing Party set forth above is treated as a Releasing Party without regard to
whether the applicable attorney general had the power to release claims of such person or entity. The Offset for
Claims-Over is state-specific and would apply only to MSA payments owed to the Settling State of the Releasing
Party.

Subsequent Participating Manufacturers

SPMs are obligated to make Annual Payments and Strategic Contribution Payments which are made at the
same times as the Annual Payments and Strategic Contribution Payments to be made by OPMs. Annual Payments
and Strategic Contribution Payments for SPMs are calculated differently, however, from Annual Payments and
Strategic Contribution Payments for OPMs. Each SPM’s payment obligation is determined according to its market
share if, and only if, its “Market Share” (defined in the MSA to mean a manufacturer’s share, expressed as a
percentage, of the total number of cigarettes sold in the United States in a given year, as measured by excise taxes
(or similar taxes, in the case of Puerto Rico)), for the year preceding the payment exceeds its “Base Share,” defined
as the higher of its 1998 Market Share or 125% of its 1997 Market Share. If an SPM executes the MSA after
February 22, 1999, its 1997 or 1998 Market Share, as applicable, is deemed to be zero. Fourteen of the current 44
SPMs signed the MSA on or before the February 22, 1999 deadline.
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For each Annual Payment and Strategic Contribution Payment, each SPM is required to pay an amount
equal to the base amount of the Annual Payment and the Strategic Contribution Payment owed by the OPMs,
collectively, adjusted for the Volume Adjustment described above but prior to any other adjustments, reductions or
offsets, multiplied by (i) the difference between that SPM’s Market Share for the preceding year and its Base Share,
divided by (ii) the aggregate Market Share of the OPMs for the preceding year. Other than the application of the
Volume Adjustment, payments by the SPMs are subject to the same adjustments (including the Inflation
Adjustment), reductions and offsets as are the payments made by the OPMs, with the exception of the Previously
Settled States Reduction.

Because the Annual Payments and Strategic Contribution Payments to be made by the SPMs are calculated
in a manner different from the calculations for Annual Payments and Strategic Contribution Payments to be made by
the OPMs, a change in market share between the OPMs and the SPMs could cause the amount of Annual Payments
and Strategic Contribution Payments required to be made by the PMs in the aggregate to be greater or less than the
amount that would be payable if their market share remained the same. In certain circumstances, an increase in the
market share of the SPMs could increase the aggregate amount of Annual Payments and Strategic Contribution
Payments because the Annual Payments and Strategic Contribution Payments to be made by the SPMs are not
adjusted for the Previously Settled States Reduction. However, in other circumstances, an increase in the market
share of the SPMs could decrease the aggregate amount of Annual Payments and Strategic Contribution Payments
because the SPMs are not required to make any Annual Payments or Strategic Contribution Payments unless their
market share increases above their Base Share, or because of the manner in which the Inflation Adjustment is
applied to each SPM’s payments.

Payments Made to Date

As required, the OPMs have made all of the Initial Payments, the PMs have made the first eight Annual
Payments and the MSA Escrow Agent has disbursed to the State or the 2002 Indenture Trustee, as applicable, the
State’s allocable portions thereof and certain other amounts under the MSA totaling $386,415,994.54 to date. These
amounts are not pledged to payment of the Series 2007 Bonds. Under the MSA, the computation of Initial
Payments, Annual Payments and Strategic Contribution Payments by the MSA Auditor is confidential and may not
be used for purposes other than those stated in the MSA. The sole sources of information regarding the computation
and amount of such payments are the reports and accountings furnished to the Corporation by the State.

MSA Payments Made to Date

Fiscal Type of Actual
Year Payment Payment
1999/2000 Upfront and Initial Payment $33.2 million
2000 Annual Payment 25.6 million
2001 Initial Payment 15.7 million
2001 Annual Payment 29.3 million
2002 Initial Payment 14.0 million
2002 Annual Payment 38.3 million
2003 Initial Payment 15.4 million
2003 Annual Payment 37.4 million
2004 Annual Payment 45.1 million
2005 Annual Payment 45.8 million
2006 Annual Payment 42.1 million
2007 Annual Payment 44.0 million
Non-Allocable Tax Refunds 0.5 million

Both the Settling States and one or more of the PMs are disputing or have disputed the calculations of some
of the Initial Payments for the years 2000 through 2003, and some Annual Payments for the years 2000 through
2007. In addition, subsequent revisions in the information delivered to the MSA Auditor (on which the MSA
Auditor’s calculations of the Initial and Annual Payments are based) have in the past and may in the future result in
a recalculation of the payments shown above. Such revisions may also result in routine recalculation of future
payments. No assurance can be given as to the magnitude of any such recalculation and such recalculation could
trigger the Offset for Miscalculated or Disputed Payments.

_45 -



“Most Favored Nation” Provisions

In the event that any non-foreign governmental entity other than the federal government should reach a
settlement of released claims with PMs that provides more favorable terms to the governmental entity than does the
MSA to the Settling States, the terms of the MSA will be modified to match those of the more favorable settlement.
Only the non-economic terms may be considered for comparison.

In the event that any Settling State should reach a settlement of released claims with NPMs that provides
more favorable terms to the NPMs than the MSA does to the PMs, or relieves in any respect the obligation of any
PM to make payments under the MSA, the terms of the MSA will be deemed modified to match the NPM settlement
or such payment terms, but only with respect to the particular Settling State. In no event will the adjustments
discussed in this paragraph modify the MSA with regard to other Settling States. See “RISK FACTORS - Disputed
or Recalculated Payments and Disputes under the Terms of the MSA” herein.

State-Specific Finality and Final Approval

The MSA provides that payments could not be disbursed to the individual Settling States until the
occurrence of each of two events: State-Specific Finality and Final Approval.

“State-Specific Finality” means, with respect to an individual Settling State, that (i) such state has settled
its pending or potential litigation against the tobacco companies with a consent decree, which decree has been
approved and entered by a court within the Settling State, and (ii) the time for all appeals against the consent decree
has expired. All Settling States have achieved State Specific Finality.

“Final Approval” marked the approval of the MSA by the Settling States and means the earlier of (i) the
date on which at least 80% of the Settling States, both in terms of number and dollar volume entitlement to the
proceeds of the MSA, have reached State-Specific Finality, or (ii) June 30, 2000. Final Approval was achieved on
November 12, 1999.

Disbursement of Funds from Escrow

The MSA Auditor makes all calculations necessary to determine the amounts to be paid by each PM, as
well as the amounts to be disbursed to each of the Settling States. Not less than 40 days prior to the date on which
any payment is due, the MSA Auditor must provide copies of the disbursement calculations to all parties to the
MSA, who must within 30 days prior to the date on which such payment is due advise the other parties if it
questions or challenges the calculations. The final calculation is due from the MSA Auditor not less than 15 days
prior to the payment due date. The calculation is subject to further adjustments if previously missing information is
received. In the event of a challenge to the calculations, the non-challenged part of a payment shall be processed in
the normal course. Challenges will be submitted to binding arbitration. The information provided by the MSA
Auditor to the State with respect to calculations of amounts to be paid by PMs is confidential under the terms of the
MSA and may not be disclosed to the Corporation or the Beneficial Owners.

Disbursement of the funds by the MSA Escrow Agent from the escrow accounts shall occur within ten
business days of receipt of the particular funds. The MSA Escrow Agent will disburse the funds due to, or as
directed by, each Settling State in accordance with instructions received from that state.

Advertising and Marketing Restrictions; Educational Programs

The MSA prohibits the PMs from certain advertising, marketing and other activities that may promote the
sale of cigarettes and smokeless tobacco products (“Tobacco Products”). Under the MSA, the PMs are generally
prohibited from targeting persons under 18 years of age within the Settling States in the advertising, promotion or
marketing of Tobacco Products and from taking any action to initiate, maintain or increase smoking by underage
persons within the Settling States. Specifically, the PMs may not: (i) use any cartoon characters in advertising,
promoting, packaging or labeling Tobacco Products; (ii) distribute any free samples of Tobacco Products except in a
restricted facility where the operator thereof is able to ensure that no underage persons are present; or (iii) provide to
any underage person any item in exchange for the purchase of Tobacco Products or for the furnishing of proof-of-
purchase coupons. The PMs are also prohibited from placing any new outdoor and transit advertising, and are
committed to remove any existing outdoor and transit advertising for Tobacco Products in the Settling States. Other
examples of prohibited activities include, subject to limited exceptions: (i) the sponsorship of any athletic, musical,
artistic or other social or cultural event in exchange for the use of tobacco brand names as part of the event; (ii) the
making of payments to anyone to use, display, make reference to or use as a prop any Tobacco Product or item
bearing a tobacco brand name in any motion picture, television show, theatrical production, music performance,
commercial film or video game; (iii) the sale or distribution in the Settling States of any non-tobacco items
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containing tobacco brand names or selling messages; and (iv) the sale of packs of cigarettes containing fewer than
20 cigarettes until at least December 31, 2001.

In addition, the PMs have agreed under the MSA to provide funding for the organization and operation of a
charitable foundation (the “Foundation”) and educational programs to be operated within the Foundation. The
main purpose of the Foundation will be to support programs to reduce the use of Tobacco Products by underage
persons and to prevent diseases associated with the use of Tobacco Products. On March 31, 1999, and on March 31
of each subsequent year for a period of nine years thereafter, each OPM is required to pay its Relative Market Share
of $25,000,000 (which is not subject to any adjustments, offsets or reductions pursuant to the MSA) to fund the
Foundation. In addition, each OPM is required to pay its Relative Market Share of $250,000,000 on March 31,
1999, and $300,000,000 on March 31 of each of the subsequent four years to fund the Foundation. Furthermore,
each PM may be required to pay its Relative Market Share of $300,000,000 on April 15, 2004, and on April 15 of
each year thereafter in perpetuity if, during the year preceding the year when payment is due, the sum of the Market
Shares of the PMs equals or exceeds 99.05%. The Foundation may also be funded by contributions made by other
entities.

Remedies upon the Failure of a PM to Make a Payment

Each PM is obligated to pay when due the undisputed portions of the total amount calculated as due from it
by the MSA Auditor’s final calculation. Failure to pay such portion shall render the PM liable for interest thereon
from the date such payment is due to (but not including) the date paid at the prime rate published from time to time
by The Wall Street Journal or, in the event The Wall Street Journal is no longer published or no longer publishes
such rate, an equivalent successor reference to rate determined by the MSA Auditor, plus three percentage points. In
addition, any Settling State may bring an action in court to enforce the terms of the MSA. Before initiating such
proceeding, the Settling State is required to provide thirty (30) days’ written notice to the attorney general of each
Settling State, to NAAG and to each PM of its intent to initiate proceedings.

Termination of Agreement

The MSA is terminated as to a Settling State if (i) the MSA or consent decree in that jurisdiction is
disapproved by a court and the time for an appeal has expired, the appeal is dismissed or the disapproval is affirmed,
or (ii) the representations and warranties of the attorney general of that jurisdiction relating to the ability to release
claims are breached or not effectively given. In addition, in the event that a PM enters bankruptcy and fails to
perform its financial obligations under the MSA, the Settling States, by vote of at least 75% of the Settling States,
both in terms of number and of entitlement to the proceeds of the MSA, may terminate certain financial obligations
of that particular manufacturer under the MSA.

The MSA provides that if it is terminated, then the statute of limitations with respect to released claims will
be tolled from the date the Settling State signed the MSA until the later of the time permitted by applicable law or
one year from the date of termination and the parties will jointly move for the reinstatement of the claims and
actions dismissed pursuant to the MSA. The parties will return to the positions they were in prior to the execution of
the MSA.

Severability

By its terms, most of the major provisions of the MSA are not severable from its other terms. If a court
materially modifies, renders unenforceable or finds unlawful any nonseverable provision, the attorneys general of
the Settling States and the OPMs are to attempt to negotiate substitute terms. If any OPM does not agree to the
substitute terms, the MSA terminates in all Settling States affected by the court’s ruling.

Amendments and Waivers

The MSA may be amended by all PMs and Settling States affected by the amendment. The terms of any
amendment will not be enforceable against any Settling State which is not a party to the amendment. Any waiver
will be effective only against the parties to such waiver and only with respect to the breach specifically waived.

MSA Provisions Relating to Model/Qualifying Statutes

General. The MSA sets forth the schedule and calculation of payments to be made by OPMs to the
Settling States. As described above, the Annual Payments and Strategic Contribution Payments are subject to,
among other adjustments and reductions, the NPM Adjustment, which may reduce the amount of money that a
Settling State receives pursuant to the MSA. The NPM Adjustment will reduce payments of a PM if such PM
experiences certain losses of market share in the United States as a result of participation in the MSA.
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Settling States may eliminate or mitigate the effect of the NPM Adjustment by taking certain actions,
including the adoption and diligent enforcement of a statute, law, regulation or rule (a “Qualifying Statute”) which
eliminates the cost disadvantages that PMs experience in relation to NPMs as a result of the provisions of the MSA.
“Qualifying Statute,” as defined in Section IX(d)(2)(E) of the MSA, means a statute, regulation, law, and/or rule
adopted by a Settling State that “effectively and fully neutralizes the cost disadvantages that PMs experience vis-a-
vis NPMs within such Settling State as a result of the provisions of the MSA.” Exhibit T to the MSA sets forth a
model form of Qualifying Statute (a “Model Statute”) that will qualify as a Qualifying Statute so long as the statute
is enacted without modification or addition (except for particularized state procedural or technical requirements) and
is not enacted in conjunction with any other legislative or regulatory proposal. The MSA also provides a procedure
by which a Settling State may enact a statute that is not the Model Statute and receive a determination from a
nationally recognized firm of economic consultants that such statute is a Qualifying Statute. See “RISK FACTORS
— Other Potential Payment Decreases Under the Terms of the MSA — NPM Adjustment” and “— Litigation
Challenging the MSA, the Qualifying Statute and Related Legislation” herein.

If a Settling State continuously has a Qualifying Statute in full force and effect and diligently enforces the
provisions of such statute, the MSA states that the payments allocated to such Settling State will not be subject to a
reduction due to the NPM Adjustment. Furthermore, the MSA dictates that the aggregate amount of the NPM
Adjustment is to be allocated, in a Pro Rata manner, among all Settling States that do not adopt and enforce a
Qualifying Statute. In addition, if the NPM Adjustment allocated to a particular Settling State exceeds its allocated
payment, that excess is to be reallocated equally among the remaining Settling States that have not adopted and
enforced a Qualifying Statute. Thus, Settling States that do not adopt and enforce a Qualifying Statute will receive
reduced allocated payments if an NPM Adjustment is in effect. The State has enacted a Model Statute, which is a
Qualifying Statute.

The MSA provides that if a Settling State enacts a Qualifying Statute that is a Model Statute and uses its
best efforts to keep the Model Statute in effect, but a court invalidates the statute, then, although that state remains
subject to the NPM Adjustment, the NPM Adjustment is limited to no more, on a yearly basis, than 65% of the
amount of such state’s allocated payment (including reallocations described above). The determination from a
nationally recognized firm of economic consultants that a statute constitutes a Qualifying Statute is subject to
reconsideration in certain circumstances and such statute may later be deemed not to constitute a Qualifying Statute.
In the event that a Qualifying Statute that is not a Model Statute is invalidated or declared unenforceable by a court,
or, upon reconsideration by a nationally recognized firm of economic consultants, is determined not to be a
Qualifying Statute, the Settling State that adopted such statute will become fully subject to the NPM Adjustment.
Moreover, if a state adopts a Qualifying Statute but then repeals it or amends it in such fashion that it is no longer a
Qualifying Statute, then such state will no longer be entitled to any protection from the NPM Adjustment. At all
times, a state’s protection from the NPM Adjustment is conditioned upon the diligent enforcement of its Qualifying
Statute.

Summary of the Model Statute. One of the objectives of the MSA (as set forth in the Findings and Purpose
section of the Model Statute) is to shift the financial burdens of cigarette smoking from the Settling States to the
tobacco product manufacturers. The Model Statute provides that any tobacco manufacturer who does not join the
MSA would be subject to the provisions of the Model Statute because, as provided under the MSA,

[i]t would be contrary to the policy of the state if tobacco product manufacturers
who determine not to enter into such a settlement could use a resulting cost
advantage to derive large, short-term profits in the years before liability may
arise without ensuring that the state will have an eventual source of recovery
from them if they are proven to have acted culpably. It is thus in the interest of
the state to require that such manufacturers establish a reserve fund to guarantee
a source of compensation and to prevent such manufacturers from deriving
large, short-term profits and then becoming judgment-proof before liability may
arise.

Accordingly, pursuant to the Model Statute, a tobacco manufacturer that is an NPM under the MSA must
deposit an amount for each cigarette it sells into an escrow account (which amount increases on a yearly basis, as set
forth in the Model Statute).

The State’s Qualifying Statute defines “units sold” as the number of individual cigarettes sold in the State
by the applicable tobacco product manufacturer, whether directly or through a distributor, retailer, or similar
intermediary or intermediaries, during the year in question, as measured by excise taxes collected by the State on
packs bearing the excise tax stamp or imprint of the State, or on roll-your-own tobacco.
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The amounts deposited into the escrow accounts by the NPMs may only be used in limited circumstances.
Although the NPM receives the interest or other appreciation on such funds, the principal may only be released (i) to
pay a judgment or settlement on any claim of the type that would have been released by the MSA brought against
such NPM by the applicable Settling State or any Releasing Party located within such state; (ii) with respect to
Settling States that have enacted and have in effect Allocable Share Release Amendments (described below in the
next paragraph), to the extent that the NPM establishes that the amount it was required to deposit into the escrow
account was greater than the total payments that such NPM would have been required to make if it had been a PM
under the MSA (as determined before certain adjustments or offsets) or, with respect to Settling States that do not
have in effect such Allocable Share Release Amendments, to the extent that the NPM establishes that the amount it
was required to deposit into the escrow account was greater than such state’s allocable share of the total payments
that such NPM would have been required to make if it had been a PM under the MSA (as determined before certain
adjustments or offsets); or (iii) 25 years after the date that the funds were placed into escrow (less any amounts paid
out pursuant to (i) or (ii)).

In recent years legislation has been enacted in at least 44 of the Settling States, including the State, to
amend the Qualifying or Model Statutes in those states by eliminating the reference to the allocable share and
limiting the possible release a NPM may obtain under a Model Statute to the excess above the total payment that the
NPM would have paid for its cigarettes had it been a PM (each an “Allocable Share Release Amendment”).

If the NPM fails to place funds into escrow as required, the attorney general of the applicable Settling State
may bring a civil action on behalf of the state against the NPM. If a court finds that an NPM violated the statute, it
may impose civil penalties in the following amounts: (i) an amount not to exceed 5% of the amount improperly
withheld from escrow per day of the violation and in an amount not to exceed 100% of the original amount
improperly withheld from escrow; (ii) in the event of a knowing violation, an amount not to exceed 15% of the
amount improperly withheld from escrow per day of the violation and in an amount not to exceed 300% of the
original amount improperly withheld from escrow; and (iii) in the event of a second knowing violation, the court
may prohibit the NPM from selling cigarettes to consumers within such state (whether directly or through a
distributor, retailer or similar intermediary) for a period not to exceed two years. NPMs include foreign tobacco
manufacturers that intend to sell cigarettes in the United States that do not themselves engage in an activity in the
United States but may not include the wholesalers of such cigarettes. However, enforcement of the Model Statute
against such foreign manufacturers that do not do business in the United States may be difficult. See “RISK
FACTORS - Litigation Challenging the MSA, the Qualifying Statutes and Related Legislation” herein.

State Qualifying Statute. The State Qualifying Statute, being Chapter 23-71 of the General Laws of the
State, adopted June 29, 1999, as amended to date. By letter dated June 17, 2002, counsel to the OPMs confirmed
that the OPMs will not dispute that the State Qualifying Statute constitutes a Qualifying Statute under the MSA.

CERTAIN INFORMATION RELATING TO THE TOBACCO INDUSTRY

The following description of the domestic tobacco industry has been compiled from certain publicly
available documents of the tobacco companies and their parent companies and certain publicly available analyses
of the tobacco industry and other public sources. Certain of the companies file annual, quarterly, and certain other
reports with the Securities and Exchange Commission (the "SEC"). Such reports are available on the SEC's website
(www.sec.gov). The following information does not, nor is it intended to, provide a comprehensive description of the
domestic tobacco industry, the business, legal and regulatory environment of the participants therein, or the
financial performance or capability of such participants. Although the Corporation has no independent knowledge
of any facts indicating that the following information is inaccurate in any material respect, the Corporation has not
independently verified this information and cannot and does not warrant the accuracy or completeness of this
information. To the extent that reports submitted to the MSA Auditor by the PMs pursuant to the requirements of
the MSA provide information that is pertinent to the following discussion, including market share information, the
State Attorney General has not consented to the release of such information pursuant to the confidentiality
provisions of the MSA. Prospective investors in the Series 2007 Bonds should conduct their own independent
investigations of the domestic tobacco industry to determine if an investment in the Series 2007 Bonds is consistent
with their investment objectives.

MSA payments are computed based in part on cigarette shipments in or to the 50 states of the United
States, the District of Columbia and Puerto Rico. The Global Insight Cigarette Consumption Report states that the
quantities of cigarettes shipped and cigarettes consumed within the 50 states of the United States, the District of
Columbia and Puerto Rico may not match at any given point in time as a result of various factors, such as inventory
adjustments, but are substantially the same when compared over a period of time.
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Retail market share information, based upon shipments or sales as reported by the OPMs for
purposes of their filings with the SEC, may be different from Relative Market Share for purposes of the MSA
and the respective obligations of the PMs to contribute to Annual Payments and Strategic Contribution
Payments. The Relative Market Share information reported is confidential under the MSA. See
"SUMMARY OF THE MASTER SETTLEMENT AGREEMENT- Overview of Payments by the
Participating Manufacturers; MSA Escrow Agent," "—-Annual Payments" and '"-Strategic Contribution
Payments' herein. Additionally, aggregate market share information, based upon shipments as reported by
Loews Corporation and reflected in the chart below entitled "Manufacturers' Domestic Market Share Based
on Shipments" is different from that utilized in the bond structuring assumptions. See "METHODOLOGY
AND BOND STRUCTURING ASSUMPTIONS" herein.

Industry Overview

According to publicly available documents of Loews Corporation, the parent company of Lorillard, the
three leading manufacturers of tobacco products in the U.S. in 2006 collectively accounted for approximately 86.8%
of the domestic cigarette retail industry when measured by shipment volume. The market for cigarettes in the U.S.
divides generally into premium and discount sales, approximately 72.5% and 27.5%, respectively, measured by
volume of all domestic cigarette sales for calendar year 2006, as reported by Loews Corporation.

Philip Morris USA Inc. ("Philip Morris"), a wholly-owned subsidiary of Altria Group, Inc. ("Altria"), is
the largest tobacco company in the U.S. Prior to a name change on January 27, 2003, the Altria Group, Inc. was
named Philip Morris Companies Inc. In its Form 10-K filed with the SEC for calendar year 2006, Altria reported
that Philip Morris's domestic retail market share for calendar year 2006 was 50.3% (based on sales), which
represents an increase of 0.3 share points from its reported domestic retail market share (based on sales) of 50.0%
for calendar year 2005. In its Form 10-Q filed with the SEC for the three months ended March 31, 2007, Altria
reported that Philip Morris' domestic retail market share for the quarter ended March 31, 2007 was 50.4% (based on
sales), which is the same as its reported sales-based domestic retail market share for the comparable quarter of 2006.
Philip Morris' major premium brands are Marlboro, Virginia Slims and Parliament. Its principal discount brand is
Basic. Marlboro is the largest selling cigarette brand in the U.S., with approximately 40.5% of the U.S. domestic
retail share for calendar year 2006, up from 40.0% from calendar year 2005, and has been the world's largest-selling
cigarette brand since 1972. Philip Morris' market share information is based on data from the IRI/Capstone Total
Retail Panel ("IRI/Capstone"), which was designed to measure market share in retail stores selling cigarettes, but
was not designed to capture Internet or direct mail sales.

Reynolds American Inc. ("Reynolds American"), is the second largest tobacco company in the U.S.
Reynolds American became the parent company of R.J. Reynolds Tobacco Company ("Reynolds Tobacco") on
July 30, 2004, following a transaction that combined Reynolds Tobacco and the U.S. operations of Brown &
Williamson Tobacco Corp. ("B&W"), previously the third largest tobacco company in the U.S., under the Reynolds
Tobacco name. In connection with this merger, Reynolds American assumed all pre-merger liabilities, costs and
expenses of B&W, including those related to the MSA and related agreements and with respect to pre-merger
litigation of B&W. Reynolds American is also the parent company of Lane Limited, a manufacturer and marketer
of specialty tobacco products, and Santa Fe Natural Tobacco Company, Inc., both of which are SPMs.

In its Form 10-K filed with the SEC for calendar year 2006, Reynolds American reported that its domestic
retail market share for calendar year 2006 was 29.78% (measured by sales volume), which represents a decrease of
0.50 share points from the 30.28% for calendar year 2005 combined domestic retail market share of Reynolds
Tobacco and B&W. In its Form 10-Q filed with the SEC for the three months ended March 31, 2007, Reynolds
American reported its domestic retail market share for the quarter ended March 31, 2007 was 29.41% (measured by
sales volume), which represents a decrease of 0.50 share points from the comparable quarter of 2006. Reynolds
American's major premium brands are Camel, Kool, Winston and Salem. Its discount brands include Doral and Pall
Mall. Reynolds American's market share information is based on IRI/Capstone data.

Lorillard, Inc. ("Lorillard"), a wholly-owned subsidiary of Loews Corporation, is the third largest tobacco
company in the U.S. On February 6, 2002, in an initial public offering, Loews Corporation issued shares of
Carolina Group stock, which is intended to reflect the economic performance of Loews Corporation's stock in
Lorillard. Carolina Group is not a separate legal entity. In its Form 10-K filed with the SEC for calendar year 2006,
Loews Corporation reported that Lorillard's domestic retail market share for calendar year 2006 was 9.7%
(measured by shipment volume), which represents an increase of 0.5 share points from its self-reported domestic
retail market share of 9.2% (measured by shipment volume) for calendar year 2005. In its Form 10-Q filed with the
SEC for the three months ended March 31, 2007, Loews Corporation reported that Lorillard's domestic retail market
share for the three months ended March 31, 2007 was 10.0% (measured by shipment volume), which represents an
increase of 0.4 share points from the 9.6% domestic retail market share for the comparable quarter of 2006.

-50-



Lorillard's principal brands are Newport, Kent, True, Maverick, and Old Gold. Its largest selling brand is Newport,
which accounted for approximately 91.8% of Lorillard's unit sales for calendar year 2006. Market share data
reported by Lorillard is based on data made available by Management Science Associates, Inc. ("MSAI"), an
independent third-party database management organization that collects wholesale shipment data.

Based on the domestic retail market shares discussed above, the remaining share of the U.S. retail cigarette
market for calendar year 2006 was held by a number of other domestic and foreign cigarette manufacturers,
including Liggett Group, Inc. ("Liggett"), a wholly-owned subsidiary of Vector Group Ltd. ("Vector"). Liggett, the
operating successor to the Liggett & Myers Tobacco Company, is the fourth largest tobacco company in the U.S. In
its Form 10K filed with the SEC for calendar year 2006, Vector reported that Liggett's domestic retail market share
in 2006 was 2.4% (measured by shipment volume), which represents an increase of 0.2 share points from its self-
reported 2005 domestic retail market share of 2.2%. All of Liggett's unit volume for 2006 was in the discount
segment. Its brands include Liggett Select, Grand Prix, Eve, Pyramid and USA. In November 2001, Vector Group
launched OMNI, which Vector Group claims is the first reduced-carcinogen cigarette that tastes, smokes and burns
like other premium cigarettes. Additionally, Vector Group announced that it has introduced three varieties of a low
nicotine cigarette in eight states, one of which is reported to be virtually nicotine free, under the brand name
QUEST. Vector has determined to postpone the national launch of QUEST indefinitely. Liggett and Vector Group
Ltd. are SPMs under the MSA.

Shipment Trends

The following table sets forth the approximate comparative positions of the leading producers in the U.S.
domestic tobacco industry, each of which is an OPM under the MSA, based upon cigarette shipments. Individual
domestic OPM shipments are as reported in the publicly available documents of the OPMs. Total industry
shipments are based on data made available by MSAI, as reported in publicly available documents of Loews
Corporation.

Effective in June of 2004, MSAI changed the way it reports market share information to include actual
units shipped by Commonwealth Brands, Inc. ("CBI"), an SPM who markets deep discount brands, and
implemented a new model for estimating unit sales of smaller, primarily deep discount marketers. MSAI has
restated its reports to reflect these changes as of January 1, 2001. As a result of these changes, market shares for the
three OPMs are lower than had been reflected under MSAI's prior methodology and market shares for CBI and other
low volume companies are higher. All industry volume and market share information herein reflects MSAI's
revised reporting data. Despite the effects of MSAI's new estimation model for deep discount manufacturers,
Lorillard management has indicated that it continues to believe that volume and market share information for the
deep discount manufacturers are understated and, correspondingly, market share information for the larger
manufacturers are overstated by MSAL

Manufacturers' Domestic Market Share Based on Shipments*

Manufacturer 2003 2004 2005 2006
Philip Morris 46.7% 47.4% 48.6% 49.2%
Reynolds American” 29.6 28.8 28.1 27.9
Lorillard 8.6 8.8 9.2 9.7
Other™ 15.1 15.0 14.1 13.2

*  Aggregate market share as reported by Loews Corporation (or as derived from such reports) is different from that utilized in
the bond structuring assumptions and may differ from the market share information reported by the OPMs for purposes of
their filings with the SEC.

**  Prior to July 2004, represents the combined market share of Reynolds Tobacco and B&W.

*** The market share based on shipments of the tobacco manufacturers, other than the OPMs, has been determined by
subtracting the total retail market share percentages of the OPMs as reported in publicly available documents of Loews
Corporation from 100%. Results may not total 100% due to rounding.
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The following table sets forth the industry's cigarette shipments in the U.S. for the four years ended
December 31, 2006. The MSA payments are calculated in part on shipments by the OPMs in or to the U.S. rather
than consumption.

Years Ended Shipments
December 31 (Billions of Cigarettes)
2003 401.2
2004 394.5
2005 381.7
2006 372.5

*  Asreported in SEC filings and other publicly available documents of the Loews Corporation, based on MSAI data.

The information in the foregoing tables, which has been obtained from publicly available documents but
has not been independently verified, may differ materially from the amounts used by the MSA Auditor for
calculating Annual Payments and Strategic Contribution Payments under the MSA.

Consumption Trends

According to the April 24, 2007 estimates of the U.S. Department of Agriculture (the "USDA") Economic
Research Service ("USDA-ERS"), smokers in the U.S. consumed 371 billion cigarettes in 2006, which represents a
decrease of approximately 1.3% from the previous year. USDA-ERS attributes declining cigarette use to a
combination of higher consumer costs due to tax and price increases, restrictions on where people can smoke and
greater awareness of the health risks associated with smoking. Annual per capita consumption (per adult over 18)
has dropped from 2,445 cigarettes in 1996 to 1,654 in 2006. The following chart sets forth domestic cigarette
consumption from 2001 through 2006, according to the USDA:

Years Ended U.S. Domestic Consumption
December 31 (Billions of Cigarettes)”

2001 425

2002 415

2003 400

2004 388

2005 376

2006 3717

*  USDA-ERS. The MSA Payments are calculated in part based on domestic industry shipments rather than consumption. The
Global Insight Cigarette Consumption Report states that the quantities of cigarettes shipped and cigarettes consumed within
the 50 states of the U.S., the District of Columbia and Puerto Rico may not match at any given time as a result of various
factors, such as inventory adjustments, but are substantially the same when compared over a period of time.

**  Estimated.

Distribution, Competition and Raw Materials

Cigarette manufacturers sell tobacco products to wholesalers (including distributors), large retail
organizations, including chain stores, and the armed services. They and their affiliates and licensees also market
cigarettes and other tobacco products worldwide, directly or through export sales organizations and other entities
with which they have contractual arrangements.
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The market for tobacco products is highly competitive and is characterized by brand recognition and
loyalty, with product quality, price, marketing and packaging constituting the significant methods of competition.
Promotional activities include, in certain instances, allowances, the distribution of incentive items, price reductions
and other discounts. Considerable marketing support, merchandising display and competitive pricing are generally
necessary to maintain or improve a brand's market position. Increased selling prices and taxes on cigarettes have
resulted in additional price sensitivity of cigarettes at the consumer level and in a proliferation of discounts and of
brands in the discount segment of the market. Generally, sales of cigarettes in the discount segment are not as
profitable as those in the premium segment.

The tobacco products of the cigarette manufacturers and their affiliates and licensees are advertised and
promoted through various media, although television and radio advertising of cigarettes is prohibited in the U.S.
The domestic tobacco manufacturers have agreed to additional marketing restrictions in the U.S. as part of the MSA
and other settlement agreements. They are still permitted, however, to conduct advertising campaigns in magazines,
at retail cigarette locations, in direct mail campaigns targeted at adult smokers, and in other adult media.

Grey Market

A price differential exists between cigarettes manufactured for sale abroad and cigarettes manufactured for
U.S. sale. Consequently, a domestic grey market has developed in cigarettes manufactured for sale abroad, but
instead diverted for domestic sales that compete with cigarettes manufactured for domestic sale. The U.S. federal
government and all states, except Massachusetts, have enacted legislation prohibiting the sale and distribution of
grey market cigarettes. In addition, Reynolds American has reported that it has taken legal action against certain
distributors and retailers who engage in such practices.

Regulatory Issues

Regulatory Restrictions and Legislative Initiatives. The tobacco industry is subject to a wide range of laws
and regulations regarding the marketing, sale, taxation and use of tobacco products imposed by local, state, federal
and foreign governments. Various state governments have adopted or are considering, among other things,
legislation and regulations that would increase their excise taxes on cigarettes, restrict displays and advertising of
tobacco products, establish ignition propensity standards for cigarettes, raise the minimum age to possess or
purchase tobacco products, ban the sale of "flavored" cigarette brands, require the disclosure of ingredients used in
the manufacture of tobacco products, impose restrictions on smoking in public and private areas, restrict the sale of
tobacco products directly to consumers or other unlicensed recipients, including over the Internet, and charging state
employees who smoke higher health insurance premiums than non-smoking state employees. Five states, Alabama,
Georgia, Idaho, Kentucky and West Virginia, charge higher health insurance premiums to state employee smokers
than non-smokers, and a number of states have implemented legislation that allows employers to provide incentives
to employees who do not smoke. Several large corporations, including Meijer Inc., Gannett Co., American
Financial Group Inc., PepsiCo Inc. and Northwest Airlines, are now charging smokers higher premiums. In
addition, the U.S. Congress may consider legislation further increasing the federal excise tax, regulation of cigarette
manufacturing and sale by the U.S. Food and Drug Administration (the "FDA"), amendments to the Federal
Cigarette Labeling and Advertising Act to require additional warnings, reduction or elimination of the tax
deductibility of advertising expenses, implementation of a national standard for "fire-safe" cigarettes, regulation of
the retail sale of cigarettes over the Internet and in other non-face-to-face retail transactions, such as by mail order
and telephone, and banning the delivery of cigarettes by the U.S. Postal Service. In March 2005, for example,
bipartisan legislation was reintroduced in the U.S. Congress which would provide the FDA with authority to broadly
regulate tobacco products. A bi-partisan group of lawmakers, Massachusetts Senator Edward M. Kennedy, Texas
Senator John Cornyn, California Representative Henry Waxman and Virginia Representative Tom Davis, on
February 15, 2007 introduced the Family Smoking Prevention and Tobacco Control Act, legislation aimed at placing
tobacco products under the authority of the FDA. The bill would give the FDA broad regulatory authority over the
sale, distribution, and advertising of tobacco products. Such legislation would, among other anticipated changes,
permit the FDA to strengthen warning labels, reduce nicotine levels in tobacco products, police false or misleading
advertising and marketing aimed at children and would require manufacturers to provide the FDA with lists of
ingredients and additives in their products, including nicotine. Philip Morris has indicated its strong support for this
legislation.

In 1964, the Report of the Advisory Committee to the Surgeon General of the U.S. Public Health Service
concluded that cigarette smoking was a health hazard of sufficient importance to warrant appropriate remedial
action. Since 1966, federal law has required a warning statement on cigarette packaging. Since 1971, television and
radio advertising of cigarettes has been prohibited in the U.S. Cigarette advertising in other media in the U.S. is
required to include information with respect to the "tar" and nicotine yield of cigarettes, as well as a warning
statement.
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During the past four decades, various laws affecting the cigarette industry have been enacted. In 1984,
Congress enacted the Comprehensive Smoking Education Act. Among other things, the Smoking Education Act:

e cstablishes an interagency committee on smoking and health that is charged with carrying out a
program to inform the public of any dangers to human health presented by cigarette smoking;

e requires a series of four health warnings to be printed on cigarette packages and advertising on a
rotating basis;

e increases type size and area of the warning required in cigarette advertisements; and

e requires that cigarette manufacturers provide annually, on a confidential basis, a list of ingredients
added to tobacco in the manufacture of cigarettes to the Secretary of Health and Human Services.

Since the initial report in 1964, the Secretary of Health, Education and Welfare (now the Secretary of
Health and Human Services) and the Surgeon General have issued a number of other reports which find the nicotine
in cigarettes addictive and link cigarette smoking and exposure to cigarette smoke with certain health hazards,
including various types of cancer, coronary heart disease and chronic obstructive lung disease. These reports have
recommended various governmental measures to reduce the incidence of smoking. In 1992, the federal Alcohol,
Drug Abuse and Mental Health Act was signed into law. This act requires states to adopt a minimum age of 18 for
purchases of tobacco products and to establish a system to monitor, report and reduce the illegal sale of tobacco
products to minors in order to continue receiving federal funding for mental health and drug abuse programs.
Federal law prohibits smoking in scheduled passenger aircraft, and the U.S. Interstate Commerce Commission
banned smoking on buses transporting passengers interstate. Certain common carriers have imposed additional
restrictions on passenger smoking.

State and Local Regulation; Private Restrictions. Legislation imposing various restrictions on public
smoking also has been enacted in all of the states and many local jurisdictions. A number of states have enacted
legislation designating a portion of increased cigarette excise taxes to fund either anti-smoking programs, healthcare
programs or cancer research. In addition, educational and research programs addressing healthcare issues related to
smoking are being funded from industry payments made or to be made under the MSA.

Several states have enacted or have proposed legislation or regulations that would require cigarette
manufacturers to disclose the ingredients used in the manufacture of cigarettes. In September 2003, the
Massachusetts Department of Public Health ("MIDPH") announced its intention to hold public hearings on
amendments to its tobacco regulations. The proposed regulations would delete any ingredients-reporting
requirement. (The U.S. Court of Appeals for the Second Circuit previously affirmed a ruling that the Massachusetts
ingredient-reporting law was unconstitutional.) MDPH has proposed to inaugurate extensive changes to its
regulations requiring tobacco companies to report nicotine yield rating for cigarettes according to methods
prescribed by MDPH. Because MDPH withdrew its notice for a public hearing in November 2003, it is impossible
to predict the final form any new regulations will take or the effect they will have on the PMs.

On May 21, 1999, the OPMs filed lawsuits in the U.S. District Court for the District of Massachusetts to
enjoin implementation of certain Massachusetts attorney general regulations concerning the advertisement and
display of tobacco products. The regulations went beyond those required by the MSA, and banned outdoor
advertising of tobacco products within 1,000 feet of any school or playground, as well as any indoor tobacco
advertising placed lower than five feet in stores within the 1,000—foot zone. The district court ruled against the
industry on January 25, 2000, and the U.S. Court of Appeals for the First Circuit affirmed. The U.S. Supreme Court
granted the industry's petition for writ of certiorari on January 8, 2001, and ruled in favor of RJR Tobacco and the
rest of the industry on June 28, 2001. The U.S. Supreme Court found that the regulations were preempted by the
Federal Cigarette Labeling and Advertising Act, which precludes states from imposing any requirement or
prohibition based on smoking and health with respect to the advertising or promotion of cigarettes labeled in
conformity with federal law.

In June 2000, the New York state legislature passed legislation charging New York's Office of Fire
Prevention and Control ("OFPC") with developing standards for "fire-safe" or self-extinguishing cigarettes. On
December 31, 2003, OFPC issued a final standard with accompanying regulations that requires all cigarettes offered
for sale in New York State after June 28, 2004 to achieve specified test results when placed on 10 layers of filter
paper in controlled laboratory conditions. Reynolds American's operating companies that sell cigarettes in New
York state have provided written certification to both the OFPC and the Office of the Attorney General for New
York that each of their cigarette brand styles currently sold in New York has been tested and has met the
performance standards set forth in the OFPC's regulations. Design and manufacturing changes were made for
cigarettes manufactured for sale in New York to comply with the standard. Similar laws have been enacted in
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California, Illinois, Iowa, Kentucky, New Hampshire, Maryland, Massachusetts, Montana, New Jersey, Oregon,
Utah and Vermont. A number of other states are also considering similar legislation, including Rhode Island.
Varying standards from state to state could have an adverse effect on the PMs.

According to the Global Insight Cigarette Consumption Report, all of the states and the District of
Columbia now require smoke-free indoor air to some degree or in some public places. The most comprehensive
bans have been enacted since 1998 in 26 states and a number of large cities. In 1998, California imposed a
comprehensive smoking ban for all indoor workplaces, including restaurants and bars. Delaware followed suit in
2002, and in 2003, Connecticut, Maine, New York, and Florida passed similar comprehensive bans, as did the cities
of Boston and Dallas. Since then, Arizona, Arkansas, Colorado, the District of Columbia, Hawaii, Illinois,
Louisiana, Maryland, Massachusetts, Minnesota, Montana, Nevada, New Hampshire, New Jersey, New Mexico,
Ohio, Rhode Island, Tennessee, Utah, Vermont, Washington, and Puerto Rico established similar bans, as did the
cities of Baltimore, Chicago, Houston, and Philadelphia. The New Mexico, Washington State and Chicago
restrictions are stronger than those in other states as they include a ban on outdoor smoking within 25 feet of the
entrances of restaurants and other public places. It is expected that these restrictions will continue to proliferate. For
example, in June 2007, at least 7 states are considering legislation which would enact comprehensive bans.

The American Nonsmokers' Rights Foundation documents clean indoor air ordinances by local
governments throughout the U.S. As of April 2, 2007, there were 2,572 municipalities with indoor smoking
restrictions. Of these, 455 local governments required workplaces to be 100% smoke-free, and 100% smoke-free
conditions were required for restaurants by 403 governments, and for bars by 296. The number of such ordinances
grew rapidly beginning in the 1980s, from less than 200 in 1985 to over 1,000 by 1993, and 1,500 by 2001. The
ordinances completely restricting smoking in restaurants and bars have generally appeared in the past decade. In
1993 only 13 municipalities prohibited all smoking in restaurants, and 6 in bars. These numbers grew to 49 for
restaurants and 32 for bars in 1998, and doubled again by 2001, to 100 and 74, respectively.

The first extensive outdoor smoking restrictions were instituted in March 2006 in Calabasas, California.
The California municipalities of Belmont, Beverly Hills, Dublin, Emeryville and Santa Monica have also established
extensive outdoor restrictions. Burbank is expected to follow suit, and in June 2007 an Oakland City
Councilmember proposed an outdoor ban. In the past year, San Diego City and Los Angeles, Santa Cruz and San
Mateo Counties have banned smoking at beaches and parks, joining over 30 other Southern California cities in
prohibiting smoking on the beach. The beach restrictions may soon become statewide. Nassau County, New York
and Volusia County, Florida are also considering park and beach bans. At least 43 colleges nationwide now prohibit
smoking everywhere on campus. California and Nevada have banned smoking in state prisons. Arkansas,
Louisiana, and Texas now prohibit smoking in a car where there are children present, and similar legislation has
been proposed in Arizona, California, Connecticut, Illinois, Indiana, lowa, Kansas, Massachusetts, Montana, New
Jersey, New York, Oregon, Rhode Island, South Carolina, Utah, West Virginia, and in Rockland County, NY and
Bangor, Maine.

In June 2006, the Office of The Surgeon General released a report, "The Health Consequences of
Involuntary Exposure to Tobacco Smoke." It is a comprehensive review of health effects of involuntary exposure to
tobacco smoke. It concludes definitively that secondhand smoke causes disease and adverse respiratory effects. It
also concludes that policies creating completely smoke-free environments are the most economical and efficient
approaches to providing protection to non-smokers. The report is expected to strengthen arguments in favor of
further smoking restrictions across the country. Further, the California Environmental Protection Agency Air
Resources Board declared environmental tobacco smoke to be a toxic air contaminant in 2006.

Smokeless Tobacco Products. Smokeless tobacco products have been available for centuries. As cigarette
consumption expanded in the last century, the use of smokeless products declined. Chewing tobacco and snuff are
the most significant products in this market. Snuff is a ground or powdered form of tobacco that is placed under the
lip and delivers nicotine effectively to the body. Moist snuff is both smoke-free and can be spit-free. According to
the Global Insight Consumption Report, chewing tobacco and dry snuff consumption has been declining in the U.S.
in this decade, but moist snuff consumption has increased at an annual rate of more than 5% since 2002, and by
10.4% in 2006, when over 5 million consumers purchased 1.1 billion cans. Snuff is now being marketed to adult
cigarette smokers as an alternative to cigarettes. UST, the largest producer of moist smokeless tobacco, is explicitly
targeting adult smoker conversion in its growth strategy. The industry is responding to both the proliferation of
indoor smoking bans and to a perception that smokeless use is a less harmful mode of tobacco and nicotine usage
than cigarettes. In 2006, the three largest U.S. cigarette manufacturers entered the market. Philip Morris introduced
a snuff product, Taboka, Reynolds American acquired Conwood Company, L.P., the nation's second largest
smokeless-tobacco manufacturer, and introduced Camel Snus, and Lorillard entered into an agreement with Swedish
Match North America to develop smokeless tobacco products in the United States. In June 2007, Altria Group
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announced that it will be entering the snus market with a product using the “Marlboro” name. Test marketing of the
new product is expected to begin in August.

Advocates of the use of snuff as part of a tobacco harm reduction strategy point to Sweden, where 'snus,' a
moist snuff manufactured by Swedish Match, use has increased sharply since 1970, and where cigarette smoking
incidence among males has declined to levels well below that of other countries. A review of the literature on the
Swedish experience concludes that snus, relative to cigarettes, delivers lower concentrations of some harmful
chemicals, and does not appear to cause cancer or respiratory diseases. They conclude that snus use appears to have
contributed to the unusually low rates of smoking among Swedish men. The Sweden experience is unique, even with
respect to its Northern European neighbors. It is not clear whether it could be replicated elsewhere. Public health
advocates in the U.S. emphasize that smokeless use results in both nicotine dependence and to increased risks of oral
cancer among other health concerns. Snuff use is also often criticized as a gateway to cigarette use.

Voluntary Private Sector Regulation. In recent years, many employers have initiated programs restricting
or eliminating smoking in the workplace and providing incentives to employees who do not smoke, including
charging higher health insurance premiums to employees who smoke, and many common carriers have imposed
restrictions on passenger smoking more stringent than those required by governmental regulations. Similarly, many
restaurants, hotels and other public facilities have imposed smoking restrictions or prohibitions more stringent than
those required by governmental regulations, including outright bans.

International Agreements. On March 1, 2003, the member nations of the World Health Organization
concluded four years of negotiations on an international treaty, the Framework Convention on Tobacco Control (the
"FCTC"), aimed at imposing greater legal liability on tobacco manufacturers, banning advertisements of tobacco
products (especially to youths), raising taxes and requiring safety labeling and comprehensive listing of ingredients
on packaging, among other things. The FCTC entered into force on February 27, 2005 for the first forty countries,
including the U.S., that had ratified the treaty prior to November 30, 2004. As of April 27, 2005, 168 countries
signed and 64 countries ratified the FCTC. On June 29, 2004 the FCTC was closed for signature, but there is no
deadline for ratification. It has been reported that as of December 20, 2006, at least 191 countries had ratified the
FCTC.

Excise Taxes. Cigarettes are also currently subject to substantial excise taxes in the U.S. The federal
excise tax has remained constant, at $0.39 per pack of 20 cigarettes, since 2002. This March the U.S. Senate
included a $0.61 increase in the federal excise tax in an amendment to its proposed budget for the 2008 fiscal year,
which begins October 1, 2007. The amendment was designed to provide funding for the State Children's Health
Insurance Program. House and Senate leaders have indicated that the excise tax is just one of many funding options
for the program. If enacted the federal excise tax would equal $1.00 per pack. According to Global Insight's
Consumption Report, should the federal excise tax increase to $1.00 per pack, the resulting price increase, would,
according to its model, lead to a sharper, one-time, consumption decline of 4.3%, or 15.5 billion cigarettes, by 2009.
The difference with Global Insight's Base Case forecast would be somewhat lower over the longer term, because
forecast assumptions incorporate the likelihood of significant excise tax increases over time.

All states, the District of Columbia, and the Commonwealth of Puerto Rico currently impose taxes at levels
ranging from $0.07 per pack in South Carolina to $2.575 per pack in New Jersey. In addition, certain municipalities
also impose an excise tax on cigarettes ranging up to $1.50 per pack in New York City and $2.68 per pack in
Chicago, which includes the Cook County tax of $2.00 per pack. According to the Global Insight Cigarette
Consumption Report, excise tax increases were enacted in 20 states and in New York City in 2002, in 13 states in
2003, in 11 states in 2004, and in 8 states (Kentucky, Maine, Minnesota, New Hampshire, North Carolina, Ohio,
Virginia, and Washington) in 2005. The increase in Minnesota was not a tax increase, but rather the imposition of a
"Health Impact Fee," which has the same effect on consumer prices. Global Insight's Consumption Report considers
any such fees as equivalent to excise taxes. In 2006, Texas passed a budget that raised the state excise tax by $1.00
in January 2007. In 2006, Hawaii, New Jersey, North Carolina, and Vermont enacted legislation which raises excise
taxes, Arizona, Iowa, South Dakota and Texas have increased excise taxes in 2007 and Indiana and Tennessee have
each passed legislation in May to increase excise taxes. These actions will increase the average state excise tax to
$1.065 per pack. It is expected that other states will also enact increases in 2007 and in future years. At least eleven
states (California, Connecticut, Delaware, Maine, Maryland, Michigan, Mississippi, New Hampshire, Oregon,
Pennsylvania and Wisconsin), and New York City are now considering excise tax increases. After California voters
rejected a ballot initiative on November 7, 2006 that would have raised the tax from $0.87 to $3.47 per pack,
California lawmakers introduced three new smoking related bills that would: (a) raise the average tax by $1.90 per
pack; (b) impose a fine of $100 on anyone smoking in a car with a child under the age of 18 present; and (c) ban
smoking in state parks and on beaches.
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As mentioned above, at least one state, Minnesota, currently imposes a 75-cent "health impact fee" on
tobacco manufacturers for each pack of cigarettes sold. The purpose of this fee is to recover the state's health costs
related to or caused by tobacco use. The imposition of this fee was contested by Philip Morris and upheld by the
Minnesota Supreme Court as not in violation of Minnesota's settlement with the tobacco companies. On
February 20, 2007, the U.S. Supreme Court declined to hear Philip Morris' appeal of that decision. See "RISK
FACTORS—Other Potential Payment Decreases Under the Terms of the MSA-NPM Adjustment" herein.

These tax increases and other legislative or regulatory measures could severely increase the cost of
cigarettes, limit or prohibit the sale of cigarettes, make cigarettes less appealing to smokers or reduce the addictive
qualities of cigarettes.

Civil Litigation

The tobacco industry has been the target of litigation for many years. Both individual and class action
lawsuits have been brought by or on behalf of smokers alleging that smoking has been injurious to their health, and
by non-smokers alleging harm from environmental tobacco smoke, also known as "secondary smoke." Plaintiffs in
these actions seek compensatory and punitive damages aggregating billions of dollars. Philip Morris, for example,
has reported that, as of May 1, 2007, there were ten cases on appeal in which verdicts were returned against Philip
Morris, including (i) a $74 billion (out of total a verdict of $145 billion) punitive damages judgment against Philip
Morris in the Engle class action, which has been overturned on appeal by the Florida Supreme Court; and (ii) a
compensatory and punitive damages verdict totaling approximately $10.1 billion in the Price case in Illinois. The
Supreme Court of Illinois subsequently reversed the verdict in Price and instructed the trial court to dismiss the case
in its entirety. In January 2006 the plaintiffs filed a motion asking the court to reconsider its decision. On May 5,
2006, the Supreme Court of [llinois denied this motion. In October 2006, plaintiffs filed a petition for certiorari with
the U.S. Supreme Court. On November 27, 2006, the U.S. Supreme Court denied plaintiff's petition for certiorari. In
December 2006, the trial court entered an order of dismissal. In January 2007, the plaintiff filed a motion to vacate
the dismissal, which motion is pending. It has been reported that on May 2, 2007 the state trial court judge in the
Price case asked the Illinois Fifth District Appellate Court whether he has the authority to reopen the Price case,
citing possible new evidence presented in a case pending before the U.S. Supreme Court. It has also been reported
that on May 17, 2007, Philip Morris petitioned the Illinois Supreme Court for an order that would prevent the trial
court judge from reopening the Price case. See "—Class Action Lawsuits" below. The MSA does not release PMs
from liability in either individual or class action cases. Healthcare cost recovery cases have also been brought by
governmental and non-governmental healthcare providers seeking, among other things, reimbursement for
healthcare expenditures incurred in connection with the treatment of medical conditions allegedly caused by
smoking. The PMs are also exposed to liability in these cases, because the MSA only settled healthcare cost
recovery claims of the Settling States. Litigation has also been brought against certain PMs and their affiliates in
foreign countries.

Pending claims related to tobacco products generally fall within four categories: (1) smoking and health
cases alleging personal injury and purporting to be brought on behalf of a class of individual plaintiffs, including
cases brought pursuant to a 1997 settlement agreement involving claims by flight attendants alleging injury from
exposure to ETS in aircraft cabins (the Broin II cases, discussed below); (2) smoking and health cases alleging
personal injury brought on behalf of individual plaintiffs; (3) healthcare cost recovery cases brought by
governmental (both domestic and foreign) and non-governmental plaintiffs seeking reimbursement for healthcare
expenditures allegedly caused by cigarette smoking and/or disgorgement of profits; and (4) other tobacco-related
litigation, including class action suits alleging that the use of the terms "Lights" and "Ultra Lights" constitute
deceptive and unfair trade practices, suits by former asbestos manufacturers seeking contribution or reimbursement
for amounts expended in connection with the defense and payment of asbestos claims that were allegedly caused in
whole or in part by cigarette smoking, and various antitrust suits and suits by foreign governments seeking to
recover damages for taxes lost as a result of the allegedly illegal importation of cigarettes into their jurisdictions.
Plaintiffs seek various forms of relief, including compensatory and punitive damages, treble/multiple damages and
other statutory damages and penalties, creation of medical monitoring and smoking cessation funds, disgorgement of
profits, legal fees, and injunctive and equitable relief. Defenses raised in these cases include lack of proximate cause,
statutes of limitation and preemption by the Federal Cigarette Labeling and Advertising Act. A recent California
Supreme Court decision (Grisham v. Philip Morris) regarding a statute of limitations issue in an individual case has
held that the plaintiff need not have filed suit when she realized she was addicted, thus permitting her lawsuit to go
forward after a lower court had held her claim to be time-barred. This decision could lead to an increase in
individual lawsuits in California.

According to Altria, since January 1999 and through May 1, 2007, verdicts have been returned in 45
smoking and health cases, Lights/Ultra Lights cases and healthcare cost recovery cases in which Philip Morris was a
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defendant. Verdicts in favor of Philip Morris and other tobacco industry defendants were returned in 28 of these
cases. Verdicts in favor of plaintiffs were returned in 17 cases. Appeals or post-trial motions by defendants and by
plaintiffs are pending in many of these cases. Of the 17 cases in which verdicts were returned in favor of plaintiffs,
the Carter case (discussed below) was the first to reach final resolution in March 2001, when the plaintiff received
payments from a trust in the full amount of the judgment and Brown & Williamson's petition for review of the
judgment against it was denied by the U.S. Supreme Court. In addition, eight of the 17 cases have reached final
resolution with respect to Philip Morris. A $17.8 million verdict against defendants in a healthcare cost recovery
case in New York was reversed, and all claims were dismissed with prejudice in February 2005 in the Blue
Cross/Blue Shield case. In October 2004, after exhausting all appeals, Philip Morris paid $3.3 million in an
individual smoking and health case in Florida (the Eastman case, discussed below). In March 2005, after exhausting
all appeals, Philip Morris paid $17 million in an individual smoking and health case in California (the Henley case,
discussed below). Altria has reported that in December 2005, after exhausting all appeals, Philip Morris paid
$328,759 as its share of the judgment amount and interest in a flight attendant ETS case in Florida (the French case,
discussed below) and will pay attorneys' fees yet to be determined. In addition, in February 2005, after exhausting
all appeals, Reynolds Tobacco, due to its obligation to indemnify B&W, paid approximately $9.1 million in the
Boerner case (see below) and on June 17, 2005, after exhausting all appeals, Reynolds Tobacco paid a $196,416
plus interest and costs judgment in an individual case in Kansas (the Burton case, discussed below). In March 2006,
after exhausting all appeals, Philip Morris paid approximately $82.5 million (including interest of approximately
$27 million) in an individual smoking and health case in California (the Boeken case, described below). In October
2006, after exhausting all appeals, Philip Morris paid approximately $1.1 million in judgment, interest and attorneys'
fees in an individual smoking and health case in Florida (the Arnitz case described below) and in January 2007, after
exhausting all appeals, Philip Morris paid approximately $1.1 million in judgment and interest in an individual
smoking and health case in Missouri (the Thompson case described below).

Class Action Lawsuits. The MSA does not release the PMs from liability in class action lawsuits.
Plaintiffs have brought claims as class actions on behalf of large numbers of individuals for damages allegedly
caused by smoking, price fixing and consumer fraud. One OPM (Altria) has reported that, as of May 1, 2007, there
were 30 such class actions pending against it in the U.S., as well as one each in Brazil and Israel. Plaintiffs in class
action smoking and health lawsuits allege essentially the same theories of liability against the tobacco industry as
those in the individual lawsuits. Other class action plaintiffs allege consumer fraud or violations of consumer
protection or unfair trade statutes. Plaintiffs historically have had limited success in obtaining class certification, a
prerequisite to proceeding as a class action lawsuit, because of the individual circumstances related to each smoker's
election to smoke and the individual nature of the alleged harm. One OPM (Altria) reports that class certification
has been denied or reversed in 57 smoking and health class actions involving that OPM.

To date, plaintiffs have successfully maintained class certification in federal and state court class action
cases in at least the following states: California, Florida, Illinois, Louisiana, Massachusetts, Minnesota, Missouri,
New York, North Carolina, Ohio, Oregon, Washington, and West Virginia. One OPM (Reynolds) reports that 18
federal courts that have considered the issue, including two courts of appeals, have rejected class certification in
smoking and health cases. Only two federal district courts have certified a smoker class action. See In re Simon
(1) Litigation and Schwab v. Philip Morris USA Inc., each discussed below. The class in the Simon case was
subsequently dismissed by the plaintiffs after being decertified by the U.S. Court of Appeals for the Second Circuit.

On September 6, 2000, in In re Simon (1) Litigation, lawyers for plaintiffs in ten tobacco-related cases
pending in U.S. District Court for the Eastern District of New York filed suit in the same court (before Judge
Weinstein) to consolidate the pending cases and seek certification of a class and subclasses to obtain compensatory
and punitive damages from the tobacco industry defendants. The pending cases included individual and purported
nationwide class action lawsuits alleging tobacco-related personal injuries, as well as healthcare cost recovery cases
brought by union trust funds, an insurance plan and an asbestos fund. The suit sought to certify a nationwide class
action to consolidate all punitive damage aspects of the pending cases for a single trial and to try the compensatory
damage aspects of the pending claims separately. On September 19, 2002, Judge Weinstein certified a class to hear
the punitive damages claims. The class consisted of all smokers diagnosed with a variety of illnesses, including
lung cancer, emphysema and some forms of heart disease, after April 9, 1993. In May 2005, the U.S. Court of
Appeals for the Second Circuit, in a unanimous opinion, decertified the class. Plaintiffs' motion for rehearing en
banc was denied on August 8, 2005, and the time for plaintiffs to petition the U.S. Supreme Court for further review
has expired. On February 6, 2006, Judge Weinstein dismissed the case upon the plaintiffs' motion. He stayed the
order for 30 days to allow potential plaintiffs who expressed interest in the case to receive notices and to protect
their interest. On March 22, 2006, a final judgment was entered dismissing the case. Two of the 10 original cases,
Falise v. American Tobacco Co., and H.K. Porter Company, Inc. v. The American Tobacco Company were
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dismissed in June 2001 and July 2001, respectively. Other plaintiffs who would have been part of the Simon I class
remain free to pursue their own individual lawsuits.

On December 14, 2006, in Donovan v. Philip Morris, a federal class action complaint was filed by a group
of Massachusetts residents who are fifty years of age or older, have smoked a pack of cigarettes a day for at least
twenty years, continue to smoke or have quit smoking within one year of filing, have not been diagnosed with lung
cancer, and have smoked Marlboro cigarettes within Massachusetts. The class seeks to compel Philip Morris to fund
each member's CT scans to support the early detection of lung cancer. The case is pending in the U.S. District Court
for the District of Massachusetts.

A number of state courts have rejected class certification. In May 2000, Maryland's highest court ordered
the trial court to vacate its certification of a class in Richardson v. Philip Morris. The parties agreed to dismiss the
case in March 2001. In September 2000, in Walls v. American Tobacco Co., an Oklahoma state court answered a
series of state law questions, certified to the state court by the federal court where the purported class was filed, in
such a way that led the parties to stipulate that the case should not be certified as a class action in federal court and
that the individual plaintiffs would dismiss their federal court cases without prejudice. In October 2000, the federal
court issued its order refusing to certify the case as a class action, and dismissed the individual plaintiffs' cases.

In December 2000, in Geiger v. American Tobacco Co., the Appellate Division of the Supreme Court of
New York affirmed the trial court's denial of class action status to a purported class defined as all New York
residents, including their heirs, representatives, and estates, who contracted lung or throat cancer as a result of
smoking cigarettes. Plaintiffs filed a motion for leave to appeal the order denying certification to the New York
Court of Appeals, the highest court in the state. The New York Court of Appeals dismissed the plaintiff's appeal in
February 2001.

In Engle v. R.J. Reynolds Tobacco Co., a Florida state court certified a class of Florida smokers alleging
injury due to their tobacco use. The estimated size of the class ranges from 300,000 to 700,000 members. The court
determined that the lawsuit could be tried as a class action because, even though certain factual issues are unique to
individual plaintiffs and must be tried separately, certain other factual issues were common to all class members and
could be tried in one proceeding for the whole class. In July 1999, in the first phase of a three-phase trial, the jury
found against the defendants regarding the issues common to the class, such as whether smoking caused certain
diseases, whether tobacco was addictive, and whether the tobacco companies withheld information from the public.
In July 2000, in the second phase of the Engle trial, the jury returned a verdict assessing punitive damages totaling
approximately $145 billion against the tobacco industry defendants. Following entry of judgment, the defendants
appealed. The defendants posted bonds to stay collection of the final judgment with respect to the punitive damages
against them and statutory interest thereon pending the exhaustion of all appeals. In May 2003, the Florida Third
District Court of Appeal reversed the judgment entered by the trial court and instructed the trial court to order the
decertification of the class. The plaintiffs petitioned the Florida Supreme Court for further review and, in May 2004,
the Florida Supreme Court agreed to review the case.

On July 6, 2006, the Florida Supreme Court remanded the case to the District Court with directions to
decertify the class, and it approved the District Court's reversal of the $145 billion class action punitive damages
award. The court also reinstated the compensatory damages awards to two purported class members of $2.8 million
and $4 million, and approved the District Court's findings (the "Findings") as to the adverse health effects of
smoking, that nicotine is addictive, that the defendants placed defective and unreasonably dangerous products in the
market, that defendants concealed or omitted information about the health effects and addictive nature of cigarettes,
and otherwise that defendants were negligent. The Florida Supreme Court stated that certain individual members of
the purported class could bring actions within one year of the court's decision, in which the courts would be bound
by the conclusions reached in the Findings, and in which the plaintiffs would be expected to address causation,
reliance, and apportionment of fault among the defendants. One result of the court's decision may be an increase in
the number of individual plaintiffs' suits in Florida from members of the decertified Engle class. One such
individual suit was filed in Florida state court on July 10, 2006 against Philip Morris and Reynolds Tobacco
(Pummer v. Philip Morris). On November 16, 2006, that case was removed to the U.S. District Court for the
Southern District of Florida. On December 15, 2006, the court dismissed the case without prejudice, pursuant to
stipulation, due to the wrongful joinder of defendant Publix Supermarkets, Inc., a Florida corporation not named in
the Engle case, and thus not privy to the allowance of one year for plaintiffs to sue (it had been nearly ten years
since the initial cause of action, which exceeds Florida's statute of limitations).

On August 7, 2006, the Engle defendants filed a motion for rehearing with the Florida Supreme Court,
asking the court to reverse its decision to uphold the Findings. On December 21, 2006, the Florida Supreme Court
declined to reconsider and clarify its ruling, with the exception of invalidating the conspiracy to misrepresent charge
against the tobacco companies. The court withdrew the July 6th opinion, issuing the December 21st opinion in lieu
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thereof. In January 2007, the Florida Supreme Court issued the mandate from its revised opinion (which begins the
one-year period for individual class members to file lawsuits) and defendants filed a motion with the Florida Third
District Court of Appeals requesting the court's review of legal errors previously raised but not ruled on. On
February 21, 2007, the court denied the defendants' motion. In March 2007, the U.S. Supreme Court granted
defendants’ motion for an extension of time in which to file a petition for a writ of certiorari, which is now due May
21, 2007. In addition, defendants’ motion for a partial stay of the mandate pending the completion of appellate
review is pending before the District Court of Appeal. Reynolds American has stated that it is likely that individual
case filings in Florida will increase as a result of the Engle case.

Florida has enacted legislation capping the amount of the appeal bond necessary to stay execution of the
punitive judgment pending appeal to the lesser of: (1) the amount of punitive damages, plus twice the statutory rate
of interest; or (2) 10% of a defendant's net worth, but in no case more than $100 million. Forty-one other states have
passed and several additional states are considering statutes limiting the amount of bonds required to file an appeal
of an adverse judgment in state court. The limitation on the amount of such bonds generally ranges from
$25 million to $150 million. Such bonding statutes allow defendants that are subject to large adverse judgments,
such as cigarette manufacturers, to reasonably bond such judgments and pursue the appellate process. In six
jurisdictions — Connecticut, Maine, Massachusetts, New Hampshire, Vermont and Puerto Rico — the filing of a
notice of appeal automatically stays the judgment of the trial court.

One Engle purported class member has previously received a judgment at trial. In Lukacs v. Reynolds
Tobacco, a Florida appellate court granted the plaintiff the right to proceed before he died, but stated that any award
in favor of the plaintiff would not be enforced until after the Engle appeal is decided. On June 11, 2002, a Florida
jury awarded $37.5 million in compensatory damages to the plaintiff. On April 1, 2003, the Miami-Dade County
Circuit Court granted in part the defendants' motion for remittitur, reducing the total award to $25.125 million.
Because the Engle appeal is now resolved, subject to motions for rehearing, the defendants' time to appeal the case
is expected to begin to run. On August 2, 2006, plaintiff filed a motion for partial judgment on the compensatory
damages award, and trial was scheduled to begin on November 27, 2006. However, on September 27, 2006, the trial
court granted the defendants' motion to strike as premature the plaintiff's motions and removed the case from the
trial calendar. On January 2, 2007, the defendants moved to set aside the June 11, 2002 verdict to dismiss the
plaintiff's punitive damage claim. On January 3, 2007, the plaintiffs filed a motion for entry of judgment. A hearing
on the motion was held in March 2007. One OPM (Vector) reports that it is a defendant in 11 separate cases
pending in Florida courts in which the plaintiffs claim that they are members of the Engle class, that all liability
issues associated with their claims were resolved in the earlier phases of the Engle proceedings, and that trials on
their claims should proceed immediately. Vector also reported that settlement of the appellate activity in Engle
would be a prerequisite for those cases proceeding.

On June 6, 2007, a plaintiff representing the estates of her deceased mother and grandmother filed suit
against several PMs in Miami-Dade County Circuit Court, Florida, in which she alleges that her mother and
grandmother died of health problems related to smoking PMs’ tobacco products. In that case, Gloria Tucker v.
Philip Morris U.S.A. et al, the plaintiff alleges that the PMs engaged in cynical and exploitative marketing that
targeted African-American communities and asserts theories of strict liability, negligent design, fraud by
concealment and civil conspiracy. The plaintiff in Tucker also reportedly is requesting more than $1 billion in
compensatory and punitive damages. The PM defendants have not yet filed an answer or response to the Tucker
complaint.

In October 1997, the tobacco industry defendants settled another class action case, Broin I. Broin I was
brought in Florida state court by flight attendants alleging injuries related to ETS. See "Individual Plaintiffs’
Lawsuits" below. The Broin I settlement established a protocol for the resolution of individual claims by class
members against the tobacco companies. In addition to shifting the burden of proof to defendants as to whether ETS
causes certain illnesses such as lung cancer and emphysema, the Broin I settlement required defendants to pay
$300 million to be used to establish a foundation to sponsor research with respect to the early detection and cure of
tobacco-related diseases. Individual members of the Broin I class retained the right to bring individual claims,
although they are limited to non-fraud type claims and may not seek punitive damages. Altria has reported that as of
May 1, 2007, approximately 2,623 of these individual cases (known as Broin II cases) are pending against it in
Florida. In October 2000, Judge Robert P. Kaye, the presiding judge of the original Broin I class action, held that
the flight attendants will not be required to prove the substantive liability elements of their claims for negligence,
strict liability and breach of implied warranty in order to recover damages, if any. The court also ruled that the trials
of these suits will address whether the plaintiffs' alleged injuries were caused by their exposure to ETS and, if so, the
amount of damages. The defendants' appeal of these rulings was dismissed by the intermediate appellate court on
the basis that the appeal was premature and that the court lacked jurisdiction. On January 23, 2002, the defendants
asked the Florida Supreme Court to review the district court's order. That request was denied.
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Seven Broin II cases have gone to trial since Judge Kaye's ruling in October 2000. Six of these cases have
resulted in verdicts for the defendants: Fontana in June 2001, Tucker in June 2002, Janoff in October 2002, Seal in
February 2003, Routh in October 2003 and Swaty in May 2005. Appeals are pending in some of these cases. On
September 12, 2002, the plaintiff in the Janoff case filed a motion for a new trial, which the judge granted on
January 8, 2003. The defendants appealed to the Florida Third District Court of Appeal, which, on October 27,
2004, affirmed the trial court's order granting a new trial. The defendants' motion for rehearing was denied. The
defendants filed a notice of intent to invoke the discretionary jurisdiction of the Florida Supreme Court on June 17,
2005. On November 1, 2005, the Florida Supreme Court refused to hear the case. In Swaty, the plaintiff filed a
motion for a new trial on May 12, 2005, which was denied on June 23, 2005. On May 17, 2005, the court entered a
final judgment in favor of the defendants. The plaintiff's motion for a new trial was denied on June 23, 2005. The
plaintiff's appeal to the Third District Court of Appeal was denied and the Court of Appeal affirmed the trial court's
verdict in November 2006. The one plaintiff's verdict was returned in French v. Philip Morris. On June 18, 2002,
the French jury awarded the plaintiff $5.5 million in damages, finding that the flight attendant's sinus disease was
cause by ETS. On September 13, 2002, the judge reduced the award to $500,000. The defendants appealed the trial
court's final judgment to the Florida Third District Court of Appeal on various grounds, the primary one being that
under Judge Kaye's October 2000 ruling, the burden of proof was erroneously shifted and the plaintiff was not
required to show that the tobacco companies' cigarettes were defective, that the tobacco company defendants acted
negligently or that a warranty was made and breached. In December 2004, the Florida Third District Court of
Appeal affirmed the judgment awarding plaintiff $500,000 and directed the trial court to hold the defendants jointly
and severally liable. In April 2005, the appellate court denied defendants' motion for a rehearing. On May 11,
2005, the defendants filed a notice of intent to invoke the discretionary jurisdiction of the Florida Supreme Court.
On November 28, 2005, the Florida Supreme Court declined to hear the appeal. The defendants satisfied the
judgment on December 6, 2005.

In Scott v. American Tobacco Company, Inc., a Louisiana medical monitoring and smoking cessation case,
the court certified a class consisting of smokers desiring to participate in a program designed to assist them in the
cessation of smoking and monitor the medical condition of class members to ascertain whether they might be
suffering from diseases caused by cigarette smoking. The class members may also choose to bring individual
smoking and health lawsuits. On July 28, 2003, following the first phase of a trial, the jury returned a verdict in
favor of the tobacco industry defendants on the medical monitoring claim and found that cigarettes were not
defective products. The jury found against the defendants, however, on claims relating to fraud, conspiracy,
marketing to minors and smoking cessation. On March 31, 2004, phase two of the trial began to address the scope
and cost of smoking cessation programs. On May 21, 2004, the jury returned a verdict in the amount of
$591 million ($590 million plus prejudgment interest accruing from the date the suit commenced) on the class's
claim for a smoking cessation program. On July 1, 2004, the judge upheld the jury's verdict and awarded the
plaintiffs prejudgment interest, which, as of November 1, 2006, totals approximately $430 million, as reported by
Altria. On August 31, 2004, the defendants' motion for judgment notwithstanding the verdict or, in the alternative,
for a new trial was denied. On September 29, 2004, pursuant to a stipulation of the parties, the defendants posted a
$50 million bond (pursuant to legislation that limits the amount of the bond to $50 million collectively for MSA
signatories) and noticed their appeal. Oral argument occurred on April 27, 2006. The defendants filed post-
argument briefs on April 28, 2006. Under the terms of the stipulation, the plaintiffs reserved the right to contest the
constitutionality of the bond cap law. On February 7, 2007, the state appeals court upheld part of the jury's verdict
but reduced the $591 million by approximately $312 million, eliminated the award of prejudgment interest, and
remanded the case back to the trial court. On March 6, 2007, the state appeals court refused to reconsider its verdict.
It has been reported that both the plaintiffs and the defendants have filed petitions for a writ of certiorari with the
Louisiana Supreme Court.

In August 2000, a West Virginia state court conditionally certified, only to the extent of medical
monitoring, in In re Tobacco Litigation (formerly known as Blankenship), a class of West Virginia residents. The
plaintiffs proposed that the class include all West Virginia residents who: (1) on or after January 1, 1995, smoked
cigarettes supplied by defendants; (2) smoked at least a pack a day for five years without having developed any of a
specified list of tobacco-related illness; and (3) do not receive healthcare paid or reimbursed by the state of West
Virginia. Trial began in January 2001. On January 25, 2001, the trial court granted a motion for a mistrial, ruling
that the plaintiffs had improperly introduced testimony about addiction to smoking as a basis for claiming damages.
In March 2001, the court denied the defendants' motion to decertify the class. The retrial began in September 2001,
and on November 14, 2001 the jury returned a verdict that defendants were not liable for funding the medical
monitoring program. On July 18, 2002, the plaintiffs petitioned the Supreme Court of West Virginia for leave to
appeal, which was granted on February 25, 2003. The Supreme Court of West Virginia affirmed the judgment for
the defendants on May 6, 2004. On July 1, 2004, the class's petition for rehearing was denied. The plaintiffs did not
seek review by the U.S. Supreme Court.
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Altria has reported that approximately 928 cases against Philip Morris and other tobacco industry
defendants are pending in a single West Virginia court in a consolidated proceeding. The West Virginia court has
scheduled a single trial for these consolidated cases, but it has certified a question to the Supreme Court of Appeals
of West Virginia requesting a determination of the extent to which the claims in these individual cases can be
consolidated in a single trial. On December 2, 2005, the Supreme Court of Appeals of West Virginia held that the
Due Process Clause of the 14th Amendment, as interpreted by State Farm v. Campbell, does not preclude a
bifurcated trial plan in which a punitive damages multiplier is established prior to compensatory damages.

In Daniels v. Philip Morris (also known as In re Tobacco Case II), a California state court certified a class
comprised of individuals who were minors residing in California, who were exposed to defendants' marketing and
advertising activities, and who smoked one or more cigarettes within the applicable time period. Certification was
granted as to plaintiffs' claims that defendants violated the state's unfair business practice laws. On September 12,
2002, the trial court judge granted the defendants' motion for summary judgment on First Amendment and
preemption (Federal Cigarette Labeling and Advertising Act) claims. In November 2002, the court confirmed its
earlier rulings granting defendant's motion for summary judgment. The plaintiffs filed a petition for review with the
California Supreme Court. On February 16, 2005, the California Supreme Court granted the petition. Briefing by
the parties is complete. The Attorney General of the State of California has filed an amicus curiae brief in support of
the plaintiffs' position.

During April 2001, a California state court issued an oral ruling in the case of Brown v. The American
Tobacco Company, Inc., in which it granted in part plaintiffs' motion for class certification and certified a class
comprised of residents of California who smoked at least one of defendants' cigarettes during the period from
June 10, 1993 through April 23, 2001 and who were exposed to defendants' marketing and advertising activities in
California. Certification was granted as to plaintiffs' claims that defendants violated California Business and
Professions Code Sections 17200 and 17500. The court denied the motion for class certification as to plaintiffs'
claims under the California Legal Remedies Act. Defendants' writ with the court of appeals challenging the trial
court's class certification was denied on January 16, 2002. The defendants filed a motion for summary judgment on
January 31, 2003. On August 4, 2004, the defendants' motion for summary judgment was granted in part and denied
in part. Following the November 2004 election, and the passage of a proposition in California that brought about a
change in the law regarding the requirements for filing cases of this nature, the defendants filed a motion to decertify
the class based on the changes in the law. On March 7, 2005, the court granted the defendants' motion to decertify
the class. On March 17, 2005, plaintiffs filed a motion for reconsideration of the court's ruling decertifying the
class. The trial judge denied the plaintiffs' motion on April 20, 2005, and the plaintiffs appealed on May 19, 2005.
On September 5, 2006, the California Court of Appeals affirmed the judge's order decertifying the class. On
October 13, 2006, the plaintiffs filed a petition for review with the California Supreme Court, which review was
granted on November 1, 2006.

Altria has reported that, as of May 1, 2007, there are 19 putative class actions pending against Philip Morris
in the U.S. on behalf of individuals who purchased and consumed various brands of cigarettes, including Marlboro
Lights, Marlboro Ultra Lights, Virginia Slims Lights, Merit Lights, and Cambridge Lights. These actions allege,
among other things, that the use of the term "Lights" or "Ultra Lights" constitutes deceptive and unfair trade
practices and seek injunctive and equitable relief, including restitution. As reported by Altria, trial courts have
certified classes in cases pending against Philip Morris in Massachusetts (4spinall), Minnesota (Curtis), Missouri
(Craft), and New York (Schwab). Philip Morris has appealed or otherwise challenged these class certification
orders. Additionally, an appellate court in Florida has overturned a class certification by the trial court in the
"lights" case styled Hines v. Philip Morris, Inc., and the plaintiffs have petitioned the Florida Supreme Court for
further review. On December 10, 2004, the Florida Supreme Court stayed further proceedings pending its decision
in the Engle case, which was entered thereafter on December 21, 2006. On January 8, 2007, the court ordered the
plaintiff in Hines to respond by January 23, 2007 as to why the decision in Engle should not control the outcome in
Hines.

In August 2004, the Massachusetts Supreme Judicial Court affirmed class certification in the "lights" case
Aspinall v. Philip Morris Cos. In April 2006, plaintiffs filed a motion to redefine the class to include all persons
who after November 25, 1994 purchased packs or cartons of Marlboro Lights in Massachusetts that displayed the
legend "Lower Tar & Nicotine" (the original class definition did not include a reference to lower tar and nicotine).
In August 2006, the trial court denied Philip Morris's motion for summary judgment based on the state consumer
protection statutory exemption and federal preemption. On motion of the parties, the trial court subsequently
reported its decision to deny summary judgment to the appeals court for review and the trial court proceedings are
stayed pending completion of the appellate review. Motions for direct appellate review with the Massachusetts
Supreme Judicial Court was granted in April 2007.
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In Watson v. Philip Morris, the U.S. District Court for the Eastern District of Arkansas upheld the federal
officer removal statute as a basis for removal of "lights" cases from state to federal court, and the U.S. Court of
Appeals for the Eighth Circuit affirmed. The U.S. Supreme Court granted a writ of certiorari and requested
comment from the U.S. Solicitor General as to whether federal jurisdiction of the matter, based on the involvement
of the Federal Trade Commission ("FTC"), was appropriate. The U.S. Solicitor General filed its brief amicus curiae
on December 19, 2006, recommending that the petition for writ of certiorari be denied, despite its belief that the
Eighth Circuit erred, because the error below (that Philip Morris marketed its cigarettes as "light" pursuant to the
FTC's comprehensive direction and control) was fact-specific and insufficient to warrant review. On
January 12, 2007, the U.S. Supreme Court granted the petition for a writ of certiorari. On June 11, 2007, the
Supreme Court issued a ruling in which it reversed the trial court’s order and directed that the Watson case be
remanded and transferred back for further proceedings to the Arkansas state court where it had originally been filed.
The Court held that the Watson case did not qualify under applicable federal law for removal and transfer from the
Arkansas state court to the Arkansas federal court.

In April 2005, the Minnesota Supreme Court declined to review the trial court's class certification order in
the "lights" case Curtis v. Altria. In September 2005, the case was removed to the U.S. District Court for the
District of Minnesota, based on the Eighth Circuit's decision in Watson. In February 2006, the U.S. District Court
denied plaintiffs' motion to remand the case to state court, and the case is pending in federal court. On July 31,
2006, the court stayed all proceedings pending resolution of the appeal in Dakl (described below). In February
2007, the U.S. Court of Appeals for the Eighth Circuit issued its ruling in Dahl, and reversed the federal district
court’s denial of plaintiff’s motion to remand that case to the state trial court. Curtis continues to be stayed pending
an appeal in the Minnesota state trial court in Dahl of the dismissal of that Lights class action based on preemption.

In August 2005, the Missouri Court of Appeals, Eastern District, affirmed the class certification order in
Craft v. Philip Morris Cos. In September 2005, Philip Morris removed the case to federal court based on Watson.
In March 2006, the federal trial court granted plaintiffs' motion and remanded the case to the Missouri state trial
court. Philip Morris filed a motion for appellate review of the trial court's class certification. In May 2006, the
Missouri Supreme Court declined to review the class certification decision. A status conference is scheduled for
June 30, 2007 in the trial court.

On May 11, 2004, smokers of "Lights" cigarettes filed a purported class action suit, presently styled
Schwab v. Philip Morris USA, Inc. (but originally filed as McLaughlin et al. v. Philip Morris US4, Inc.), in the U.S.
District Court for the Eastern District of New York against the OPMs and their parent companies, Liggett and
certain other entities. Plaintiffs allege that the defendants formed an "association-in-fact" enterprise, in violation of
the federal RICO statute, to defraud the public into believing that "light" cigarettes were healthier alternatives to
regular cigarettes. Plaintiffs seek to certify a nationwide class of smokers comprising all purchasers of "light"
cigarettes manufactured by the defendants since the 1970s. Oral argument on the plaintiffs' motion for class
certification occurred on September 12, 2005. The defendants filed a motion to deny class certification and to
dismiss the complaint, asserting that the plaintiffs' request — that any determination as to damages payable to a
certified class be allocated among class members on a "fluid recovery" basis — is illegal. On November 14, 2005,
the court denied the defendants' motion, ruling that the plaintiffs' request for "fluid recovery” is not illegal and does
not require denial of class certification or dismissal of the action. The trial judge ordered several months of
additional discovery before deciding the class certification issue. On September 25, 2006, the court granted class
certification and set a trial date of January 22, 2007. On October 6, 2006, the defendants filed a petition seeking
review by the U.S. Court of Appeals for the Second Circuit of the class certification decision along with a motion to
stay that decision pending review. On October 24, 2006, the Second Circuit ordered a temporary stay of all pretrial
and trial proceedings pending the disposition of the petition for review and motion to stay. In November 2006, the
Second Circuit granted the defendants' petition for review of the class certification order. Oral arguments in the
Schwab national lights action suit have been scheduled for July 10, 2007.

In Marrone v. Philip Morris, USA, Inc., smokers of "Lights" cigarettes manufactured and sold by Philip
Morris, Inc. filed class-action complaints in an Ohio state court against Philip Morris, alleging violations of Ohio's
Consumer Sales Practices Act ("OCSPA") in that, among other allegations, Philip Morris falsely represented the
cigarettes as "light" to mislead smokers into believing that the cigarettes delivered lower tar and nicotine and
therefore were safer than their "regular” cigarette counterparts. The trial court certified a limited class of consumers
from an area of Ohio on the OCSPA claims and Philip Morris appealed. The Ohio appellate court affirmed the trial
court's judgment certifying the class. In contrast to the above "lights" cases, on June 14, 2006, the Supreme Court of
Ohio reversed the judgment of the appellate court and ruled that the plaintiffs did not meet the standard to qualify
for class-action certification under the OCSPA, concluding that the plaintiffs had not shown prior rules or court
decisions determining that conduct sufficiently similar to the alleged acts of Philip Morris constituted a deceptive act
or practice.
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Moreover, the Supreme Court of Illinois has overturned a judgment in favor of a plaintiff class in Price v.
Philip Morris Cos., Inc. (formerly known as Miles v. Philip Morris, Inc.). A Madison County Illinois state court
certified a class comprised of all residents of Illinois who purchased and consumed Cambridge Lights and Marlboro
Lights within a specified time period but who did not have a claim for personal injury resulting from the purchase or
consumption of cigarettes. The plaintiffs alleged consumer fraud claims and sought economic damages in the form
of a refund of purchase costs of the cigarettes. On March 21, 2003, after a non-jury trial, the trial court judge ruled
in favor of the plaintiffs, ordering Philip Morris to pay $10.1 billion ($7.1 billion in compensatory damages,
$3.0 billion in punitive damages) to the State of Illinois, and $1.78 billion in plaintiff lawyer fees to be paid from the
$10.1 billion. The court also stayed execution of the judgment for 30 days. After entry of the judgment on
March 21, 2003, Philip Morris had 30 days within which to file a notice of appeal. Under Illinois court rules then-
applicable, the enforcement of a trial court's money judgment may be stayed only if, among other things, an appeal
bond in an amount sufficient to cover the amount of the judgment, interest, and costs is posted by a defendant within
the 30-day period during which an appeal may be taken. With the approval of the trial court, such 30-day period
may be extended for up to an additional 15 days. The trial court judge initially set the bond at $12 billion. Because
of the difficulty of posting a bond of that magnitude, Philip Morris pursued various avenues of relief from the
$12 billion bond requirement. In April 2003, the judge reduced the amount of the appeal bond. He ordered the
bond to be secured by $800 million, payable in four equal quarterly installments beginning in September 2003, and a
pre-existing 7.0%, $6 billion long-term note from Altria Group, Inc. to Philip Morris to be placed in an escrow
account pending resolution of the case. The plaintiffs appealed the judge's order reducing the amount of the bond.
On July 14, 2003, the Illinois Fifth District Court of Appeals ruled that the trial court had exceeded its authority in
reducing the bond and ordered the trial judge to reinstate the original bond. On September 16, 2003, the Illinois
Supreme Court upheld the reduced bond set by the trial court and agreed to hear Philip Morris's appeal without the
need for intermediate appellate court review. On December 15, 2005, the Illinois Supreme Court reversed the trial
court's judgment and remanded the case to the trial court with instructions to dismiss the case in its entirety. In its
decision, the court held that the defendant's conduct alleged by the plaintiffs to be fraudulent under the Illinois
Consumer Fraud Act was specifically authorized by the Federal Trade Commission, and that the Illinois Consumer
Fraud Act specifically exempts conduct so authorized by a regulatory body acting under the authority of the U.S.
The court declined to review the case on the merits, concluding that the action was barred entirely by the Illinois
Consumer Fraud Act. The plaintiffs filed a motion asking the court to reconsider its decision, which was denied on
May 5, 2006 by the Supreme Court of Illinois. In June 2006, the Illinois Supreme Court ordered the return to Philip
Morris of approximately $2.15 billion held in escrow to secure the appeal bond and terminated Philip Morris's
obligations to pay administrative fees. The pre-existing 7.0%, $6 billion long-term note from Altria Group, Inc. to
Philip Morris was being held in escrow pending the outcome of plaintiffs' petition for writ of certiorari to the U.S.
Supreme Court, filed on October 2, 2006. On November 27, 2006, the U.S. Supreme Court denied plaintiff's
petition for certiorari. In December 2006, the trial court then entered an order of dismissal. In January 2007, the
plaintiff filed a motion to vacate the dismissal, which motion is pending. In May 2007, the state trial court judge in
the Price case asked the Illinois Fifth District Appellate Court whether he has the authority to reopen the Price case,
citing possible new evidence presented in a case pending before the U.S. Supreme Court. On May 30, 2007, Philip
Morris filed a motion to stay the Fifth District proceeding, which motion was granted by the Illinois Fifth District
Appellate Court on June 1, 2007. It has also been reported that on May 17, 2007, Philip Morris petitioned the
Illinois Supreme Court for an order that would prevent the trial court judge from reopening the Price case

According to Reynolds American, "lights" class-action cases are pending against Reynolds or Brown &
Williamson in Illinois (Turner and Howard), Missouri (Collora and Black), Minnesota (Dahl and Thompson),
Louisiana (Harper and Brown), Florida (Rios), Washington (Huntsberry), and New York (Schwab). Illinois state
courts have certified classes in Turner v. R.J. Reynolds Tobacco Co. and Howard v. Brown & Williamson. In
Turner, the state court certified a class defined as "[a]ll persons who purchased defendants' Doral Lights, Winston
Lights, Salem Lights and Camel Lights, in Illinois, for personal consumption, between the first date that defendants
sold Doral Lights, Winston Lights, Salem Lights and Camel Lights through the date the court certifies this suit as a
class action...." On June 6, 2003, Reynolds Tobacco filed a motion to stay the case pending Philip Morris's appeal
of the Price case. On July 11, 2003, the court denied the motion, and Reynolds Tobacco appealed to the Illinois
Fifth District Court of Appeals. The Court of Appeals denied this motion on October 17, 2003. On October 20,
2003, the trial judge ordered that the case be stayed for 90 days, or pending the result of the Price appeal. The order
stated that a hearing would be held at the end of the 90-day period to determine if the stay should be continued.
However, on October 24, 2003, the Illinois Supreme Court ordered an emergency stay of all proceedings pending
review by the entire Illinois Supreme Court of Reynolds Tobacco's emergency stay order request filed on
October 15, 2003. On November 5, 2003, the Illinois Supreme Court granted Reynolds Tobacco's motion for a stay
pending the court's final appeal decision in Price. The Howard case also remains stayed by order of the trial judge,
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although the plaintiffs appealed this stay order to the Illinois Fifth District Court of Appeals, which appeal was
denied on August 19, 2005. Both cases remain stayed, notwithstanding the Price decision.

On December 31, 2003, a Missouri state court judge certified a similar class in the "lights" case Collora v.
R.J. Reynolds Tobacco Co. On January 14, 2004, Reynolds Tobacco removed the case to the U.S. District Court for
the Eastern District of Missouri. On September 30, 2004, the case was remanded to the Circuit Court for the City of
St. Louis. Reynolds Tobacco removed the case once again, and on April 18, 2006, the case was remanded for the
second time to the Circuit Court for the City of St. Louis. Black v. Brown & Williamson Tobacco Corp. is another
"lights" case pending in Missouri. Brown & Williamson removed the case to the U.S. District Court for the Eastern
District of Missouri on September 23, 2005. On October 25, 2005, the plaintiffs filed a motion to remand, which
was granted on March 17, 2006. A consolidated hearing in both Black and Collora has been set for December 25,
2007. On December 22, 2006, the plaintiffs filed a motion to reassign both Black and Collora to a single general
division, which motion was granted on April 19, 2007.

In May 2005, a Minnesota state court dismissed in its entirety the "lights" case Dahl v. R.J. Reynolds
Tobacco Company, ruling that the plaintiffs' claims conflicted with the federal Cigarette Labeling and Advertising
Act. On July 11, 2005, the plaintiffs appealed. Pending appeal, Reynolds Tobacco removed the case to the U.S.
District Court for the District of Minnesota. The plaintiffs filed a motion to remand, which was denied on
February 14, 2006. On March 9, 2006, the case was transferred to the U.S. Court of Appeals for the Eighth Circuit.
On February 28, 2007, the Eighth Circuit reversed and remanded the case to the Minnesota Court of Appeals where
briefing is underway. In Thompson v. R.J. Reynolds Tobacco Co., also pending in Minnesota, Reynolds removed
the case on September 23, 2005 to the United States District Court for the District of Minnesota. On October 21,
2005, the plaintiffs filed a motion to remand, which was denied on February 14, 2006. On August 7, 2006, the
parties filed a stipulation to stay the case, pending resolution of the appeal in Dahl.

On August 31, 2005, a Louisiana federal district court ruled in a proposed class action, Sullivan v. Philip
Morris, that the Federal Cigarette Labeling and Advertising Act (FCLAA) does not preempt plaintiffs' claims of a
breach of express warranty and certain state law remedies with respect to manufacturing defects. On September 14,
2005, the same district court ruled in the proposed class action Brown v. Brown & Williamson that the FCLAA does
not preempt plaintiffs' fraudulent misrepresentation/concealment and defective product claims. Brown &
Williamson filed a petition to the U.S. Court of Appeals for the Fifth Circuit for permission to appeal, which was
granted on February 10, 2006. In February 2007, the Fifth Circuit reversed the judgment and remanded the case
with directions to dismiss all claims with prejudice. Philip Morris also filed a petition to the U.S. Court of Appeals
for the Fifth Circuit for permission to appeal the Sullivan ruling, which was granted on March 31, 2006. On
January 27, 2005, also in Louisiana, a federal judge denied the plaintiffs' motion to remand in Harper v. R.J.
Reynolds Tobacco Co. The plaintiffs appealed, and on July 17, 2006, the Fifth Circuit Court of Appeals affirmed
the district court's order.

Pending in the state of Washington is the "lights" case Huntsberry v. R.J. Reynolds Tobacco Co., in which
the plaintiffs' motion for class certification was denied on April 21, 2006. On September 18, 2006, the court denied
the plaintiffs' motion for discretionary review. The plaintiffs filed a motion to modify the ruling with the
Washington Court of Appeals on October 17, 2006, which motion was denied in December 2006. In January 2007,
plaintiffs filed a motion with the Washington Supreme Court, asking the court to review the rulings that denied their
motions for class certification, which motion was denied on March 1, 2007. The plaintiffs filed a motion to modify
the ruling of that court on April 2, 2007, which motion is set for reconsideration on June 5, 2007. Pending in Florida
is the "lights" case Rios v. R.J. Reynolds Tobacco Co., which is currently dormant pending plaintiffs' counsel's
attempt to appeal decertification in the Florida case Hines v. Philip Morris, Inc. Also pending in Florida is Rivera v.
Brown & Williamson Tobacco Corp. which was filed in October 2006 and removed by the defendant in November
2006 to the federal District Court for the Southern District of Florida.

On June 9, 2005, a proposed "lights" class action was filed in U.S. District Court for the District of New
Mexico (Mulford v. Altria Group, Inc.). Philip Morris's motions for summary judgment on preemption and
consumer protection statutory exemption grounds are pending resolution of the plaintiffs' amended motion for class
certification. On June 27, 2005, a similar class action was filed in Kansas state court against Philip Morris and its
parent, Altria (Benedict v. Altria Group, Inc). The case has been transferred to U.S. District Court for the District of
Kansas, where plaintiffs' motion for class certification and Philip Morris's motion for summary judgment are
pending. It is also reported that on August 15, 2005, three individuals filed a similar class action in the U.S. District
Court for the District of Maine against the same defendants (Good v. Altria Group, Inc.). In May 2006, the court
granted Philip Morris's motion for summary judgment on the grounds that plaintiffs' claims are preempted by the
Federal Cigarette Labeling and Advertising Act and dismissed the case. In June 2006, plaintiffs appealed to the U.S.
Court of Appeals for the First Circuit. Oral argument took place in January 2007.
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On April 3, 2002, in Deloach v. Philip Morris, a federal district court in North Carolina granted class
certification to a group of tobacco growers and quota-holders from Alabama, Florida, Georgia, North Carolina,
South Carolina, and Tennessee. The class accused cigarette manufacturers of conspiring to set prices offered for
tobacco in violation of antitrust laws. In June 2002, the defendants' petition to the Fourth Circuit Court of Appeals
seeking permission to appeal the class certification was denied. In May 2003, the plaintiffs reached a settlement
with all of the tobacco industry defendants other than Reynolds Tobacco. The settling defendants agreed to pay
$210 million to the plaintiffs, to pay plaintiffs' attorney fees of $75.3 million as set by the court and to purchase a
minimum amount of U.S. leaf for ten years. The case continued against Reynolds Tobacco. On April 22, 2004,
after the trial began, the parties settled the case. Under the settlement, Reynolds Tobacco has paid $33 million into a
settlement fund, which, after deductions for attorneys' fees and administrative costs, will be distributed to the class
pending final settlement approval. Reynolds Tobacco has also agreed to purchase a minimum amount of U.S. leaf
for the next ten years. On March 21, 2005, the court approved the settlement and dismissed the suit.

On May 23, 2001, a lawsuit was filed in the U.S. District Court for the District of Columbia styled Simms v.
Philip Morris Incorporated, which sought class action status for millions of youths who began smoking cigarettes
before they were legally allowed to buy cigarettes. Plaintiffs sought to recover moneys that underage smokers spent
on cigarettes before they were legally allowed to buy cigarettes, whether or not they have suffered health problems,
and/or profits the tobacco manufacturers have earned from sales to children. The lawsuit alleged that tobacco
manufacturers concealed the addictive nature of cigarettes and concealed the health risks of smoking in their
advertising. In February 2003, the court denied plaintiffs' motion for class certification. The plaintiffs have filed
several motions for reconsideration of the order denying class certification, which motions were denied in December
2006. The case has been stayed pending resolution of the U.S. Department of Justice case described below under "—
Healthcare Cost Recovery Lawsuits".

On January 19, 2006, a lawsuit styled Caronia v. Philip Morris USA, Inc. was filed in the U.S. District
Court for the Eastern District of New York to require Philip Morris to pay for low dose CAT scans (on an annual
basis) for a class of smokers over the age of 50 who have been smoking at least a pack of Marlboro a day for 20
years and have not been diagnosed with lung cancer. Philip Morris filed its answer on March 16, 2006. On
November 3, 2006, plaintiffs filed a Third Amended Complaint, which Philip Morris answered on November 13,
2006. Class certification discovery ended in February 2007, and briefing was due in April. A similar lawsuit, styled
Donovan, et al. v. Philip Morris USA, Inc. et al., was filed on March 2, 2007 in the United States District Court in
Massachusetts.

On December 2006, a lawsuit styled Espinosa, et al. v. Philip Morris USA, Inc. et al. was filed in the Cook
County, Illinois circuit court on behalf of individuals from throughout Illinois and/or the United States who
purchased cigarettes manufactured by certain defendants from 1996 through the date of any judgment in plaintiffs’
favor. Excluded from the class are any individuals who allege personal injury or healthcare costs. The complaint
alleges, among other things, that defendants were negligent and violated the Illinois consumer fraud statute by
certain defendants’ steadily and purposefully increasing the nicotine level and absorption of their cigarettes into the
human body, including the brands most popular with young people and minorities. On January 12, 2007, Philip
Morris removed the case to the United States District Court for the Northern District of Illinois. In March 2007, the
District Court rejected plaintiffs’ motion to remand the case to the Circuit Court of Cook County. Philip Morris’
motion to dismiss the action is pending.

Individual Plaintiffs' Lawsuits. The MSA does not release PMs from liability in individual plaintiffs' cases.
Numerous cases have been brought by individual plaintiffs who allege that their cancer or other health effects have
resulted from their use of cigarettes, addiction to smoking, or exposure to environmental tobacco smoke. Individual
plaintiffs' allegations of liability are based on various theories of recovery, including but not limited to, negligence,
gross negligence, strict liability, fraud, misrepresentation, design defect, failure to warn, breach of express and
implied warranties, breach of special duty, conspiracy, concert of action, restitution, indemnification, violations of
deceptive trade practice laws and consumer protection statutes, and claims under federal and state RICO statutes.
The tobacco industry has traditionally defended individual health and smoking lawsuits by asserting, among other
defenses, assumption of risk and/or comparative fault on the part of the plaintiff, as well as lack of proximate cause.

Altria has reported that as of May 1, 2007, there were approximately 183 individual plaintiff smoking and
health cases and 11 smoking and health class actions and aggregated claims pending in the U.S. against it (many of
which cases include other tobacco industry defendants), including 928 cases pending before a single West Virginia
state court in a consolidated proceeding. In addition, approximately 2,623 additional individual cases (referred to
herein as the Broin Il cases) are pending in Florida by individual current and former flight attendants claiming
personal injury allegedly related to ETS in airline cabins. The individuals in the Broin II cases are limited by the
settlement of a previous class action lawsuit, Broin v. Philip Morris (known as Broin I), to the recovery of
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compensatory damages only, and are precluded from seeking or recovering punitive damages. As a result of the
settlement, however, the burden of proof as to whether ETS causes certain illnesses such as lung cancer and
emphysema was shifted to the tobacco industry defendants. To date, seven individual Broin II flight attendant cases
have gone to trial, one of which has resulted in a jury verdict against the tobacco industry defendants. The
defendants' appeal in that case is pending. See also "Class Action Lawsuits," above.

In the last ten years, juries have returned verdicts in individual smoking and health cases against the
tobacco industry, including one or more of the PMs. Thus far, a number of those cases have resulted in significant
verdicts against the defendants — some have been appealed, some have been overturned, and others have been
affirmed.

By way of example only, and not as an exclusive or complete list, the following individual matters are
illustrative of individual cases.

e In February 1999, a California jury in Henley v. Philip Morris awarded $1.5 million in compensatory
damages and $50 million in punitive damages. The award was subsequently reduced by the trial
judge to $25 million in punitive damages, and both Philip Morris and the plaintiff appealed. In
September 2003, a California Court of Appeal further reduced the punitive damage award to
$9 million, but otherwise affirmed the judgment for compensatory damages, and Philip Morris
appealed to the California Supreme Court. In September 2004, the California Supreme Court
dismissed Philip Morris's appeal. In October 2004, the California Court of Appeal issued an order
allowing the execution of the judgment. In December 2004, Philip Morris filed with the U.S.
Supreme Court a petition for a writ of certiorari. On March 21, 2005, the U.S. Supreme Court denied
Philip Morris's petition. Philip Morris subsequently satisfied the judgment, paying $1.5 million in
compensatory damages, $9 million in punitive damages and $6.4 million in accumulated interest.

e In March 1999, an Oregon jury in Williams-Branch v. Philip Morris awarded $821,500 in actual
damages and $79.5 million in punitive damages. The trial judge subsequently reduced the punitive
damages award to $32 million, but the reduction was overturned and the full amount of the punitive
damages award was reinstated by the Oregon Court of Appeals. The Oregon Supreme Court declined
to review the reinstated punitive damage award and Philip Morris petitioned the U.S. Supreme Court
for further review. In October 2003, the U.S. Supreme Court set aside the Oregon appellate court's
ruling and directed the Oregon court to reconsider the case in light of State Farm v. Campbell. In
June 2004, the Oregon Court of Appeals reinstated the punitive damages award. In December 2004,
the Oregon Supreme Court granted Philip Morris's petition for review of the case. On February 2,
2006, the Oregon Supreme Court affirmed the Court of Appeals decision, holding that the punitive
damage award does not violate the due process guarantees of the U.S. Constitution. On March 30,
2006, Philip Morris filed a petition for certiorari review with the U.S. Supreme Court challenging the
ruling of the Oregon Supreme Court as a violation of the principles set forth in State Farm v.
Campbell regarding the permissible size of punitive damage awards relative to compensatory damage
awards. The U.S. Supreme Court granted Philip Morris's petition for review in May 2006, and oral
argument was heard on October 31, 2006. On February 20, 2007, the U.S. Supreme Court ruled that a
punitive damage award may not be based on a jury's desire to punish a defendant for harming persons
who were not parties to the case in question and held that such an award would amount to an
unconstitutional taking of property from a defendant without due process. The Court vacated the
judgment of the Oregon Supreme Court and remanded the case for further proceedings not
inconsistent with its opinion.

e In April 1999, a Maryland jury in Connor v. Lorillard awarded $2.225 million in damages. An
appellate court has remanded the case for a determination of the date of injury to determine whether a
statutory cap on non-economic damages applies.

e In March 2000, a California jury in Whiteley v. Raybestos-Manhattan, Inc. returned a verdict in favor
of the plaintiff and found the defendants, including Philip Morris and Reynolds Tobacco, liable for
negligent product design and fraud, and awarded $1.72 million in compensatory damages and
$20 million in punitive damages. Both damage awards were upheld by the trial judge, who denied the
defendants' post-verdict challenge. The defendants appealed the verdict. In April 2004, the California
Court of Appeal reversed the judgment and remanded the case for a new trial. The plaintiff's motion
for rehearing was denied on April 29, 2004. In May 2006, the plaintiff filed an amended consolidated
complaint. In September 2006, the trial court granted the plaintiff's motion for a preferential trial date
and trial began on January 22, 2007. On May 2, 2007, the jury awarded plaintiffs $2.5 million in
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compensatory damages against Philip Morris and the other defendant in the case. The jury also found
that plaintiffs are entitled to punitive damages against the other defendant, but not Philip Morris, in an
amount to be determined in a later phase of the trial. Philip Morris has stated it intends to seek review
of the compensatory damage verdict.

In October 2000, a Tampa, Florida jury in Jones v. R.J. Reynolds Tobacco Co. found Reynolds
Tobacco liable for negligence and strict liability and returned a verdict in favor of the widower of a
deceased smoker, awarding approximately $200,000 in compensatory damages; the jury rejected the
plaintiff's conspiracy claim and did not award punitive damages. Reynolds Tobacco filed a motion
for judgment notwithstanding the verdict, or, in the alternative, for a new trial. On December 28,
2000, the court granted the motion for a new trial and on August 30, 2002 the Second District Court
of Appeal of Florida affirmed the decision to grant a new trial. The plaintiff has filed for permission
to appeal to the Florida Supreme Court. On December 9, 2002, the Supreme Court of Florida issued
an order to show cause as to why Jones's notice of appeal should not be treated as a notice to invoke
discretionary jurisdiction. On April 27, 2005 the Florida Supreme Court denied the plaintiff's notice
of appeal without prejudice. On May 25, 2005 the plaintiff served an amended notice of intent to
invoke discretionary jurisdiction. On August 31, 2005, the Florida Supreme Court denied review for
lack of jurisdiction. On April 20, 2006, the plaintiff voluntarily dismissed all claims against Reynolds
Tobacco.

In November 2000, the Supreme Court of Florida reinstated the verdict by a Florida jury in Carfer v.
Brown & Williamson Tobacco Corporation to award $750,000 in damages to the plaintiff. In 1996,
the jury had found that cigarettes were a defective product and that B&W was negligent for not
warning people of the danger, but an appeals court reversed this decision. In March 2001, the
plaintiff received slightly over $1 million from a trust account that contained the $750,000 jury award
plus interest and became the first smoker to be paid by a tobacco company in an individual lawsuit.
On June 29, 2001, the U.S. Supreme Court denied B&W's petition for a writ of certiorari, thus leaving
the jury verdict intact.

In March 2001, a Massachusetts lower court in Haglund v. Philip Morris dismissed, without factual
inquiries, a claim brought on behalf of a deceased smoker for breach of implied warranty of
merchantability, based upon the applicability of a defense as to "unreasonable" use of the product by
the smoker and the stipulation by the plaintiff that the defendant would prevail if the defense was
made applicable. In May 2006, the Massachusetts Supreme Judicial Court, in reversing and
remanding the case for further factual proceedings as to reasonableness of use, noted that such defense
will not be available in most cases involving the manufacture and sale of cigarettes, but will only be
available in situations where the plaintiff has acted so overwhelmingly unreasonable that imposing
liability would be unfair.

In June 2001, in Boeken v. Philip Morris Incorporated, a California state court jury found against
Philip Morris on all six claims of fraud, negligence and making a defective product alleged by the
plaintiff. The jury awarded the plaintiff $5.5 million in compensatory damages and $3 billion in
punitive damages. The $3 billion punitive damages award was reduced to $100 million post-trial.
Philip Morris appealed. In September 2004, the California Second District Court of Appeal further
reduced the punitive damage award to $50 million, but otherwise affirmed the judgment entered in the
case. In October 2004 the Court of Appeal granted the parties' motions for rehearing and, in
April 2005, reaffirmed the amount of the September 2004 ruling. On August 10, 2005, the California
Supreme Court denied Philip Morris's request for review. Philip Morris and the plaintiff petitioned
the U.S. Supreme Court for review. Plaintiff agreed not to execute on the judgment pending the
disposition of Philip Morris's petition. On March 20, 2006, the U.S. Supreme Court denied all parties'
petitions for review. After exhausting all appeals, Philip Morris paid approximately $82.5 million
(including interest of approximately $27 million) to the plaintiffs.

In December 2001, a Florida state court jury awarded the plaintiff $165,000 in compensatory damages
but no punitive damages in Kenyon v. R.J. Reynolds Tobacco Co. Reynolds Tobacco appealed to the
Second District Court of Appeal of Florida, which, on May 30, 2003, affirmed per curium (that is,
without writing an opinion) the trial court's judgment in favor of the plaintiff. Reynolds Tobacco paid
$196,000, which represents the amount of the judgment plus accrued interest, in order to pursue
further appeals. On September 5, 2003, Reynolds Tobacco petitioned the Florida Supreme Court to
require the Second District Court of Appeal to write an opinion. On April 22, 2004, the Florida
Supreme Court denied the petition. On January 26, 2004, the U.S. Supreme Court denied Reynolds
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Tobacco's petition for a writ of certiorari, thus leaving the jury verdict intact. Reynolds Tobacco
subsequently paid approximately $1.3 million in attorneys' fees to the plaintiff's counsel.

In February 2002, a federal jury in Kansas City awarded $198,000 in compensatory damages to a
former smoker in Burton v. R.J. Reynolds Tobacco Co. The jury also determined that punitive
damages were appropriate and, after a separate hearing was held to address that issue, the court
awarded the plaintiff $15 million in punitive damages. On February 9, 2005, the U.S. Court of
Appeals for the Tenth Circuit upheld the compensatory damages award, but unanimously reversed the
award of punitive damages in its entirety. On May 17, 2005, the District Court entered a second
amended judgment for $196,416 plus interest and costs. On June 17, 2005, Reynolds Tobacco paid
the judgment.

In March 2002, a Portland, Oregon jury awarded approximately $168,500 in compensatory damages
and $150 million in punitive damages to the family of a light cigarette smoker in Schwarz v. Philip
Morris Incorporated. The trial judge subsequently reduced the punitive damages awarded to
$100 million. Philip Morris and the plaintiffs appealed this judgment. In May 2006, the Oregon
Court of Appeals affirmed the compensatory damages verdict and reversed the award of punitive
damages and remanded the case to the trial court for a second trial to determine the amount of
punitive damages, if any. In June 2006, plaintiffs filed a petition to the Oregon Supreme Court to
review the portion of the Oregon Court of Appeals decision reversing the punitive damages and
remanding the case for a new trial on punitive damages. In October 2006, the Oregon Supreme Court
announced that it would hold this petition in abeyance until the U.S. Supreme Court decides the
Williams case described above. In February 2007, the U.S. Supreme Court vacated the punitive
damages judgment in the Williams case and remanded the case to the Oregon Supreme Court for
proceedings consistent with its decision. The parties have submitted their briefs to the Oregon
Supreme Court setting forth their respective views on how the Williams decision impacts the plaintiffs
pending petition for review.

In June 2002, in Lukacs v. Philip Morris, Inc., a Florida jury awarded a smoker $37.5 million in
compensatory damages against Philip Morris and other defendants. In March 2003, the trial court
reduced the damages award to $24.9 million. The court has not yet entered the judgment in the jury
verdict. In January 2007, defendants petitioned the trial court to set aside the jury's verdict and
plaintiff filed a motion for entry of judgment. Philip Morris has stated it intends to appeal if a
judgment is entered in this case.

In September 2002, in Figueroa-Cruz v. R.J. Reynolds Tobacco Co., a Puerto Rico jury awarded two
sons of a deceased smoker $500,000 each. The trial judge vacated one of the awards on statute of
limitations grounds, and granted Reynolds Tobacco's motion for judgment as a matter of law on the
other award on October 9, 2002. On October 28, 2003, the U.S. Court of Appeals for the First Circuit
affirmed the trial court's ruling. The plaintiffs' petition for a writ of certiorari was denied by the U.S.
Supreme Court in November 2004.

In October 2002, in Bullock v. Philip Morris, Inc., a Los Angeles, California jury awarded a smoker
$850,000 in compensatory damages. In October 2002, the same jury awarded the plaintiff $28 billion
in punitive damages. In December 2002, the trial judge reduced the punitive damage award to
$28 million. Philip Morris and the plaintiff each appealed and the appeal was argued on January 18,
2006. On April 21, 2006, the California Court of Appeal, Second Appellate District, Division Three,
upheld the $28 million punitive damages award. In August 2006, the California Supreme Court
denied the plaintiff's petition to overturn the trial court's reduction in the punitive damage award and
granted Philip Morris's petition for review challenging the punitive damage award, with further action
deferred pending the U.S. Supreme Court's decision on punitive damages in the Williams case
described above. In February 2007, the U.S. Supreme Court vacated the punitive damages judgment
in Williams and remanded the case to the Oregon Supreme Court for proceedings consistent with its
decision. Parties to the appeal in Bullock have requested that the court establish a briefing schedule on
the merits of the pending appeal.

In April 2003, in Eastman v. Philip Morris, a Florida jury awarded a smoker $3.26 million in
damages, after reducing the award to reflect the plaintiff's partial responsibility. Defendants Philip
Morris and B&W appealed to the Second District of Florida Court of Appeal. In May 2004, the
Second District Court of Appeal rejected the appeal in a per curium decision (that is, without a written
opinion). The defendants' petition for a written opinion and rehearing was denied on October 14,
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2004, and that ruling is not subject to review by the Florida Supreme Court. On October 29, 2004,
Philip Morris and Reynolds Tobacco, due to their obligation to indemnify B&W, satisfied their
respective portions the judgment.

In May 2003, in Boerner v. Brown & Williamson, an Arkansas jury awarded the plaintiff $15 million
in punitive damages and $4 million in compensatory damages. Following a series of appeals, on
January 7, 2005, the U.S. Court of Appeals for the Eighth Circuit affirmed the trial court's May 2003
judgment, but reduced the punitive damages award to $5 million. Reynolds Tobacco, due to its
obligation to indemnify B&W, satisfied the approximately $9.1 million judgment on February 16,
2005.

In November 2003, in Thompson v. Philip Morris, Inc., a Missouri jury returned a split verdict,
awarding approximately $1.6 million in compensatory damages to the plaintiff and an additional
$500,000 in damages to his wife. The jury apportioned 40% of fault to Philip Morris, 10% of fault to
B&W and the remaining 50% to the plaintiff. Accordingly, under Missouri law, the court must
reduce the damages award by half. On March 8, 2004, the defendants appealed to the Missouri Court
of Appeals for the Western District, which affirmed the judgment entered in favor of the plaintiffs on
August 22, 2006. On September 26, 2006, the Court of Appeals denied the defendants' motion to
transfer the case to the Missouri Supreme Court. The defendants filed an application to transfer in the
Missouri Supreme Court on October 10, 2006, and on December 19, 2006, the application was
denied. In January 2007, Philip Morris and Reynolds Tobacco paid approximately $1.1 million and
$268,100, respectively, in judgment and interest to the plaintiff.

In December 2003, in Frankson v. Brown & Williamson, a New York jury awarded the plaintiff
$350,000 in compensatory damages and $20 million in punitive damages. On June 22, 2004, the trial
judge granted a new trial unless the parties agree to an increase in compensatory damages to $500,000
and a decrease in punitive damages to $5 million. On January 21, 2005, the plaintiff stipulated to the
court's reduction in the amount of punitive damages. The defendants' appeal was denied by the
appellate division in July 2006. On August 4, 2006, the defendants filed a motion for rehearing, or, in
the alternative, for leave to appeal to the New York Court of Appeals. That motion was denied on
October 5, 2006. The defendants' motion to stay entry and enforcement of the final judgment pending
further appeal was granted in January 2007 and the defendants also appealed the judgment that same
month. Judgment was entered against the defendants on March 7, 2007 and they have filed a notice
of appeal. The appeals will be considered.

In April 2004, a Florida jury returned a verdict in favor of the plaintiff in Davis v. Liggett Group, Inc.,
awarding a total of $540,000 in actual damages. In addition, the jury awarded legal fees of $752,000.
The jury did not award punitive damages. Liggett has appealed.

In October 2004, in Arnitz v. Philip Morris, Inc., a Florida jury returned a verdict in favor of the
plaintiff, who claims that as a result of his smoking he developed lung cancer and emphysema. The
jury awarded a total of $240,000 in compensatory damages. Philip Morris, the sole defendant in the
case, appealed to the Florida Second District Court of Appeals. In July 2006, the appellate court
affirmed the judgment of the trial court. In September 2006, the appellate court denied Philip Morris's
motion for rehearing. Philip Morris subsequently filed a motion to stay the issuance of the mandate
with the appellate court. On October 6, 2006, the appellate court denied this motion, and the mandate
was issued. On October 16, 2006, Philip Morris paid $1,094,352 in judgment, interest, and attorneys'
fees. On October 19, 2006, Philip Morris filed a petition for discretionary review with the Florida
Supreme Court. The petition was denied on December 20, 2006.

In February 2005, in Smith v. Brown & Williamson, a Missouri state court jury returned a split verdict,
finding in favor of the defendant on counts of fraudulent concealment and conspiracy and in favor of
the plaintiffs on a negligence count. The jury awarded the plaintiffs $500,000 in compensatory
damages and $20 million in punitive damages. On March 10, 2003, the defendant filed a motion for
judgment notwithstanding the verdict or, in the alternative, for a new trial. On May 23, 2005, the trial
court denied defendant's motion, and on June 1, 2005, the defendant appealed. Oral argument
occurred on October 5, 2006, and a decision is pending.

In March 2005, in Rose v. Philip Morris, a New York jury awarded $3.42 million in compensatory

damages against B&W and Philip Morris. On August 18, 2005, B&W filed a notice of appeal.

Pursuant to its agreement to indemnify B&W, on February 7, 2006, Reynolds Tobacco posted a

supersedeas bond in the approximate amount of $2.058 million. The jury also returned a punitive
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damages award totaling $17.1 million against Philip Morris. In December 2005, Philip Morris's post-
trial motions challenging the verdict were denied by the trial court. Philip Morris has appealed. Oral
argument occurred on December 12, 2006, and a decision is pending.

e  Also in March 2005, the Ninth Circuit Court of Appeals referred the case Grisham v. Philip Morris to
the California Supreme Court to determine the statute of limitations in tobacco cases, noting an
inconsistency in federal and California state law. The plaintiff, who was diagnosed with severe
periodontal disease caused by toxins in cigarette smoke, alleged that Philip Morris and Brown &
Williamson deceived her for four decades about the safety of their products. The case had reached the
Ninth Circuit after a Los Angeles federal court dismissed the case as being time-barred. On
December 6, 2006, the California Supreme Court heard arguments regarding whether long-term
smokers who relied on manufacturers' false safety claims are required to file suit when health
problems emerge or much earlier, when smokers realize they are addicted. On February 15, 2007, the
California Supreme Court ruled that such smokers need not have filed suit when they realized they
were addicted, thus permitting the Grisham lawsuit to proceed in federal court in California.

In August 2002, the California Supreme Court issued a decision limiting evidence of wrongdoing between
1988 and 1998 by tobacco companies. One OPM has reported that this decision worked to the advantage of the
tobacco industry defendants in the Whiteley case, and it believes that it will have a favorable impact for tobacco
industry defendants in other California cases, both at the trial court level and on appeal.

Healthcare Cost Recovery Lawsuits. In certain pending proceedings, domestic and foreign governmental
entities and non-governmental plaintiffs, including Native American tribes, insurers and self-insurers such as Blue
Cross and Blue Shield plans, hospitals and others, are seeking reimbursement of healthcare cost expenditures
allegedly caused by tobacco products and, in some cases, of future expenditures and damages as well. Relief sought
by some but not all plaintiffs includes punitive damages, multiple damages and other statutory damages and
penalties, injunctions prohibiting alleged marketing and sales to minors, disclosure of research, disgorgement of
profits, funding of anti-smoking programs, additional disclosure of nicotine yields, and payment of attorney and
expert witness fees. The PMs are exposed to liability in these cases, because the MSA only settled healthcare cost
recovery claims belonging to the Settling States. Altria has reported that as of May 1, 2007, there were three
healthcare cost recovery actions pending against Philip Morris in the U.S. For example, on August 4, 2005, a
national senior citizens' organization filed a lawsuit (United Senior Association, Inc. v. Philip Morris Inc., et al.) in
Boston against cigarette manufacturers under the federal "Medicare as Secondary Payer" statute, which permits
Medicare beneficiaries or others to bring actions on behalf of Medicare to recover healthcare costs paid by Medicare
for which another party may be liable. The plaintiffs are reportedly seeking to recover more than $60 billion in
alleged Medicare spending on treatment of smoking related illnesses since August 4, 1999. On October 24, 2005,
the defendants filed a motion to dismiss, or, in the alternative, to transfer the case to the U.S. District Court for the
Middle District of Florida, where a similar lawsuit involving Medicare payments in Florida was dismissed on
July 26, 2005. The Boston lawsuit reportedly does not seek to recover Medicare payments in Florida. On
August 28, 2006, the defendants' motion to dismiss was granted. On September 7, 2006, the plaintiffs filed a notice
of appeal with the U.S. Court of Appeals for the First Circuit.

The claims asserted in the healthcare cost recovery actions include the equitable claim that the tobacco
industry was "unjustly enriched" by plaintiffs' payment of healthcare costs allegedly attributable to smoking, the
equitable claim of indemnity, common law claims of negligence, strict liability, breach of express and implied
warranty, violation of a voluntary undertaking or special duty, fraud, negligent misrepresentation, conspiracy, public
nuisance, claims under federal and state statutes governing consumer fraud, antitrust, deceptive trade practices and
false advertising, and claims under federal Racketeer Influenced and Corrupt Organizations Act ("RICO") and
parallel state statutes.

Defenses raised include lack of proximate cause, remoteness of injury, failure to state a valid claim, lack of
benefit, adequate remedy at law, "unclean hands" (namely, that plaintiffs cannot obtain equitable relief because they
participated in, and benefited from, the sale of cigarettes), lack of antitrust standing and injury, federal preemption,
lack of statutory authority to bring suit, and statutes of limitations. In addition, defendants argue that they should be
entitled to "set off" any alleged damages to the extent the plaintiff benefits economically from the sale of cigarettes
through the receipt of excise taxes or otherwise. Defendants also argue that these cases are improper because
plaintiffs must proceed under principles of subrogation and assignment. Under traditional theories of recovery, a
payor of medical costs (such as an insurer) can seek recovery of healthcare costs from a third party solely by
"standing in the shoes" of the injured party. Defendants argue that plaintiffs should be required to bring any actions
as subrogees of individual healthcare recipients and should be subject to all defenses available against the injured

party.
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Although there have been some decisions to the contrary, most courts that have decided motions in these
cases have dismissed all or most of the claims against the industry. In addition, eight federal Courts of Appeals (the
Second, Third, Fifth, Seventh, Eighth, Ninth, Eleventh, and District of Columbia Circuits), as well as California,
Florida, New York, and Tennessee intermediate appellate courts, relying primarily on grounds that plaintiffs' claims
were too remote, have affirmed dismissals of, or reversed trial courts that had refused to dismiss, healthcare cost
recovery actions. The U.S. Supreme Court has refused to consider plaintiffs' appeals from the cases decided by the
U.S. Courts of Appeals for the Second, Third, Fifth, Ninth, and District of Columbia Circuits.

A number of foreign governmental entities have filed suit in state and federal courts in the U.S. against
tobacco industry defendants to recover funds for healthcare and medical and other assistance paid by those foreign
governments to their citizens. Such suits have been brought in the U.S. by 13 countries, a Canadian province, 11
Brazilian states and 11 Brazilian cities. All of these suits have been dismissed. In addition to these cases brought in
the U.S., healthcare cost recovery actions have also been brought in Israel, the Marshall Islands (where the suit was
dismissed), Canada and France. In September 2003, the case pending in France was dismissed and the plaintiff has
appealed. Other governmental entities have stated that they are considering filing such actions. On September 29,
2005, the Supreme Court of Canada upheld legislation passed in 1998 by the province of British Columbia allowing
the provincial government to seek damages from tobacco companies for healthcare costs incurred during the past 50
years, as well as for future illness-related expenses in connection with tobacco use. The legislation also lightens the
required burden of proof and curtails certain traditional defenses in civil suits. Other provinces are reported to have
already adopted or are expected to adopt similar legislation. See discussion of HHCR Act, below.

In September 1999, the U.S. government filed a lawsuit in the U.S. District Court for the District of
Columbia against the OPMs, certain related parent companies and two tobacco industry research and lobbying
organizations, seeking medical cost recovery for federal funds spent to treat alleged tobacco-related illnesses and
asserting violation of RICO. In September 2000, the trial court dismissed the government's medical cost recovery
claims, but permitted discovery to proceed on the government's claims for relief under RICO. The government
alleged that disgorgement by defendants of approximately $280 billion is an appropriate remedy. In May 2004, the
court issued an order denying defendants' motion for partial summary judgment limiting the disgorgement remedy.
In June 2004, the trial court certified that order for immediate appeal, and in July 2004, the U.S. Court of Appeals
for the District of Columbia agreed to hear the appeal on an expedited basis. On February 4, 2005, the appeals
court, in a 2-1 decision, ruled that disgorgement is not an available remedy in this case. This ruling eliminated the
government's claim for $280 billion and limits the government's potential remedies principally to forward-looking
relief, including funding for anti-smoking programs. The government appealed this ruling to seek a rehearing en
banc. On April 20, 2005, the appeals court denied the government's appeal. On July 18, 2005, the government
appealed the ruling with regard to the $280 billion disgorgement decision to the U.S. Supreme Court. On
October 17, 2005 the U.S. Supreme Court, without comment, denied the appeal.

In addition to the claim for disgorgement, the government sought relief consisting of, among other things:
(1) prohibitory injunctions (including prohibitions on committing acts of racketeering, making false or misleading
statements about cigarettes, and on youth marketing); (2) disclosure of documents concerning the health risks and
addictive nature of smoking, the ability to develop less hazardous cigarettes and youth marketing campaigns;
(3) mandatory corrective statements about the health risks of smoking and the addictive properties of nicotine in
future marketing campaigns; and (4) funding of remedial programs (including research, public education campaigns,
medical monitoring programs, and smoking cessation programs). The trial phase of the case concluded on June 9,
2005. In its closing argument and submissions, the government requested that the tobacco industry be required to
fund an up to ten-year, $14 billion smoking cessation program. The government reportedly also asked the court to
appoint a lawyer as monitor with power to order the defendants to sell off their research and development facilities
related to developing so-called safer cigarettes. The monitor would also have power to review the business policies
of the defendants. The government also reportedly requested that restrictions be placed on the defendants' ability to
sell their cigarette businesses and that the defendants be compelled to run public advertisements regarding the
dangers of smoking. The defendants filed a motion to dismiss the government's request for the $14 billion award,
arguing that the award was barred by the February 4, 2005 appellate decision. On July 22, 2005, the District Court
judge granted the motion made under Federal Rule of Civil Procedure 24 by six public interest groups to intervene
in this action for the very limited purpose of being heard on the issue of permissible and appropriate remedies in this
case, should the government prevail on its claims with respect to smoking cessation programs. On August 15, 2005,
the parties filed their proposed findings of fact. Post-trial briefing was completed on October 9, 2005. In
August 2006, the District Court entered judgment in favor of the government, finding the defendants liable for the
RICO claims, but imposing no direct financial penalties on the defendants, instead ordering the defendants to make
certain "corrective communications" in a variety of media and enjoining the defendants from using certain brand
descriptors. Both parties appealed — the defendants filed on September 11, 2006, and the government filed on
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October 16, 2006. In March 2007, the trial court denied defendants’ post-trial motion for clarification of those
portions of the court’s remedial order prohibiting defendants from making certain statements to consumers about
their products both within and outside the United States, but granted defendants’ post-trial motion for clarification
that the court’s remedial order requiring corrective statements on display at retail points of sale do not apply outside
the United States. The defendants have filed amended notices of appeal. The District Court’s stay of the proceedings
remains in effect pending appeal to the Court of Appeals.

In January of 2001, the Canadian Province of British Columbia enacted the Damages and Healthcare Costs
Recovery Act (the "HCCR Act"). The HCCR Act authorizes an action by the government of British Columbia
against a manufacturer of tobacco products for the recovery by the government of the present value of past and
reasonably expected future healthcare expenditures incurred by the government in treating British Columbians with
diseases caused by exposure to tobacco products, where such exposure was caused by a manufacturer's tort in
British Columbia or a breach of a duty owed to persons in British Columbia. The HCCR Act allows the government
to bring such action for expenditures related to a particular individual or on an aggregate basis for a population of
persons. In an action brought on an aggregate basis, the Act does not require the government identify a particular
person or to prove particular injury, healthcare costs or causation of harm with respect to any particular person.
Where the government proves in an aggregate claim with respect of a type of tobacco product that a manufacturer
breached a legal duty owed to persons who have been or might become exposed to the tobacco product and that
exposure to the tobacco product can cause or contribute to a disease, the court is required to presume that: (1) the
population of persons who were exposed to the tobacco product would not have been exposed to the product but for
the breach of duty; and (2) such exposure caused or contributed to disease or risk of disease in such population of
persons. In such cases, the court is required to determine on an aggregate basis the cost of healthcare benefits
provided after the date of the breach of duty and to assess liability among defendants based on the proportion of the
aggregate cost equal to each defendant's market share in the type of tobacco product. Statistical information and
information derived from epidemiological and other relevant studies is admissible as evidence under the HCCR Act
to establish causation and for quantifying damages in an action brought by the government under the HCCR Act or
in an action brought by a class of persons under Canada's class action statute.

Subsequently to the enactment of the HCCR Act, the government of British Columbia brought an action
under the HCCR Act against certain foreign and domestic tobacco manufacturers, including Philip Morris
International, a subsidiary of Altria. The defendants challenged the constitutionality of the HCCR Act, and in a
decision dated June 5, 2003, British Columbia's trial level court held that the HCCR Act was unconstitutional as
exceeding the territorial jurisdiction of the Province. On appeal, British Columbia's highest court reversed the lower
court in a decision dated May 20, 2004, holding that the HCCR Act was constitutional. The matter was appealed to
the Canadian Supreme Court, Canada's highest court. By a unanimous decision dated September 29, 2005 the
Canadian Supreme Court affirmed the lower court, holding that the HCCR Act was constitutional. In the decision,
the court also vacated the stay of proceedings and the action was allowed to continue. On September 15, 2006, the
British Columbia Court of Appeal unanimously ruled that the foreign defendants served ex juris are subject to
British Columbia law, allowing the government to proceed with its lawsuit against them. On November 10, 2006,
the ex juris defendants applied for leave to appeal the judgment to the Supreme Court of Canada. On April 5, 2007,
the Supreme Court of Canada dismissed the defendants' application. While the judgment only applies to British
Columbia, it is expected that other provincial governments may follow suit. It has been reported that Newfoundland
has enacted, and Saskatchewan and Nova Scotia are considering enacting, legislation similar to the HCCR Act.

Other Tobacco-Related Litigation. The tobacco industry is also the target of other litigation. By way of
example only, and not as an exclusive or complete list, the following are additional tobacco-related litigation:

e Asbestos Contribution Cases. These cases, which have been brought against cigarette manufacturers
on behalf of former asbestos manufacturers, their personal injury settlement trusts and insurers, seek,
among other things, contribution or reimbursement for amounts expended in connection with the
defense and payment of asbestos claims that were allegedly caused in whole or in part by cigarette
smoking. Two of the cases were dismissed.

e  Cigarette Price-Fixing Cases. According to one OPM, as of May 1, 2007, there were two cases
pending against domestic cigarette manufacturers in Kansas (Smith v. Philip Morris) and New Mexico
(Romero v. Philip Morris), alleging that defendants conspired to fix cigarette prices in violation of
antitrust laws. The plaintiffs' motions for class certification have been granted in both cases. In
February 2005, the New Mexico Court of Appeals affirmed the class certification decision in the
Romero case. On April 19, 2005, the defendants filed motions for summary judgment. In June 2006,
the court granted defendant's motion, and the plaintiffs appealed on August 14, 2006. In the Smith
case, on July 14, 2006, the court issued an order confirming that fact discovery is closed, except for
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such privilege issues that the court determines, based on a Special Master's report, justify further
limited fact discovery. Expert discovery, as necessary, will begin in early 2007.

Cigarette Contraband Cases. In May 2001 and August 2001, various governmental entities of
Colombia, the European Community and ten member states filed suits in the U.S. against certain PMs,
alleging that defendants sold to distributors cigarettes that would be illegally imported into various
jurisdictions. The claims asserted in these cases include negligence, negligent misrepresentation,
fraud, unjust enrichment, violations of RICO and its state-law equivalents and conspiracy. Plaintiffs
in these cases seek actual damages, treble damages and undisclosed injunctive relief. In
February 2002, the trial court granted defendants' motions to dismiss all of the actions. Plaintiffs in
each case have appealed. In January 2004, the U.S. Court of Appeals for the Second Circuit affirmed
the dismissals of the cases. In April 2004, plaintiffs petitioned the U.S. Supreme Court for further
review. The European Community and the 10 member states moved to dismiss their petition in
July 2004 following an agreement entered into among Philip Morris, the European Commission and
10 member states of the European Community. The terms of this cooperation agreement provide for
broad cooperation with European law enforcement agencies on anti-contraband and anti-counterfeit
efforts and resolve all disputes between the parties on these issues. In May 2005, the U.S. Supreme
Court granted the petitions for review, vacated the judgment of the Second Circuit Court of Appeals
and remanded the case to that court for further review in light of the Supreme Court's recent decision
in U.S. v. Pasquantino. On September 13, 2005, the Second Circuit Court of Appeals found that
Pasquantino was inapplicable to the case and affirmed its earlier decision that the revenue rule bars
foreign sovereigns' civil claims for recovery of lost tax revenue and law enforcement costs related to
cigarette smuggling. In January 2006, the U.S. Supreme Court rejected the European Union's petition
for review.

Patent Litigation. In 2001 and 2002, Star Scientific, Inc. ("Star") filed two patent infringement
actions against Reynolds Tobacco in the U.S. District Court for the District of Maryland. Such
actions have been consolidated. Reynolds Tobacco filed various motions for summary judgment,
which were all denied. Reynolds Tobacco has also filed counterclaims seeking a declaration that the
claims of the two Star patents in dispute are invalid, unenforceable and not infringed by Reynolds
Tobacco. Between January 31, 2005 and February 8, 2005, the District Court held a first bench trial
on Reynolds Tobacco's affirmative defense and counterclaim based upon inequitable conduct. The
District Court has not yet issued a ruling on this issue. Additionally, in response to the court's
invitation, Reynolds Tobacco filed two summary judgment motions on January 20, 2005. The District
Court has indicated that it will rule on Reynolds Tobacco's two pending summary judgment motions
and the issue of inequitable conduct at the same time. The District Court has not yet set a trial date
for the remaining issues in the case.

Vermont Litigation. On July 22, 2005, Vermont announced that it had sued Reynolds Tobacco in the
Vermont Superior Court for using false and misleading advertising to promote its "Eclipse" brand of
cigarettes. The lawsuit charges that Reynolds Tobacco's advertising, which claims that smoking
Eclipse cigarettes is less harmful than smoking other brands of cigarettes, violated Vermont's
consumer protection statutes. The State of Vermont is seeking declaratory, injunctive, and monetary
relief. Reynolds Tobacco has answered the complaint. Discovery is underway. No trial date has
been set. According to the Vermont Attorney General, the offices of Attorneys General across the
country, including California, Connecticut, the District of Columbia, Idaho, Illinois, Iowa, Maine,
New York, and Tennessee, have actively participated in the investigation leading up to this lawsuit
and will continue to assist Vermont in it.

Foreign Lawsuits. Lawsuits have been filed in foreign jurisdictions against certain OPMs and/or their
subsidiaries and affiliates, including individual smoking and health actions, class actions and
healthcare cost recovery suits.

The foregoing discussion of civil litigation against the tobacco industry is not exhaustive and is not based
upon the Corporation's examination or analysis of the court records of the cases mentioned or of any other court
records. It is based on SEC filings by OPMs and on other publicly available information published by the OPMs or
others. Prospective purchasers of the Series 2007 Bonds are referred to the reports filed with the SEC by certain of
the OPMs and applicable court records for additional descriptions thereof.

Litigation is subject to many uncertainties. In its SEC filing, one OPM states that it is not possible to
predict the outcome of litigation pending against it, and that it is unable to make a meaningful estimate of the
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amount or range of loss that could result from an unfavorable outcome of pending litigation, and that it is possible
that its business, volume, results of operations, cash flows, or financial position could be materially affected by an
unfavorable outcome or settlement of certain pending litigation or by the enactment of federal or state tobacco
legislation. It can be expected that at any time and from time to time there will be developments in the litigation
presently pending and filing of new litigation that could adversely affect the business of the PMs and the market for
or prices of securities such as the Series 2007 Bonds payable from tobacco settlement payments made under the
MSA.

GLOBAL INSIGHT CIGARETTE CONSUMPTION REPORT

The following information has been extracted from the Global Insight Cigarette Consumption Report, a
copy of which is attached hereto as Appendix A. This summary does not purport to be complete and the Global
Insight Cigarette Consumption Report should be read in its entirety for an understanding of the assumptions on
which it is based and the conclusions it reaches. The Global Insight Cigarette Consumption Report forecasts future
United States domestic cigarette consumption. The MSA payments are based in part on cigarettes shipped in and to
the United States. Cigarette shipments and cigarette consumption may not match at any given point in time as a
result of various factors such as inventory adjustments, but are substantially the same when compared over a period
of time.

General

Global Insight (USA), Inc., formerly known as DRI*WEFA, Inc., has prepared a report dated June 21, 2007
on the consumption of cigarettes in the United States from 2007 through 2052 entitled, "A Forecast of U.S. Cigarette
Consumption (2007-2052) for the Tobacco Settlement Financing Corporation." Global Insight is an internationally
recognized econometric and consulting firm of over 325 economists in 23 offices worldwide. Global Insight is a
privately held subsidiary of Global Insight (USA), Inc., a publicly traded company which is a provider of financial,
economic and market research information.

Global Insight has developed a cigarette consumption model based on historical United States data between
1965 and 2003. Global Insight constructed this cigarette consumption model after considering the impact of
demographics, cigarette prices, disposable income, employment and unemployment, industry advertising
expenditures, the future effect of the incidence of smoking among underage youth and qualitative variables that
captured the impact of anti-smoking regulations, legislation, and health warnings. After determining which variables
were effective in building this cigarette consumption model (real cigarette prices, real per capita disposable personal
income, the impact of restrictions on smoking in public places, and the trend over time in individual behavior and
preferences), Global Insight employed standard multivariate regression analysis to determine the nature of the
economic relationship between these variables and adult per capita cigarette consumption in the United States. The
multivariate regression analysis showed: (i) long run price elasticity of demand of -0.33; (ii) income elasticity of
demand of 0.27; and (iii) a trend decline in adult per capita cigarette consumption of 2.40% per year holding other
recognized significant factors constant.

Global Insight's model, coupled with its long term forecast of the United States economy, was then used to
project total United States cigarette consumption from 2007 through 2052 (the "Base Case Forecast"). The Base
Case Forecast indicates that the total United States cigarette consumption in 2052 will be 163 billion cigarettes
(approximately 8 billion packs), a 59% decline from the 2003 level. After 2005, the rate of decline in total cigarette
consumption is projected to moderate and average less than 2% per year. From 2004 through 2052 the average
annual rate of decline is projected to be 1.81%. On a per capita basis, consumption is forecast to fall at an average
annual rate of 2.52%. Total consumption of cigarettes in the United States is forecast to fall from an estimated 381
billion in 2005 to 373 billion in 2006, to under 300 billion by 2018, and to under 200 billion by 2041, as set forth in
the following table. The Global Insight Cigarette Consumption Report states that Global Insight believes that the
assumptions on which the Base Case Forecast is based are reasonable.
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Global Insight Base Case Forecast of Cigarette Consumption

Cigarettes Cigarettes

Year (billions) Year (billions)
2004 393.00 2029 246.48
2005 381.00 2030 242.34
2006 373.34 2031 238.16
2007 366.86 2032 234.12
2008 360.59 2033 230.14
2009 353.96 2034 226.19
2010 347.62 2035 221.88
2011 341.27 2036 217.98
2012 334.93 2037 214.19
2013 328.54 2038 210.53
2014 322.14 2039 206.72
2015 316.45 2040 203.02
2016 310.82 2041 199.44
2017 305.06 2042 195.80
2018 299.41 2043 192.24
2019 293.71 2044 188.76
2020 288.43 2045 185.34
2021 283.17 2046 182.02
2022 278.11 2047 178.77
2023 273.09 2048 175.61
2024 268.43 2049 172.52
2025 263.84 2050 169.46
2026 259.36 2051 166.45
2027 254.97 2052 163.47
2028 250.69

The following graph displays the projected time trend of cigarette consumption in the United States:

Annual U.S. Cigarette Consumption: Base Case Forecast

600

500 7

400 7

Billions of Cigarettes

1990 2000 2010 2020 2030 2040 2050

— Actual
— — Base Case Forecast

The Global Insight Cigarette Consumption Report also presents alternative forecasts that project higher and lower
paths of cigarette consumption, predicting that by 2052, total United States consumption could be as low as 134
billion or as high as 176 billion cigarettes. In addition, the Global Insight Cigarette Consumption Report presents
scenarios with more extreme variations in assumptions for the purposes of illustrating alternative paths of
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consumption. In one such scenario, Global Insight projects that assuming a 4% decline per year total United States
consumption could be as low as 56 billion cigarettes by 2052.

Comparison with Prior Forecasts

In May 2002 Global Insight, then DRI*WEFA presented a similar study, “A Forecast of U.S. Cigarette
Consumption (2001-2043).” Its long run conclusions were similar to this study. The current forecast of consumption
for the year 2043 is 4.5% less than that of the original study, 192.2 billion vs. 206.6 billion.

Historical Cigarette Consumption

The USDA, which has compiled data on cigarette consumption since 1900, reports that consumption
(which is defined as taxable United States consumer sales, plus shipments to overseas armed forces, ship stores,
Puerto Rico and other United States possessions, and small tax-exempt categories, as reported by the Bureau of
Alcohol, Tobacco and Firearms) grew from 2.5 billion in 1900 to a peak of 640 billion in 1981. Consumption
declined in the 1980's and 1990's, reaching a level of 465 billion cigarettes in 1998, and decreasing to less than 400
billion cigarettes in 2004.

The following table sets forth United States domestic cigarette consumption for the nine years ended
December 31, 2006. The data in this table vary from statistics on cigarette shipments in the United States. While the
Global Insight Cigarette Consumption Report is based on consumption, payments under the MSA are computed
based in part on shipments in or to the 50 states of the United States, the District of Columbia and Puerto Rico. The
quantities of cigarettes shipped and cigarettes consumed may not match at any given point in time as a result of
various factors such as inventory adjustments, but are substantially the same when compared over a period of time.

U.S. Cigarette Consumption

Consumption
Year Ended (Billions of
December 31 Cigarettes) Percentage Change
2006 373(est.) -2.01%
2005 381(est.) -3.05
2004 393(est.) -1.75
2003 400 -3.61
2002 415 -2.35
2001 425 -1.16
2000 430 -1.15
1999 435 -6.45
1998 465 -3.13

Factors Affecting Cigarette Consumption

Most empirical studies have found a common set of variables that are relevant in building a model of
cigarette demand. These conventional analyses usually evaluate one or more of the following factors: (i) general
population growth, (ii) price increases, (iii) changes in disposable income, (iv) youth consumption, (v) trends over
time, (vi) smoking bans in public places, (vii) nicotine dependence, and (viii) health warnings. While some of these
factors were not found to have a measurable impact on changes in demand for cigarettes, all of these factors are
thought to affect smoking in some manner and to be incorporated into current levels of consumption. Since 1964
there has been a significant decline in United States adult per capita cigarette consumption. The 1964 Surgeon
General's health warning and numerous subsequent health warnings, together with the increased health awareness of
the population over the past 30 years, may have contributed to decreases in cigarette consumption levels. If, as
assumed by Global Insight, the awareness of the adult population continues to change in this way, overall
consumption of cigarettes will decline gradually over time. Global Insight's analysis includes a time trend variable
in order to capture the impact of these changing health trends and the effects of other such variables which are
difficult to quantify.
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METHODOLOGY AND BOND STRUCTURING ASSUMPTIONS
Introduction

The following discussion describes the methodology and assumptions used to calculate a forecast of
Pledged TSRs to be received by the Corporation (the "Collection Methodology and Assumptions"), as well as the
methodology and assumptions used to structure the schedules of Accreted Value and to calculate the projected
Turbo Redemptions for the Series 2007 Bonds (the "Structuring Assumptions"). For sensitivity analyses which
evaluate the impact of different consumption levels on Turbo Redemptions, see "-Effect of Changes in Consumption
Level on Turbo Redemptions" below. The assumptions are only assumptions and no guarantee can be made as to
the ultimate outcome of certain events assumed here. If actual results are different from those assumed, it could
have a material effect on the forecast of Pledged TSRs and Residual Pledged TSRs as well as assumed Turbo
Redemptions.

Collection Methodology and Assumptions

In calculating a forecast of Residual Pledged TSRs to be received by the Trustee, the forecast of cigarette
consumption in the United States developed by Global Insight and described as the Base Case Forecast, was applied
to calculate Annual Payments and Strategic Contribution Fund Payments to be made by the PMs pursuant to the
MSA. The calculation of payments required to be made was performed in accordance with the terms of the MSA;
however, as described below, certain assumptions were made with respect to consumption of cigarettes in the United
States and the applicability of certain adjustments and offsets to such payments set forth in the MSA. In addition, it
was assumed that the PMs make all payments required to be made by them pursuant to the MSA, and that the
relative market share for each of the PMs remains constant throughout the forecast period at 85.27% for the OPMs,
9.13% for the SPMs and 5.6% for the NPMs.7 It was further assumed that each company that is currently a PM
remains such throughout the term of the Series 2007 Bonds.

In applying the consumption forecast from the Global Insight Cigarette Consumption Report, it was
assumed that United States consumption, which was forecasted by Global Insight, was equal to the number of
cigarettes shipped in and to the United States, the District of Columbia and Puerto Rico, which is the number that is
applied to determine the Volume Adjustment. The Global Insight Cigarette Consumption Report states that the
quantities of cigarettes shipped and cigarettes consumed may not match at any given point in time as a result of
various factors such as inventory adjustments, but are substantially the same when compared over a period of time.
Global Insight's Base Case Forecast for United States cigarette consumption is set forth herein in Appendix A —
"GLOBAL INSIGHT CIGARETTE CONSUMPTION REPORT" attached hereto. See Appendix A for a discussion
of the assumptions underlying the projections of cigarette consumption contained in the Global Insight Cigarette
Consumption Report.

Annual Payments

In accordance with the Collection Methodology and Assumptions, the amount of Annual Payments to be
made by the PMs was calculated by applying the adjustments applicable to the Annual Payments in the order, and in
the amounts, set out in the MSA, as follows:

Inflation Adjustment. First, the Inflation Adjustment was applied to the schedule of base amounts for the
Annual Payments set forth in the MSA. Inflation was assumed to be at a rate of 3.4% for 2000, 3.0% for 2001
through 2003, 3.256% for 2004, 3.416% for 2005 and 3.0% for 2006. Thereafter, the rate of inflation was assumed
to be the minimum provided in the MSA, at a rate of 3.0% per year, compounded annually, for the rest of the
forecast period.

Volume Adjustment. Next, the annual amounts calculated for each year after application of the Inflation
Adjustment were adjusted for the Volume Adjustment by applying the Global Insight Base Case Forecast for United
States cigarette consumption to the market share of the OPMs for the prior year. No add back or benefit was
assumed from any Income Adjustment. See "SUMMARY OF THE MASTER SETTLEMENT AGREEMENT—

T The aggregate market share information utilized in the bond structuring assumptions may differ materially from the market share
information used by the MSA Auditor in calculating adjustments to Annual Payments and Strategic Contribution Fund Payments. See
"SUMMARY OF THE MASTER SETTLEMENT AGREEMENT—Adjustments to Payments" herein.
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Adjustments to Payments—Volume Adjustment” for a description of the formula used to calculate the Volume
Adjustment.

Previously Settled States Reduction. Next, the annual amounts calculated for each year after application of
the Inflation Adjustment and the Volume Adjustment were reduced by the Previously Settled States Reduction
which applies only to the payments owed by the OPMs. The Previously Settled States Reduction is as follows for
each year of the following period:

2000 through 2007 12.4500000%
2008 through 2017 12.2373756%
2018 and after 11.0666667 %

Non-Settling States Reduction. The Non-Settling States Reduction was not applied to the Annual Payments
because such reduction has no effect on the amount of payments to be received by states that remain parties to the
MSA. Thus, the Collection Methodology and Assumptions include an assumption that the State will remain a party
to the MSA.

NPM Adjustment. The NPM Adjustment will not apply to the Annual Payments payable to any state that
enacts and diligently enforces a Qualifying Statute so long as such statute is not held to be unenforceable. The
Collection Methodology and Assumptions include an assumption that the State will diligently enforce a Qualifying
Statute that is not held to be unenforceable. For a discussion of the State's Qualifying Statute, see "SUMMARY OF
THE MASTER SETTLEMENT AGREEMENT" and "—MSA Provisions Relating to Model/Qualifying Statutes—
State Qualifying Statute" herein. Should a PM be determined with finality to be entitled to an NPM adjustment in a
future year due to a non-diligent enforcement of the Qualifying Statute by the State or as a result of a settlement of
an NPM Adjustment dispute, the payments by the PMs under the MSA, the amounts of Pledged TSRs available to
the Corporation to make Turbo Redemption on the 2002 Indenture Bonds and the amounts of Residual Pledged
TSRs available to the Corporation to make Turbo Redemptions on the Series 2007 Bonds, and pay the interest or
Accreted Value of the Series 2007 Bonds could be reduced. In such a situation, the estimated redemption schedules
set forth under Appendix H — "DEFEASANCE TURBO SCHEDULES" attached hereto may not be realized. See
"RISK FACTORS- Other Potential Payment Decreases Under the Terms of the MSA — NPM Adjustment" herein.

Offset for Miscalculated or Disputed Payments. The Collection Methodology and Assumptions include an
assumption that there will be no adjustments to the Annual Payments due to miscalculated or disputed payments.
However, a deposit into the Disputed Payments Account or withholding of payment by a PM based upon a claim of
entitlement to an adjustment to Annual Payments due in one or more future years could reduce the amounts of
Residual Pledged TSRs available to the Corporation to make Turbo Redemptions and pay principal or interest on the
2002 Indenture Bonds or the Accreted Value of the Series 2007 Bonds. See "RISK FACTORS- Other Potential
Payment Decreases Under the Terms of the MSA —Disputed or Recalculated Payments and Disputes under the
Terms of the MSA" herein.

Offset for Claims-Over. The Collection Methodology and Assumptions include an assumption that the
Offset for Claims-Over will not apply.

Litigating Releasing Parties Offset. The Collection Methodology and Assumptions include an assumption
that the Litigating Releasing Parties Offset will have no effect on payments.

Subsequent Participating Manufacturers. The Collection Methodology and Assumptions assume that the
relative market share of the SPMs remains constant at 9.13%. Because the 9.13% market share is greater than
3.125% (125% of 2.5%, the SPMs' estimated 1997 market share), the Collection Methodology and Assumptions
assume that the SPMs are required to make Annual Payments in each year.

State Allocation Percentage. The amount of Annual Payments, after application of the Inflation
Adjustment, the Volume Adjustment and the Previously-Settled States Reduction for each year was multiplied by
the State Allocation Percentage (0.7189054%) in order to determine the amount of Annual Payments to be made by
the PMs in each year to be allocated to the Rhode Island State-Specific Account.

The following table shows the projection of Pledged TSRs to be received by the 2002 Indenture Trustee or
Residual Pledged TSRs to be received by the Trustee, as the case may be, from Annual Payments from 2008 through
2052, calculated in accordance with the Collection Methodology and Assumptions.
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Projection of Annual Payments to be Received by the 2002 Indenture Trustee or the Trustee, as the case may be (assuming 100% of TSRs are pledged)
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Global Insight Annual
Base Case Previously Payments to Total OPM SPM Total Annual
Consumption OPM-Adjusted Base Annual Inflation Volume Settled States Rhode Island Rhode Payments to Payments to Payments to
Date Forecast Consumption Payments Adjustment Adjustment Reduction Subtotal Allocation Island Trustees Trustees Trustees

4/25/2007 366,860,000,000 312,821,522,000

4/25/2008 360,590,000,000 307,475,093,000  $8,139,000,000 $2,591,450,817 $(3,599,957,975) $(872,585,191) $6,257,907,651 0.7189054%  $44,988,436 $44,988,436 $3,610,007 $48,598,443
4/25/2009 353,960,000,000 301,821,692,000 8,139,000,000 2,913,364,342 (3,829,701,983) (883,864,321) 6,338,798,038 0.7189054% 45,569,961 45,569,961 3,656,670 49,226,632
4/25/2010 347,620,000,000 296,415,574,000 8,139,000,000 3,244,935,272 (4,077,190,533) (894,153,798) 6,412,590,941 0.7189054% 46,100,463 46,100,463 3,699,239 49,799,702
4/25/2011 341,270,000,000 291,000,929,000 8,139,000,000 3,586,453,330 (4,330,107,777) (904,996,212) 6,490,349,341 0.7189054% 46,659,472 46,659,472 3,744,096 50,403,568
4/25/2012 334,930,000,000 285,594,811,000 8,139,000,000 3,938,216,930 (4,594,742,761) (915,658,468) 6,566,815,701 0.7189054% 47,209,193 47,209,193 3,788,207 50,997,400
4/25/2013 328,540,000,000 280,146,058,000 8,139,000,000 4,300,533,438 (4,871,140,205) (926,172,707) 6,642,220,526 0.7189054% 47,751,282 47,751,282 3,831,706 51,582,988
4/25/2014 322,140,000,000 274,688,778,000 8,139,000,000 4,673,719,441 (5,161,111,715) (936,355,977) 6,715,251,749 0.7189054% 48,276,307 48,276,307 3,873,836 52,150,143
4/25/2015 316,450,000,000 269,836,915,000 8,139,000,000 5,058,101,024 (5,464,329,340) (946,288,315) 6,786,483,369 0.7189054% 48,788,395 48,788,395 3,914,927 52,703,323
4/25/2016 310,820,000,000 265,036,214,000 8,139,000,000 5,454,014,055 (5,764,139,800) (958,048,748) 6,870,825,507 0.7189054% 49,394,736 49,394,736 3,963,582 53,358,317
4/25/2017 305,060,000,000 260,124,662,000 8,139,000,000 5,861,804,477 (6,075,545,171) (969,843,749) 6,955,415,557 0.7189054% 50,002,858 50,002,858 4,012,379 54,015,237
4/25/2018 299,410,000,000 255,306,907,000 9,000,000,000 6,946,364,111 (7,081,172,884) (981,081,165) 7,884,110,062 0.7189054% 56,679,293 56,679,293 4,488,245 61,167,538
4/25/2019 293,710,000,000 250,446,517,000 9,000,000,000 7,424,755,034 (7,456,641,516) (992,471,232) 7,975,642,286 0.7189054% 57,337,323 57,337,323 4,540,353 61,877,676
4/25/2020 288,430,000,000 245,944,261,000 9,000,000,000 7,917,497,685 (7,849,751,268) (1,003,497,273) 8,064,249,144 0.7189054% 57,974,323 57,974,323 4,590,795 62,565,117
4/25/2021 283,170,000,000 241,459,059,000 9,000,000,000 8,425,022,616 (8,246,879,262) (1,015,714,534) 8,162,428,820 0.7189054% 58,680,142 58,680,142 4,646,686 63,326,828
4/25/2022 278,110,000,000 237,144,397,000 9,000,000,000 8,947,773,294 (8,660,139,536) (1,027,831,472) 8,259,802,286 0.7189054% 59,380,165 59,380,165 4,702,119 64,082,283
4/25/2023 273,090,000,000 232,863,843,000 9,000,000,000 9,486,206,493 (9,084,277,817) (1,040,480,110) 8,361,448,567 0.7189054% 60,110,905 60,110,905 4,759,983 64,870,889
4/25/2024 268,430,000,000 228,890,261,000 9,000,000,000 10,040,792,688 (9,524,732,212) (1,053,110,696) 8,462,949,780 0.7189054% 60,840,603 60,840,603 4,817,766 65,658,369
4/25/2025 263,840,000,000 224,976,368,000 9,000,000,000 10,612,016,469 (9,971,034,240) (1,066,935,370) 8,574,046,859 0.7189054% 61,639,286 61,639,286 4,881,011 66,520,297
4/25/2026 259,360,000,000 221,156,272,000 9,000,000,000 11,200,376,963 (10,433,057,928) (1,080,916,643) 8,686,402,391 0.7189054% 62,447,016 62,447,016 4,944,972 67,391,988
4/25/2027 254,970,000,000 217,412,919,000 9,000,000,000 11,806,388,272 (10,909,808,249) (1,095,221,526) 8,801,358,496 0.7189054% 63,273,442 63,273,442 5,010,414 68,283,856
4/25/2028 250,690,000,000 213,763,363,000 9,000,000,000 12,430,579,920 (11,402,385,351) (1,109,786,869) 8,918,407,700 0.7189054% 64,114,915 64,114,915 5,077,048 69,191,962
4/25/2029 246,480,000,000 210,173,496,000 9,000,000,000 13,073,497,317 (11,910,432,522) (1,124,712,507) 9,038,352,288 0.7189054% 64,977,203 64,977,203 5,145,329 70,122,532
4/25/2030 242,340,000,000 206,643,318,000 9,000,000,000 13,735,702,237 (12,435,904,386) (1,139,844,299) 9,159,953,552 0.7189054% 65,851,401 65,851,401 5,214,554 71,065,955
4/25/2031 238,160,000,000 203,079,032,000 9,000,000,000 14,417,773,304 (12,979,305,302) (1,155,190,462) 9,283,277,539 0.7189054% 66,737,984 66,737,984 5,284,760 72,022,743
4/25/2032 234,120,000,000 199,634,124,000 9,000,000,000 15,120,306,503 (13,545,812,969) (1,170,243,955) 9,404,249,580 0.7189054% 67,607,658 67,607,658 5,353,627 72,961,285
4/25/2033 230,140,000,000 196,240,378,000 9,000,000,000 15,843,915,698 (14,128,519,211) (1,185,837,215) 9,529,559,272 0.7189054% 68,508,516 68,508,516 5,424,962 73,933,479
4/25/2034 226,190,000,000 192,872,213,000 9,000,000,000 16,589,233,169 (14,731,299,242) (1,201,611,358) 9,656,322,569 0.7189054% 69,419,824 69,419,824 5,497,126 74,916,950
4/25/2035 221,880,000,000 189,197,076,000 9,000,000,000 17,356,910,164 (15,356,141,271) (1,217,418,428) 9,783,350,465 0.7189054% 70,333,035 70,333,035 5,569,440 75,902,475
4/25/2036 217,980,000,000 185,871,546,000 9,000,000,000 18,147,617,469 (16,022,385,387) (1,231,192,354) 9,894,039,728 0.7189054% 71,128,786 71,128,786 5,632,453 76,761,239
4/25/2037 214,190,000,000 182,639,813,000 9,000,000,000 18,962,045,993 (16,694,642,570) (1,246,925,983) 10,020,477,441 0.7189054% 72,037,753 72,037,753 5,704,431 77,742,185
4/25/2038 210,530,000,000 179,518,931,000 9,000,000,000 19,800,907,373 (17,387,249,229) (1,263,111,505) 10,150,546,639 0.7189054% 72,972,828 72,972,828 5,778,477 78,751,304
4/25/2039 206,720,000,000 176,270,144,000 9,000,000,000 20,664,934,594 (18,099,612,004) (1,279,895,704) 10,285,426,887 0.7189054% 73,942,489 73,942,489 5,855,261 79,797,750
4/25/2040 203,020,000,000 173,115,154,000 9,000,000,000 21,554,882,632 (18,847,119,973) (1,295,659,071) 10,412,103,587 0.7189054% 74,853,175 74,853,175 5,927,375 80,780,550
4/25/2041 199,440,000,000 170,062,488,000 9,000,000,000 22,471,529,111 (19,617,106,862) (1,311,889,400) 10,542,532,850 0.7189054% 75,790,838 75,790,838 6,001,625 81,792,463
4/25/2042 195,800,000,000 166,958,660,000 9,000,000,000 23,415,674,984 (20,409,496,702) (1,328,683,734) 10,677,494,549 0.7189054% 76,761,085 76,761,085 6,078,456 82,839,541
4/25/2043 192,240,000,000 163,923,048,000 9,000,000,000 24,388,145,234 (21,235,293,971) (1,344,915,544) 10,807,935,720 0.7189054% 77,698,834 77,698,834 6,152,713 83,851,547
4/25/2044 188,760,000,000 160,955,652,000 9,000,000,000 25,389,789,591 (22,087,437,172) (1,361,460,339) 10,940,892,081 0.7189054% 78,654,664 78,654,664 6,228,402 84,883,066
4/25/2045 185,340,000,000 158,039,418,000 9,000,000,000 26,421,483,279 (22,966,618,843) (1,378,338,335) 11,076,526,101 0.7189054% 79,629,744 79,629,744 6,305,616 85,935,360
4/25/2046 182,020,000,000 155,208,454,000 9,000,000,000 27,484,127,777 (23,874,826,939) (1,395,429,297) 11,213,871,541 0.7189054% 80,617,128 80,617,128 6,383,803 87,000,931
4/25/2047 178,770,000,000 152,437,179,000 9,000,000,000 28,578,651,610 (24,810,255,640) (1,413,035,825) 11,355,360,145 0.7189054% 81,634,297 81,634,297 6,464,350 88,098,647
4/25/2048 175,610,000,000 149,742,647,000 9,000,000,000 29,706,011,159 (25,775,562,731) (1,430,969,630) 11,499,478,797 0.7189054% 82,670,374 82,670,374 6,546,393 89,216,767
4/25/2049 172,520,000,000 147,107,804,000 9,000,000,000 30,867,191,493 (26,770,155,434) (1,449,405,328) 11,647,630,731 0.7189054% 83,735,446 83,735,446 6,630,733 90,366,179
4/25/2050 169,460,000,000 144,498,542,000 9,000,000,000 32,063,207,238 (27,796,175,822) (1,468,218,148) 11,798,813,268 0.7189054% 84,822,306 84,822,306 6,716,797 91,539,103
4/25/2051 166,450,000,000 141,931,915,000 9,000,000,000 33,295,103,455 (28,857,435,136) (1,487,101,965) 11,950,566,354 0.7189054% 85,913,267 85,913,267 6,803,187 92,716,454
4/25/2052 9,000,000,000 34,563,956,559 (29,953,526,731) (1,506,220,905) 12,104,208,922 0.7189054% 87,017,812 87,017,812 6,890,652 93,908,464



Strategic Contribution Fund Payments

In accordance with the Collection Methodology and Assumptions, the amount of Strategic Contribution
Fund Payments to be made by the PMs was calculated by applying the adjustments applicable to the Strategic
Contribution Fund Payments in the amounts, set out in the MSA, as follows:

Inflation Adjustment. First, the Inflation Adjustment was applied to the schedule of base amounts for the
Strategic Contribution Fund Payments set forth in the MSA. Inflation was assumed to be at a rate of 3.4% for 2000,
3.0% for 2001 through 2003, 3.256% for 2004, 3.416% for 2005, and 3.0% for 2006. Thereafter, the rate of
inflation was assumed to be the minimum provided in the MSA, at a rate of 3.0% per year, compounded annually,
for the rest of the forecast period.

Volume Adjustment. Next, the Strategic Contribution Fund Payments calculated for each year after
application of the Inflation Adjustment was adjusted for the Volume Adjustment by applying the Global Insight
Base Case Forecast for United States cigarette consumption to the market share of the OPMs for the prior year. No
add back or benefit was assumed from any Income Adjustment as it does not apply to Strategic Contribution Fund
Payments. See "SUMMARY OF THE MASTER SETTLEMENT AGREEMENT—Adjustments to Payments—
Volume Adjustment" for a description of the formula used to calculate the Volume Adjustment.

Non-Settling States Reduction. The Non-Settling States Reduction was not applied to the Strategic
Contribution Fund Payments because such reduction has no effect on the amount of payments to be received by
states that remain parties to the MSA. Thus, the Collection Methodology and Assumptions include an assumption
that the State will remain a party to the MSA.

NPM Adjustment. The NPM Adjustment will not apply to the Strategic Contribution Fund Payments
payable to any state that enacts and diligently enforces a Qualifying Statute so long as such statute is not held to be
unenforceable. The Collection Methodology and Assumptions include an assumption that the State will diligently
enforce a Qualifying Statute that it is not held to be unenforceable. For a discussion of Rhode Island's Qualifying
Statute, see "SUMMARY OF THE MASTER SETTLEMENT AGREEMENT—MSA Provisions Relating to
Model/Qualifying Statutes—State Qualifying Statute" herein. Should a PM be determined with finality to be
entitled to an NPM adjustment in a future year due to a non-diligent enforcement of the Qualifying Statute by the
State or as a result of a settlement of an NPM Adjustment dispute, the payments by the PMs under the MSA and the
amounts of Pledged TSRs to the Corporation to make Turbo Redemption on the 2002 Indenture Bonds and the
Residual Pledged TSRs available to the Corporation to make Turbo Redemptions on the Series 2007 Bonds, and pay
Accreted Value of the Series 2007 Bonds could be reduced. In such a situation, the estimated redemption schedules
set forth under Appendix H — "DEFEASANCE TURBO SCHEDULES" attached hereto may not be realized. See
"RISK FACTORS- Other Potential Payment Decreases Under the Terms of the MSA — NPM Adjustment” herein.

Offset for Miscalculated or Disputed Payments. The Collection Methodology and Assumptions include an
assumption that there will be no adjustments to the Strategic Contribution Fund Payments due to miscalculated or
disputed payments. However, a deposit into the Disputed Payments Account or withholding of payment by a PM
based upon a claim of entitlement to an adjustment to Strategic Contribution Fund Payments due in one or more
future years could reduce the amounts of Pledged TSRs to the Corporation to make Turbo Redemptions or principal
and interest on the 2002 Indenture Bonds and the Residual Pledged TSRs available to the Corporation to pay the
Accreted Value of the Series 2007 Bonds. See "RISK FACTORS- Other Potential Payment Decreases Under the
Terms of the MSA —Disputed or Recalculated Payments and Disputes under the Terms of the MSA" herein.

Litigating Releasing Parties Offset. The Collection Methodology and Assumptions include an assumption
that the Litigating Releasing Parties Offset will have no effect on payments.

Offset for Claims-Over. The Collection Methodology and Assumptions include an assumption that the
Offset for Claims-Over will not apply.

Subsequent Participating Manufacturers. The Collection Methodology and Assumptions assume that the
relative market share of the SPMs remains constant at 9.13%. Because the 9.13% market share is greater than
3.125% (125% of 2.5%, the SPMs' estimated 1997 market share), Collection Methodology and Assumptions assume
that the SPMs are required to make Strategic Contribution Fund Payments in each year.

State Allocation Percentage. The amount of Strategic Contribution Fund Payments, after application of the
Inflation Adjustment and the Volume Adjustment for each year was multiplied by the State Allocation Percentage
(1.0954758%) in order to determine the amount of Strategic Contribution Fund Payments to be made by the PMs in
each year to be allocated to the Rhode Island State-Specific Account.
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The following table shows the projection of Pledged TSRs to be received by the 2002 Indenture Trustee or
Residual Pledged TSRs to be received by the Trustee, as the case may be, from Strategic Contribution Fund
Payments and total payments (including Annual Payments) from 2008 through 2052, calculated in accordance with
the Collection Methodology and Assumptions.
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Projections of Strategic and Total Payments to be Received by the 2002 Indenture Trustee or the Trustee, as the case may be (assuming 100% of TSRs are pledged)

Total
Global Insight Base Strategic
Base Case Strategic Previously OPM SPM Contribution Total Annual Total
Consumption OPM-Adjusted Contribution Inflation Volume Settled States Rhode Island Payments to Payments to Payments to Payments to Payments to

Date Forecast Consumption Payments Adjustment Adjustment Reduction Subtotal Allocation Trustees Trustees Trustees Trustees Trustees
4/25/2007 366,860,000,000 312,821,522,000

4/25/2008 360,590,000,000 307,475,093,000 $861,000,000 $274,141,682 $(380,828,580) $0 $754,313,102 1.0954758% $8,263,317 $581,931 $8,845,248 $48,598,443 §57,443,691
4/25/2009 353,960,000,000 301,821,692,000 861,000,000 308,195,933 (405,132,499) 0 764,063,434 1.0954758% 8,370,130 589,453 8,959,583 49,226,632 58,186,214
4/25/2010 347,620,000,000 296,415,574,000 861,000,000 343,271,811 (431,313,558) 0 772,958,253 1.0954758% 8,467,571 596,315 9,063,885 49,799,702 58,863,587
4/25/2011 341,270,000,000 291,000,929,000 861,000,000 379,399,965 (458,068,902) 0 782,331,063 1.0954758% 8,570,247 603,546 9,173,793 50,403,568 59,577,361
4/25/2012 334,930,000,000 285,594,811,000 861,000,000 416,611,964 (486,063,831) 0 791,548,134 1.0954758% 8,671,218 610,656 9,281,875 50,997,400 60,279,274
4/25/2013 328,540,000,000 280,146,058,000 861,000,000 454,940,323 (515,303,074) 0 800,637,249 1.0954758% 8,770,787 617,668 9,388,456 51,582,988 60,971,444
4/25/2014 322,140,000,000 274,688,778,000 861,000,000 494,418,533 (545,978,276) 0 809,440,257 1.0954758% 8,867,222 624,460 9,491,682 52,150,143 61,641,825
4/25/2015 316,450,000,000 269,836,915,000 861,000,000 535,081,089 (578,054,744) 0 818,026,345 1.0954758% 8,961,281 631,084 9,592,364 52,703,323 62,295,687
4/25/2016 310,820,000,000 265,036,214,000 861,000,000 576,963,521 (609,770,779) 0 828,192,743 1.0954758% 9,072,651 638,927 9,711,578 53,358,317 63,069,895
4/25/2017 305,060,000,000 260,124,662,000 861,000,000 620,102,427 (642,713,404) 0 838,389,023 1.0954758% 9,184,349 646,793 9,831,142 54,015,237 63,846,379
4/25/2018 299,410,000,000 255,306,907,000 0 0 0 0 0 1.0954758% 0 0 0 61,167,538 61,167,538
4/25/2019 293,710,000,000 250,446,517,000 0 0 0 0 0 1.0954758% 0 0 0 61,877,676 61,877,676
4/25/2020 288,430,000,000 245,944,261,000 0 0 0 0 0 1.0954758% 0 0 0 62,565,117 62,565,117
4/25/2021 283,170,000,000 241,459,059,000 0 0 0 0 0 1.0954758% 0 0 0 63,326,828 63,326,828
4/25/2022 278,110,000,000 237,144,397,000 0 0 0 0 0 1.0954758% 0 0 0 64,082,283 64,082,283
4/25/2023 273,090,000,000 232,863,843,000 0 0 0 0 0 1.0954758% 0 0 0 64,870,889 64,870,889
4/25/2024 268,430,000,000 228,890,261,000 0 0 0 0 0 1.0954758% 0 0 0 65,658,369 65,658,369
4/25/2025 263,840,000,000 224,976,368,000 0 0 0 0 0 1.0954758% 0 0 0 66,520,297 66,520,297
4/25/2026 259,360,000,000 221,156,272,000 0 0 0 0 0 1.0954758% 0 0 0 67,391,988 67,391,988
4/25/2027 254,970,000,000 217,412,919,000 0 0 0 0 0 1.0954758% 0 0 0 68,283,856 68,283,856
4/25/2028 250,690,000,000 213,763,363,000 0 0 0 0 0 1.0954758% 0 0 0 69,191,962 69,191,962
4/25/2029 246,480,000,000 210,173,496,000 0 0 0 0 0 1.0954758% 0 0 0 70,122,532 70,122,532
4/25/2030 242,340,000,000 206,643,318,000 0 0 0 0 0 1.0954758% 0 0 0 71,065,955 71,065,955
4/25/2031 238,160,000,000 203,079,032,000 0 0 0 0 0 1.0954758% 0 0 0 72,022,743 72,022,743
4/25/2032 234,120,000,000 199,634,124,000 0 0 0 0 0 1.0954758% 0 0 0 72,961,285 72,961,285
4/25/2033 230,140,000,000 196,240,378,000 0 0 0 0 0 1.0954758% 0 0 0 73,933,479 73,933,479
4/25/2034 226,190,000,000 192,872,213,000 0 0 0 0 0 1.0954758% 0 0 0 74,916,950 74,916,950
4/25/2035 221,880,000,000 189,197,076,000 0 0 0 0 0 1.0954758% 0 0 0 75,902,475 75,902,475
4/25/2036 217,980,000,000 185,871,546,000 0 0 0 0 0 1.0954758% 0 0 0 76,761,239 76,761,239
4/25/2037 214,190,000,000 182,639,813,000 0 0 0 0 0 1.0954758% 0 0 0 77,742,185 77,742,185
4/25/2038 210,530,000,000 179,518,931,000 0 0 0 0 0 1.0954758% 0 0 0 78,751,304 78,751,304
4/25/2039 206,720,000,000 176,270,144,000 0 0 0 0 0 1.0954758% 0 0 0 79,797,750 79,797,750
4/25/2040 203,020,000,000 173,115,154,000 0 0 0 0 0 1.0954758% 0 0 0 80,780,550 80,780,550
4/25/2041 199,440,000,000 170,062,488,000 0 0 0 0 0 1.0954758% 0 0 0 81,792,463 81,792,463
4/25/2042 195,800,000,000 166,958,660,000 0 0 0 0 0 1.0954758% 0 0 0 82,839,541 82,839,541
4/25/2043 192,240,000,000 163,923,048,000 0 0 0 0 0 1.0954758% 0 0 0 83,851,547 83,851,547
4/25/2044 188,760,000,000 160,955,652,000 0 0 0 0 0 1.0954758% 0 0 0 84,883,066 84,883,066
4/25/2045 185,340,000,000 158,039,418,000 0 0 0 0 0 1.0954758% 0 0 0 85,935,360 85,935,360
4/25/2046 182,020,000,000 155,208,454,000 0 0 0 0 0 1.0954758% 0 0 0 87,000,931 87,000,931
4/25/2047 178,770,000,000 152,437,179,000 0 0 0 0 0 1.0954758% 0 0 0 88,098,647 88,098,647
4/25/2048 175,610,000,000 149,742,647,000 0 0 0 0 0 1.0954758% 0 0 0 89,216,767 89,216,767
4/25/2049 172,520,000,000 147,107,804,000 0 0 0 0 0 1.0954758% 0 0 0 90,366,179 90,366,179
4/25/2050 169,460,000,000 144,498,542,000 0 0 0 0 0 1.0954758% 0 0 0 91,539,103 91,539,103
4/25/2051 166,450,000,000 141,93