LIMITED OFFERING MEMORANDUM DATED JULY 14, 2005*
Book-Entry Only
In the opinion of Orrick, Herrington & Sutcliffe LLP, Special Tax Counsel, based upon an analysis of existing laws,
regulations, rulings and court decisions, and assuming, among other matters, the accuracy of certain representations and
compliance with certain covenants, interest on the Series 2005 Bonds is excluded from gross income for federal income tax
purposes under Section 103 of the Internal Revenue Code of 1986. In delivering its opinion, Special Tax Counsel is relying
on, among other matters, the opinions of Sidley Austin Brown & Wood LLP, Transaction Counsel, that the Series 2005 Bonds
have been duly authorized, executed and delivered and are valid, binding and enforceable obligations of the Trust. In the
further opinion of Special Tax Counsel, interest on the Series 2005 Bonds is not a specific preference item for purposes of
the federal individual or corporate alternative minimum taxes, although Special Tax Counsel observes that such interest is
included in adjusted current earnings when calculating corporate alternative minimum taxable income. In the opinion of
Special Tax Counsel, the Series 2005 Bonds and the interest thereon are exempt from state, Commonwealth of Puerto Rico
and local income taxation. Special Tax Counsel expresses no opinion regarding any other tax consequences related to the
ownership or disposition of, or the accrual or receipt of interest on, the Series 2005 Bonds. See “TAX MATTERS” herein.

$108,209,446.20
Children’s Trust

Tobacco Settlement Asset-Backed Bonds, Series 2005
consisting of

$74,523,430.50 Series 2005A and $33,686,015.70 Series 2005B
Dated: June 30, 2005

Maturity Dates: May 15, as set forth on the inside cover

The Tobacco Settlement Asset-Backed Bonds, Series 2005 (the “Series 2005 Bonds”) have been issued by the Children’s Trust (the
“Trust”), a not-for-profit corporate entity created by the Commonwealth of Puerto Rico (“Puerto Rico” or the “Commonwealth”)
pursuant to the Children’s Trust Law (the “Act”). Pursuant to the Act, the Commonwealth has transferred to the Trust all of its right,
title and interest under the Master Settlement Agreement (the “MSA”) that was entered into by participating cigarette manufacturers (the
“PMs”) and Puerto Rico, 46 states and five other U.S. jurisdictions (collectively, the “Settling States”) in November 1998 in the settlement
of certain smoking-related litigation including the Commonwealth’s right to receive certain initial, annual and strategic contribution
payments (such payments, as more fully defined herein, the “TSRs”) to be made by the PMs under the MSA.
The Series 2005 Bonds have been issued pursuant to an Indenture, entered into as of September 1, 2002 and amended and restated
as of June 1, 2005 (together with the supplements thereto, the “Indenture”), between the Trust and Deutsche Bank Trust Company
Americas, as trustee (the “Indenture Trustee”).
The Series 2005 Bonds have been issued in two series, the Tobacco Settlement Asset-Backed Bonds, Series 2005A (the “Series 2005A
Bonds”) and the Tobacco Settlement Asset-Backed Bonds, Series 2005B (the “Series 2005B Bonds”). The Series 2005A Bonds are being
reoffered at a yield of 6.125%, calculated to May 15, 2020 (their first par call date), and the Series 2005B Bonds are being reoffered at a
yield of 6.75%, calculated to May 15, 2020 (their first par call date). The Series 2005 Bonds are being reoffered in minimum denominations
representing $2,000,000 Maturity Amount.
Principal and accreted interest on the Series 2005A Bonds are payable on May 15, 2050, and principal and accreted interest on the
Series 2005B Bonds are payable on May 15, 2055 (each such date, a “Rated Maturity Date”). There are no scheduled dates for payment
of principal of or interest on the Series 2005 Bonds other than the respective Rated Maturity Dates.
The Series 2005 Bonds are subject to mandatory redemption from amounts on deposit in the Turbo Redemption Account as described
herein at a redemption price for each $5,000 maturity amount that is equal to the Accreted Value as set forth in the Accreted Value Table
in Appendix A.
The Series 2005 Bonds are subordinated to the Trust’s Tobacco Settlement Asset-Backed Bonds, Series 2002 (the
“Series 2002 Bonds”) and are not entitled to receive payments of principal, premium or interest until the date when the
Series 2002 Bonds are no longer outstanding (the “Crossover Date”). In addition, the Series 2005B Bonds are subordinated
to the Series 2005A Bonds and are not entitled to receive any payments until the date when the Series 2005A Bonds are no
longer outstanding (the “Second Crossover Date”).
The Series 2005 Bonds may only be resold to “qualified institutional buyers.”
The Series 2005 Bonds are secured by and payable solely from the following sources (collectively, the “Collateral”):
•	except as more fully described herein, the TSRs received by the Commonwealth under the MSA on or after the Crossover
Date in the case of the Series 2005A Bonds and the Second Crossover Date in the case of the Series 2005B Bonds (the
“Pledged TSRs”), and
•	investment earnings on certain accounts pledged under the Indenture (which, together with the Pledged TSRs, are referred
to herein as the “Collections”).
Payment of the Series 2005 Bonds is dependent on receipt of TSRs. The amount of TSRs actually collected is dependent
on many factors including cigarette consumption and the financial capability of the PMs. See “Risk Factors” for a discussion
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political subdivisions, other than the Trust, and neither the Commonwealth nor any such instrumentalities, municipalities
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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 representations must not be relied upon as having been authorized by the Trust,
the Commonwealth or Merrill Lynch. This Limited Offering Memorandum 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 is currently no secondary market for securities such as the Series 2005 Bonds. There can be
no assurance that a secondary market for the Series 2005 Bonds will develop or, if one develops, that it will
provide Bondholders with liquidity or continue for the life of the Series 2005 Bonds.
The Limited Offering Memorandum contains information furnished by the Trust, the Commonwealth,
Global Insight and other sources, all of which are believed to be reliable. Information concerning the tobacco
industry and participants therein has been obtained from certain publicly available information provided by certain
participants and certain other sources (see “TOBACCO INDUSTRY” herein). The participants in such industry
have not provided any information for use in connection herewith. 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. Merrill Lynch has no independent knowledge of any facts indicating that the information under
“TOBACCO INDUSTRY” herein is inaccurate in any material respect, but has not independently verified this
information and cannot and does not warrant the accuracy or completeness of this information. The information
contained under “TOBACCO CONSUMPTION REPORT” herein and in Appendix B attached hereto has been
included in reliance upon Global Insight as an expert in econometric forecasting.
The information and expressions of opinion contained herein are subject to change without notice, and
neither the delivery of this Limited Offering Memorandum nor any sale made hereunder shall, under any
circumstances, create an implication that there has been no change in the affairs of the Trust or the Commonwealth
or the matters covered by the report of Global Insight included as Appendix B to, or under “TOBACCO
INDUSTRY” in, this Limited Offering Memorandum since the date hereof or that the information contained herein
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 party.
This Limited Offering Memorandum contains forecasts, projections and estimates that are based on current
expectations or assumptions. In light of the important factors that may materially affect the amount of TSRs (see
“RISK FACTORS” and “SUMMARY OF THE MSA” herein), the inclusion in this Limited Offering
Memorandum of such forecasts, projections and estimates should not be regarded as a representation by the Trust,
Global Insight or Merrill Lynch that such forecasts, projections and estimates will occur. Such forecasts,
projections and estimates are not intended as representations of fact or guarantees of results.
If and when included in this Limited Offering Memorandum, the words “expects,” “forecasts,” “projects,”
“intends,” “anticipates,” “estimates,” “assumes” and analogous expressions are intended to identify forwardlooking 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, litigation, general economic and business conditions, changes in political, social and economic
conditions, regulatory initiatives and compliance with governmental regulations, and various other events,
conditions and circumstances, all of which are beyond the control of Merrill Lynch. These forward-looking
statements speak only as of the date of this Limited Offering Memorandum.
The proposed securities transactions described herein will be made in reliance upon the exemption from
registration provided in Section 3(a)2 of the Securities Act of 1933, as amended.
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INTRODUCTORY STATEMENT
This Limited Offering Memorandum sets forth information concerning the $108,209,446.20
Tobacco Settlement Asset-Backed Bonds, Series 2005 Bonds (the “Series 2005 Bonds”) issued by the
Trust (the “Issuer”).
The Issuer is a not-for-profit corporate entity established by the Commonwealth pursuant to the
Act. The Series 2005 Bonds are being issued pursuant to the Indenture. The Indenture permits the
issuance of bonds senior to or on a parity with the Series 2005 Bonds only for refunding purposes subject
to the satisfaction of certain conditions described herein and therein. The Series 2005 Bonds, together
with the Series 2002 Bonds and any additional refunding bonds issued under the Indenture, are referred to
herein as the “Bonds.” See “THE SERIES 2005 BONDS – Additional Bonds” herein.
The Issuer has no authority to and does not intend or purport to pledge the faith, credit, or
taxing power of the Commonwealth or any of its political subdivisions in connection with the
issuance of the Bonds. The Bonds are limited obligations of the Trust; are secured solely by and
payable solely from the Collateral; and are neither general, legal, nor moral obligations of the
Commonwealth or any of its political subdivisions or instrumentalities other than the Trust.
Neither the faith and credit nor the taxing power nor any other assets or revenues of the
Commonwealth or of any political subdivision or instrumentality thereof (other than the Collateral)
is or shall be pledged to the payment of the principal or Accreted Value of or the interest on the
Bonds. The Issuer has no taxing power.
The MSA, which was entered into on November 23, 1998, resolved all cigarette smoking-related
litigation between the Settling States and the OPMs, released the PMs from past and present smokingrelated claims, and provides for a continuing release of future smoking-related claims in exchange for
payments to be made to the Settling States, as well as, among other things, certain tobacco advertising and
marketing restrictions. Under the MSA the Commonwealth is entitled to 1.1212774% of the Initial
Payments and the Annual Payments and 1.6531733% of the Strategic Contribution Payments made by the
PMs under the MSA.
Under the Indenture, the Series 2005 Bonds are, and any other additional series of refunding
bonds issued pursuant to the Indenture will be, secured equally and ratably by a statutory pledge of,
certain of the Trust’s tangible and intangible assets, including its right to receive Puerto Rico’s portion of
the Annual Payments and Strategic Contribution Payments under the MSA on or after the Crossover Date
in the case of the Series 2005A Bonds and the Second Crossover Date in the case of the Series 2005B
Bonds (the “Pledged TSRs”). Prior to the Crossover Date (the date on which the Series 2002 Bonds or
any bonds issued to refund them are no longer outstanding) the Pledged TSRs secure the Series 2002
Bonds. See “SECURITY FOR THE BONDS.”
Certain methodologies and assumptions were utilized to establish, for the Series 2005 Bonds, the
Rated Maturities and projected Turbo Redemptions, as described under “SUMMARY OF BOND
STRUCTURING ASSUMPTIONS AND AMORTIZATION” herein. The amount and timing of
payments on the Series 2005 Bonds may be affected by various factors. See “RISK FACTORS” herein.
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RISK FACTORS
Prospective investors should carefully consider the factors set forth below regarding an
investment in the Series 2005 Bonds as well as other information contained in this Limited Offering
Memorandum. The following discussion of risks is not meant to be a complete list of the risks associated
with the purchase of the Series 2005 Bonds and does not necessarily reflect the relative importance of the
various risks. Potential purchasers of the Series 2005 Bonds are advised to consider the following factors,
among others, and to review the other information in this Limited Offering Memorandum in evaluating
the Series 2005 Bonds. Any one or more of the risks discussed, and others, could impair the payment of
or lead to a decrease in the market value and/or the liquidity of the Series 2005 Bonds. There can be no
assurance that other risk factors will not become material in the future.
Decline in Cigarette Consumption Materially Beyond
Forecasted Levels May Adversely Affect Payments
Smoking Trends. As discussed in the Tobacco Consumption Report, cigarette consumption in the
United States has declined since its peak in 1981 of 640 billion cigarettes to an estimated 393 billion
cigarettes in 2004. Adult per capita cigarette consumption (total consumption divided by the number of
people 18 years and older) has been declining since 1964. The Tobacco Consumption Report forecasts a
continued decline in total cigarette consumption at an average annual rate of 1.77% to 158 billion
cigarettes in 2055 under its Base Case Forecast (as defined herein), which represents a decline in per
capita consumption at an average rate of 2.50% 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.
According to the Tobacco 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: Varenicline, a Pfizer product, is a
smoking cessation pill containing a product that binds to brain nicotine receptors and is intended to satisfy
nicotine cravings without being pleasurable or addictive, and Acomplia, a Sanofi-Synthelabo product, is
mainly a weight reduction pill, but also contributes to smoking cessation. Two companies are also
seeking FDA approval for vaccines to prevent and treat nicotine addiction. One of these companies,
Cytos Biotechnology AG, announced on May 14, 2005, that it had successfully completed Phase II
testing of a virus-based vaccine, which is genetically engineered to attract an immune system response
from nicotine. The company now plans to begin Phase III trials. One NPM has also introduced a
cigarette which is reportedly nicotine-free. 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.
A decline in the overall consumption of cigarettes beyond the levels forecasted in the Tobacco
Consumption Report could have a material adverse effect on the payments by PMs under the MSA and
the amounts of Pledged TSRs available to the Trust to pay principal, Accreted Value or maturity amount
of and interest on the Bonds and/or Turbo Redemptions.
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 and local 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
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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, and restrict the sale of tobacco products
directly to consumers or other unlicensed recipients, including over the Internet. In addition, in 2005, the
U.S. Congress may consider legislation regarding further increases in 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 authority to broadly regulate tobacco products. Philip Morris has indicated its strong support for this
legislation. FDA regulation could also include regulation of nicotine content in cigarettes to nonaddictive levels.
Cigarettes are also currently subject to substantial excise taxes in the United States. The federal
excise tax per pack of 20 cigarettes is $.39 as of May 1, 2005. All states, the District of Columbia and the
Commonwealth of Puerto Rico currently impose taxes at levels ranging from $.05 per pack in North
Carolina to $2.46 per pack in Rhode Island. In addition, certain municipalities also impose an excise tax
on cigarettes, ranging up to $1.50 per pack (New York City). According to the Tobacco Consumption
Report, excise tax increases were enacted in twenty states in 2002, in thirteen states in 2003, in eleven
states in 2004, and in six states thus far in 2005. The population-weighted average state excise tax as of
July 1, 2005 is $0.893 per pack.
According to the Tobacco 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 nine states and a few large cities. In 2003, New York State enacted
legislation banning smoking in indoor workplaces, including restaurants and bars. Delaware had banned
smoking in all indoor public areas in 2002. These states joined California in imposing comprehensive
statewide smoking bans. The California ban has been in place since 1998. Also in 2003, Connecticut,
Maine, and Florida passed laws which ban smoking in restaurants and bars. Similarly comprehensive
bans took effect in March 2003 in New York City and Dallas and in Boston in May 2003. Since then
Massachusetts, Montana, Rhode Island and Vermont have established similar bans. The American
Nonsmokers’ Rights Foundation also documents clean indoor air ordinances by local governments
throughout the U.S. As of April 4, 2005, there were 1,929 municipalities with indoor smoking
restrictions.
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 Tobacco
Consumption Report and thereby have a material adverse effect on the amounts available to the Trust to
pay principal, Accreted Value or maturity amount of and interest on the Bonds and/or Turbo
Redemptions. See “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, some of which are material. Such adjustments could reduce the
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Pledged TSRs distributable to the Trust below the respective amounts required to pay principal, Accreted
Value or maturity amount of and interest on the Bonds and/or Turbo Redemptions. For additional
information regarding the MSA and the payment adjustments, see “SUMMARY OF THE MSA” herein.
The assumptions used to project Collections (the source of the payments on the Bonds) are based
on the premise that certain adjustments will occur as set forth under “SUMMARY OF BOND
STRUCTURING ASSUMPTIONS AND AMORTIZATION” herein. Actual adjustments could be
materially different from what has been assumed and described herein.
Growth of NPM Market Share and Volume Adjustment. The assumptions used to project
Collections and structure the Series 2005 Bonds contemplate declining consumption of cigarettes in the
United States combined with a static relative market share of 6.2%* for the NPMs. See “SUMMARY
OF BOND STRUCTURING ASSUMPTIONS AND AMORTIZATION” 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 Commonwealth) that have adopted an enforceable Model Statute and are thus exempt from the NPM
adjustment. One NPM has introduced a cigarette with reportedly no nicotine. This NPM could use the
product to capture market share causing 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, whether SPMs or NPMs, are less likely than OPMs to be subject to
frequent litigation.
The Model Statute also effectively provides that an NPM not be required to make escrow deposits
thereunder in excess of the amount the NPM would have had to pay had it been a PM. Forty-two
jurisdictions, including the Commonwealth, have enacted, and other jurisdictions are considering,
legislation that amends this provision in their Model Statutes (so called “Allocable Share Release
Legislation”). The National Association of Attorneys General (“NAAG”) has endorsed these legislative
efforts. Following a challenge by NPMs, the United States District Court for the Southern District of
New York in September 2004 enjoined New York from enforcing its Allocable Share Release
Legislation. NPMs are currently challenging Allocable Share Release Legislation in Arkansas,
California, Kentucky, Louisiana, Oklahoma and Tennessee. It is possible that NPMs will challenge such
legislation in other jurisdictions. To the extent either (i) that other jurisdictions do not enact Allocable
Share Release Legislation or (ii) that a jurisdiction’s Allocable Share Release Legislation is invalidated,
NPMs could exploit such differences by targeting sales in such jurisdictions. Because the price of
cigarettes is a factor affecting consumption, NPM cost advantage has resulted in their increasing market
share at the expense of the OPMs and SPMs.
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 Pledged TSRs available to the Trust to pay
principal, Accreted Value or maturity value of and interest on the Bonds and/or Turbo Redemptions. See
“SUMMARY OF THE MSA – Adjustments to Payments” and “TOBACCO CONSUMPTION
REPORT” herein.
NPM Adjustment. The NPM Adjustment is based upon market share increases, measured by
domestic sales of cigarettes by NPMs, and is designed to reduce the payments of the PMs under the MSA
*

The aggregate market share of NPMs utilized in the bond structuring assumptions may differ materially from the market share information
utilized by the MSA Auditor in calculating the NPM Adjustment. See “SUMMARY OF THE MSA – Adjustments to Payments – NonParticipating Manufacturers Adjustment” herein.
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to compensate the PMs for losses in market share to NPMs during a calendar year as a result of the MSA.
If the aggregate market share of the PMs in any year falls more than 2% below the aggregate market share
held by those same PMs in 1997, and if a nationally recognized firm of economic consultants determines
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, the NPM Adjustment is applied to the
subsequent year’s Annual Payment and Strategic Contribution Payment due to those Settling States that
have been proven to not diligently enforce their Model Statutes. The 1997 market share percentage for
the PMs, less 2%, is defined as the “Base Aggregate Participating Manufacturer Market Share.” If
the PMs’ actual aggregate market share is between 0% and 16⅔% less than the Base Aggregate
Participating Manufacturer Market Share, the amounts paid by the PMs will 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 16⅔%, the
NPM Adjustment will be calculated as follows:
NPM Adjustment = 50% +
[50%/(Base Aggregate Participating Manufacturer Market Share - 16⅔%)]
x [market share loss - 16⅔%]
The Settling States and the PMs have selected The Brattle Group as the firm of economic consultants that
will be responsible for making the “significant factor” determination. Each of the three OPMs has also
notified the Settling States by separate letter that, in connection with the market share loss for calendar
year 2003, it intends to seek an NPM Adjustment should the economic consultants determine that the
MSA was a significant factor contributing to the market share loss in 2003. These actions by the OPMs
represent, in effect, a reservation of rights on the part of the OPMs with respect to a potential 2003 NPM
Adjustment. The entire NPM Adjustment is to be applied against the subsequent year’s payments due to
only those Settling States that do not qualify for an exemption. See “SUMMARY OF THE MSA –
Adjustments to Payments” herein.
In general, any Settling State that adopts, maintains and diligently enforces its Qualifying Statute
is exempt from the NPM Adjustment. The Commonwealth has adopted the Model Statute (which is a
Qualifying Statute under the MSA). No provision of the MSA attempts to define what activities, if
undertaken by a Settling State, would constitute diligent enforcement. Furthermore, it may be unclear
which party bears the burden of proving or disproving diligent enforcement by the Settling States. With
regard to the question of whether any diligent enforcement dispute would be resolved in state courts or
through arbitration, one New York state court has ruled that arbitration is not the proper forum for
resolution of a diligent enforcement dispute. In January 2002, for example, B&W disputed the
recalculation of the Annual Payments due in 2000 and 2001, claiming that the MSA Auditor relied upon
inappropriate data in calculating B&W’s market share and that a larger NPM Adjustment should have
been applied to the 2001 payment because a majority of the Settling States were not diligently enforcing
their Qualifying Statutes in 2000. Although this dispute was resolved in April 2002, other disputes
regarding the diligent enforcement of Qualifying Statutes by the Settling States may be expected in the
future as a result of the increasing market share of the NPMs and the correspondingly large NPM
Adjustment that, absent the protection of the Qualifying Statutes, would apply. The Commonwealth has
indicated that the 2005 Annual Payments by the OPMs were made without the diversion of any portion
thereof into the Disputed Payments Account. According to the Commonwealth, however, eleven SPMs
did pay an approximately $84 million portion of their 2005 Annual Payments into the Disputed Payments
Account as a result of alleged disputes, including disputes related to NPM Adjustments. The states of
Kentucky, Montana and Vermont have also indicated that they expect OPMs, alleging disputes related to
the NPM Adjustment, to divert a portion of their future MSA payments into the Disputed Payments
Account. Those three states, reporting that the PMs experienced a decline in market share of 6.2% in
2003, assumed an NPM Adjustment of 18.6% in projecting their fiscal 2006 and 2007 MSA payments for
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budgetary purposes. The Commonwealth has received no indication from the OPMs that they currently
expect to pay future Annual Payments into the Disputed Payments Account. The Commonwealth
believes that the letters from the OPMs regarding a potential 2003 NPM Adjustment described in the
preceding paragraph do not constitute an indication from the OPMs that they currently expect to pay
future Annual Payments into the Disputed Payments Account. Nevertheless, an Owner should assume
that any OPM that believes a given Settling State has not diligently enforced its Qualifying Statute for a
given year in which the other two preconditions to an NPM Adjustment have been satisfied will in fact
claim the NPM Adjustment for such year and make an appropriate payment into the Disputed Payments
Account.
In February 2002, B&W sent a letter addressed to the Settling States requesting information
relating to the enforcement of their applicable Qualifying Statute. In November 2003, six SPMs sent a
letter to NAAG and the Attorneys General of the Settling States, which is intended to provide notice that
such SPMs may initiate litigation or arbitration proceedings relating to the MSA. The MSA requires a
party to provide at least 30 days’ prior written notice to the other parties before initiating a proceeding to
enforce the MSA or alleging breaches of the MSA. Among other things, such SPMs alleged that the
NPM Adjustment is not working as designed to ensure that SPMs are not penalized by becoming
signatories to the MSA. They also alleged that the Market Share Loss recorded by the MSA Auditor is
significantly smaller than the Market Share Loss that actually exists and that the Model Statute has not
been diligently enforced or that in states where it is diligently enforced, does not contain efficient and
effective enforcement mechanisms. The SPMs specifically request in their letter to continue to discuss
possible resolution of these issues with the other parties to the MSA. The letter does not specify what
type of relief would be sought in any litigation or arbitration proceedings. In March, 2005, Philip Morris
filed a Freedom of Information Act request with the Commonwealth seeking information pertaining to the
Commonwealth’s efforts to identify NPMs and to enforce its Qualifying Statute. The Commonwealth
believes that nearly identical requests were sent to substantially all of the other Settling States.
In addition, forty-four Settling States, including the Commonwealth, 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. Similar legislation has been
challenged in New York State by a cigarette importer on both constitutional and antitrust grounds. See
“Risks Related to Enforceability or Modification of the MSA and Constitutionality of the Model
Statute” herein.
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 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 shall 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 under the MSA.
The Commonwealth has covenanted in the Act to diligently enforce the Qualifying Statute. The
Commonwealth believes that it has been and is diligently enforcing its Qualifying Statute. See
“SUMMARY OF THE MSA – MSA Provisions Related to Model/Qualifying Statutes.”
Should a PM be entitled to an NPM Adjustment in future years due to non-diligent enforcement
of the Qualifying Statute by the Commonwealth, the NPM Adjustment could materially impair the flow
of Pledged TSRs to the Trust and have a material adverse effect on the amounts available to the Trust to
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pay, the Series 2005 Bonds. See “Disputed or Recalculated Payments” below. The structuring
assumptions for the Series 2005 Bonds do not include any NPM Adjustments. See “SUMMARY OF
BOND STRUCTURING ASSUMPTIONS AND AMORTIZATION” herein.
Disputed or Recalculated Payments. Miscalculations by the MSA Auditor or disputed
calculations by any of the parties to the MSA, such as those described immediately 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 announced that it had notified the
Attorneys General of 46 states that it intends to initiate proceedings against the Attorneys General for
violating the terms of the MSA. It alleges 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, the SPM indicated that it will seek
to enforce the terms of the MSA, void the General Tobacco Agreement and enjoin the Settling States and
NAAG from listing General Tobacco as a PM on their websites. 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. Both the diversion of disputed payments to the
Disputed Payments Account and the application of offsets against future payments could materially
impair the flow of Pledged TSRs to the Trust. The structuring assumptions for the Series 2005 Bonds do
not factor in an offset for miscalculated or disputed payments. See “SUMMARY OF THE MSA –
Adjustments to Payments – Offset for Miscalculated or Disputed Payments” herein.
“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”
cigarette, such manufacturer would not be a manufacturer for purposes of the MSA. Such a manufacturer
could use the product to capture market share causing a reduction in Annual 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 “nicotine-free” cigarettes, 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 cigarette which is reportedly nicotine-free.
Risks Related to Enforceability or Modification of
the MSA and Constitutionality of the Model Statute
MSA Litigation. Certain smokers, consumer groups, cigarette manufacturers, cigarette importers,
cigarette wholesalers, cigarette distributors, Native American tribes, taxpayers, taxpayers’ groups and
other parties have instituted litigation against various tobacco manufacturers, including the PMs, as well
as against certain of the Settling States and other public entities. The lawsuits, several of which remain
pending, allege, among other things, that the MSA violates certain provisions of the United States
Constitution, state constitutions, the federal antitrust laws, federal civil rights laws, state consumer
protection laws and unfair competition laws, certain of which 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 moneys under the MSA,
barring the PMs from collecting cigarette price increases related to the MSA and/or a determination that
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the MSA is void or unenforceable. In addition, class action lawsuits have been filed in several federal and
state courts, and one such lawsuit remains pending, 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. To
date, such challenges have not been ultimately successful, although appeals are still possible in certain
cases. The terms of the MSA are currently being challenged and may continue to be challenged in the
future. See most significantly “Freedom Holdings, Grand River and Related Cases” below. In the event
of an adverse court ruling, Owners could incur a complete loss of their investment. See also “Tobacco
Industry Litigation” and “Limited Remedies” below. For a description of certain opinions delivered to
the Trust by Sidley Austin Brown & Wood LLP (“Transaction Counsel”) with respect to the MSA, see
“LEGAL CONSIDERATIONS – MSA Enforceability” herein.
Qualifying Statute. Under the MSA’s NPM Adjustment, downward adjustments are made to the
Annual Payments and the 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. A Settling
State may mitigate the effect of this adjustment by adopting and diligently enforcing a Qualifying Statute,
as hereinafter described. The Commonwealth has adopted a Qualifying Statute and has covenanted in the
Act to diligently enforce its Qualifying Statute. A Qualifying Statute, in its original form, requires an
NPM to make escrow deposits approximately in the amount that the NPM would have had to pay had it
been a PM and further authorizes the NPM to obtain from the applicable Settling State the release of the
amount by which the escrow deposit in that state exceeds that state’s allocable share of the total payments
that the NPM would have made as a PM. Legislation has been enacted in 42 of the Settling States,
including the Commonwealth, to amend the Qualifying Statutes in those states by eliminating the
reference to the allocable share and limiting the possible release an NPM may obtain under a Qualifying
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 Amendments”). In addition, 44 Settling States (including the
Commonwealth) have passed, and various states are considering, legislation (often termed
“Complementary Legislation”) to further ensure that NPMs are making required escrow payments under
their respective Qualifying Statutes. The Qualifying Statute and related legislation, like the MSA, has
also been the subject of litigation in cases alleging that the Qualifying Statutes and related legislation
violate certain provisions of the United States Constitution, state constitutions and 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 preliminary enjoined in New York and
certain other states. Appeals are also still 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 “−Freedom Holdings” in this subsection.
Although a determination that the Model Statute is unconstitutional would have no effect on the
enforceability of the MSA itself, such a determination could have an adverse effect on payments to be
made under the MSA if one or more NPMs were to gain market share in the future. For a description of
the opinion of Transaction Counsel with respect to the Model Statute, and a more detailed discussion of
the constitutional challenges to the Model Statute, see “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 market share at the
expenses of the PMs. See “SUMMARY OF THE MSA − MSA Provisions Relating to
Model/Qualifying Statutes.”
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A determination that the State’s Complementary Legislation is unenforceable would not
constitute a breach of the MSA or affect the enforceability of the Commonwealth’s Qualifying Statute;
such a determination could, however, make enforcement of the Commonwealth’s Qualifying Statute
against NPMs more difficult for the Commonwealth. See “SUMMARY OF THE MSA − MSA
Provisions Relating to Model/Qualifying Statutes.”
Possibility of Conflict Among Federal Courts. Among the pending challenges to the MSA and
related statutes are two lawsuits referred to herein as Freedom Holdings and Grand River, both of which
are pending against the State of New York in the United States District Court for the Southern District of
New York alleging, among other things, that the MSA and related statutes create an unlawful output
cartel under federal antitrust law and are thus preempted by federal law. These suits have survived
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 whether the MSA and/or related statutes are
preempted by federal antitrust law. To date, Freedom Holdings is the only case challenging the MSA
which has 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.
Moreover, 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 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 either the “state action” immunity doctrine (based on a
United States Supreme Court case known as “Parker”) or the First Amendment based immunity doctrine
(based on a United States Supreme Court case known 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. In Freedom Holdings, the Second
Circuit determined, on the record before it, that a MidCal analysis was required and, on that record, found
insufficient active supervision and insufficient articulation of state policy to support a conclusion that
there was antitrust immunity under Parker.
An adverse decision by the Second Circuit regarding the enforceability of the MSA and/or related
statutes under federal antitrust law 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 the MSA, New York’s Qualifying Statute
and/or Complementary Legislation constitutes a per se federal antitrust violation, not immunized by the
NP or Parker doctrines, 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 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 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 on the Commonwealth.
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Freedom Holdings, Grand River and Related Cases. On April 16, 2002, in Freedom Holdings,
Inc. v. Spitzer, certain cigarette importers challenged New York’s Complementary Legislation, alleging in
their initial complaint that New York’s Complementary Legislation enforces a market-sharing and pricefixing cartel, allowing the OPMs to charge supra-competitive prices for their cigarettes. They also
alleged that New York’s Complementary Legislation violates the Commerce Clause of the U.S.
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
U.S. Constitution. The Southern District dismissed the action on May 14, 2002. The Southern District
held, among other things, that New York’s Complementary Legislation was protected from antitrust
challenge by both direct Parker immunity and NP immunity. The plaintiffs appealed and on January 6,
2004, the Second Circuit partially reversed the decision of the District Court.
The Second Circuit in Freedom Holdings 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 plaintiff’s favor. The Second Circuit affirmed the District Court’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 allegations that the Complementary
Legislation is not applied to the sale of cigarettes by wholesalers or importers located on Native American
Reservations located in New York, but allowed 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 violates 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, found insufficient active supervision and
insufficient articulation of state policy. On March 25, 2004, the Second Circuit denied New York’s
petition for a rehearing.
On September 14, 2004, the District Court denied the plaintiffs’ motion seeking 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 District Court held that, based on
the evidence presented by the parties, the plaintiffs had failed to show a likelihood of success on the
merits of their claims (1) that New York’s Qualifying Statute and New York’s Complementary
Legislation constituted 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 District Court also determined that the plaintiffs had failed to
make a showing of irreparable harm sufficient to justify preliminary injunctive relief. The District Court,
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 violates the federal antitrust laws and that its enforcement
would cause plaintiffs and other NPMs irreparable harm. The plaintiffs appealed the District Court’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 to enjoin
enforcement of the MSA, nor did New York 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 District Court’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.
In November 2004, the plaintiffs in Freedom Holdings filed a supplemental and amended
complaint which now seeks (1) a declaratory judgment that the operation of the MSA, New York’s
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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) an
injunction permanently enjoining the enforcement of New York’s Qualifying Statute and New York’s
Complementary Legislation. The supplemental and amended complaint does not seek an injunction
enjoining the enforcement or administration of the MSA. The supplemental and amended complaint is
limited to claims under federal antitrust laws and does not allege that the MSA, New York’s Qualifying
Statutes or New York’s Complementary Legislation violate the Commerce Clause or the Equal Protection
Clause of the United States Constitution.
On July 1, 2002, Grand River Enterprises Six Nations Ltd. v. Pryor was filed in the District Court
of the Southern District of New York by certain NPMs. Plaintiffs alleged that certain Settling States’
Qualifying Statutes and Complementary Legislation violated their constitutional rights under the First and
Fourteenth Amendments and the Commerce Clause of the U.S. Constitution and also violated the federal
antitrust laws. In September 2003, the District Court dismissed the plaintiffs’ complaint in its entirety.
After the Second Circuit’s decision in Freedom Holdings, however, the District Court granted the
plaintiffs’ motion in Grand River to reinstate against New York only that portion of the complaint
alleging that New York’s Qualifying Statute and New York’s Complementary Legislation violate
antitrust laws and are preempted by federal law. As with Freedom Holdings, this case remains pending
and the District Court has ordered the plaintiffs and New York to proceed with discovery with respect to
the antitrust claim. The plaintiffs have also appealed the District Court’s ruling dismissing the other
claims asserted, which appeal was heard by the Second Circuit on May 11, 2005, and is pending.
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 (see the previous discussion of Sanders v. Lockyer), Louisiana,
Oklahoma, Kentucky, Tennessee and Arkansas. These cases raise essentially the same issues as those
raised in Freedom Holdings.
In the Louisiana case, Xcaliber International Limited, LLC v. Ieyoub, certain NPMs have
challenged the state’s Allocable Share Release Amendment on both federal and state constitutional
grounds. This action was dismissed by the District Court in February 2005 and the plaintiffs have
appealed the dismissal to the Fifth Circuit Court of Appeals.
In the Oklahoma case, Xcaliber International Limited, LLC v. Edmondson, certain NPMs have
challenged Oklahoma’s enforcement of its Allocable Share Release Amendment as violative of 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.
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 violate
federal antitrust laws and certain provision of the U.S. Constitution. Kentucky’s motion to dismiss the
complaint remains pending in the District Court. The District Court has, however, preliminarily enjoined
the enforcement of Kentucky’s Allocable Share Release Amendment as against the plaintiffs only.
Similarly, in the Tennessee case, S&M Brands, Inc. v. Summers, the plaintiffs seek a declaratory
judgment that Tennessee Qualifying Statute and Complementary Legislation also violate federal antitrust
laws and certain provision of the U.S. Constitution. Tennessee’s motion to dismiss the complaint remains
pending in the District Court. The District Court has denied, among other things, plaintiffs’ motion for a
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preliminary injunction with respect to the enforcement of Tennessee’s Allocable Share Release
Amendment. On June 1, 2005, the Sixth Circuit affirmed the District Court’s denial of plaintiffs’ motion.
Two cases are currently pending in Arkansas. In the first case filed, Grand River Enterprises Six
Nations Ltd. v. Beebe, the plaintiffs seek to enjoin preliminarily and permanently Arkansas’ enforcement
of its Allocable Share Release Amendment as violative of the federal antitrust laws, expressly based on
the same facts that were before the District Court in Freedom Holdings. Arkansas’ motion to dismiss the
complaint remains pending in the District Court. In the second case, International Tobacco Partners Ltd.
v. Beebe, the plaintiffs seek a declaratory judgment that the MSA and Arkansas’ Qualifying Statute,
Complementary Legislation and Allocable Share Release Amendment violate federal antitrust laws and
certain provisions of the U.S. Constitution. Arkansas’ motion to dismiss the complaint remains pending
with the District Court. The District Court has, however, as against the plaintiffs only, preliminarily
enjoined the enforcement of Arkansas’ Allocable Share Release Amendment.
In March 2004, 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 proceedings with Freedom Holdings. On June 21, 2005, the MDL
Panel denied this motion. The MDL Panel’s denial of this motion is not subject to appeal.
Severability. 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. 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 MSA – 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 Commonwealth, may waive the
performance provisions of the MSA. The Issuer is not a party to the MSA; accordingly, the Trust does
not have the right to challenge any such amendment, waiver or termination. While the economic interests
of the Commonwealth and the Owners 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 Trust’s ability to make payments to the Owners. See “SUMMARY OF THE MSA
– Amendments and Waivers” herein.
Reliance on Commonwealth Enforcement of the MSA and Commonwealth Impairment. The
Commonwealth may not convey and has not conveyed to the Trust or the Owners any right to enforce the
terms of the MSA. Pursuant to its terms, the MSA, as it relates to the Commonwealth, can only be
enforced by the Commonwealth. The Commonwealth has promised pursuant to the Act, to defend the
Trust’s rights to receive the Pledged TSRs up to the maximum allowed by the terms of the MSA, the
Commonwealth has authorized the Trust, in its capacity as agent for the Commonwealth, to include this
promise of the Commonwealth in the Trust’s bonds, and the Trust has included this promise in the
Indenture for the benefit of the holders of the Bonds issued thereunder; however, no assurance can be
given that the Commonwealth will enforce any particular provision of the MSA. Failure to do so could
have a material adverse effect on the Trust’s ability to make payments to the Owners. It is also possible
that the Commonwealth could attempt to claim some or all of the Pledged TSRs for itself or otherwise
interfere with the security for the Series 2005 Bonds. See “LEGAL CONSIDERATIONS” herein.
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Tobacco Industry 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 (“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 6, 2005, there were 13 cases
on appeal in which verdicts were returned against Philip Morris, including a compensatory and punitive
damages verdict totaling approximately $10.1 billion in the Price case in Illinois. 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 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.
The ultimate outcome of these and any other pending or future lawsuits is uncertain. Verdicts of
substantial magnitude which are unfavorable to one or more PMs, or others like them 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 Tobacco 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 and/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, thus
materially adversely affecting the payment of Pledged TSRs to the Trust and impair payments required to
be made to the Owners of the Bonds. For a detailed discussion of tobacco industry litigation and related
matters, see “TOBACCO INDUSTRY—Civil Litigation” and “LEGAL CONSIDERATIONS.”
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Bankruptcy of a PM May Delay or Reduce Payments
Because the only source of payment for the Bonds is the Pledged TSRs that are paid by the PMs,
if one or more PMs were to become a debtor in a case under Title 11 of the United States Code (the
“Bankruptcy Code”), there could be delays or reductions or elimination of payments on the Bonds, and
Owners 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 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 Commonwealth, the Trust, the
Indenture Trustee or the Owners to collect any Pledged TSRs or any other amounts owing by the
bankrupt PM. In addition, even if the bankrupt PM wanted to continue paying 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 Pledged TSRs. If the MSA is an “executory contract” under the Bankruptcy
Code, the PM may be able to repudiate the MSA and stop making payments under it. Furthermore,
payments previously made to the Owners could be avoided as preferential payments, so that the 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 Commonwealth, the Trust, Indenture Trustee and the 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 payments to the Owners. For a further discussion of certain bankruptcy
issues and a description of certain legal opinions to be delivered to the Trust by Transaction Counsel with
respect to PM bankruptcy matters, see “LEGAL CONSIDERATIONS” herein.
Uncertainty as to Timing of Amortization
No assurance can be given as to the timing of amortization of the Series 2005 Bonds. The timing
of amortization payments will be based on the Trust’s receipt of Collections. A certain level of Pledged
TSRs has been forecast based on various assumptions including, among others, domestic cigarette
consumption levels as set forth in the Global Insight Base Case Forecast and adjustments to the payments
by the PMs as required by the terms of the MSA. These assumptions, which were used to provide
expectations of Turbo Redemptions from Collections, are discussed in “SUMMARY OF BOND
STRUCTURING ASSUMPTIONS AND AMORTIZATION – Effect of Changes in Cigarette
Consumption on Turbo Redemptions” herein. Actual results could and likely will vary from the
assumptions. Such variance could be material and could affect the level of Pledged TSRs. Any material
reduction would impair the generation of funds available for Turbo Redemptions and extend the average
life of the Series 2005 Bonds. On the other hand, material increases would generate more funds available
for Turbo Redemptions and shorten the average life of the Series 2005 Bonds. In addition, future
increases in the rate of inflation above 3% per annum in the absence of other factors could materially
shorten the life of the Series 2005 Bonds. No assurance can be given that these structuring assumptions
will be realized. Furthermore, all other factors being equal, the issuance of a series of bonds refunding
Bonds outstanding under the Indenture could have an effect on the average life of any Series 2005 Bonds
not refunded.
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The ratings for the Series 2005 Bonds address only the payment of maturity value of Series 2005
Bonds by their respective Rated Maturity Dates. The ratings do not address the payment of Turbo
Redemptions. Owners of the Series 2005 Bonds bear the reinvestment risk from faster than expected
amortization as well as the extension risk from slower than expected amortization of the Series 2005
Bonds.
Subordinate Nature of the Series 2005 Bonds
No payments will be made with respect to any Series 2005A Bond until all Series 2002 Bonds, or
any Bonds issued to refund Series 2002 Bonds, have been paid in full, and no payments will be made with
respect to Series 2005B Bonds until all Series 2002 Bonds (including, in each case, any applicable
refunding bonds) and all Series 2005A Bonds have been paid in full.
Bonds Secured Solely by the Collateral
The Series 2005 Bonds are neither legal nor moral obligations of the Commonwealth, and no
recourse may be had thereto for payment of amounts owing on the Series 2005 Bonds. The assets of the
Trust (other than the Pledged TSRs) are not pledged to the payment of, nor are they security for, the
Series 2005 Bonds. The Trust’s only source of funds for payments on the Series 2005 Bonds is the
Collections, the Reserves and amounts on deposit in pledged funds and accounts pursuant to the
Indenture. The Issuer has no taxing power. Investors in the Bonds must look solely to the Collateral for
repayment of their investment.
Limited Remedies
The Indenture Trustee is limited under the terms of the Indenture to enforcing the terms of such
agreement and to receiving the Pledged TSRs and applying them in accordance with the Indenture. If an
Event of Default occurs, the Indenture Trustee cannot sell its rights under the Indenture. The Trust is not
a party to the MSA and has not made any representation or warranty that the MSA is enforceable.
Limited Liquidity of the Series 2005 Bonds
The Series 2005 Bonds may only be resold to “qualified institutional buyers,” as such term is
defined in Rule 144A under the Securities Act of 1933, as amended. There is currently no secondary
market for securities such as the Series 2005 Bonds, especially in light of their subordinated nature and
the uncertainty of the timing of any Turbo Redemptions. Merrill Lynch & Co. does not intend to make a
secondary market in the Series 2005 Bonds, and is under no obligation to do so. There can be no
assurance that a secondary market for the Series 2005 Bonds will develop, or if a secondary market does
develop, that it will provide Owners with liquidity or that it will continue for the life of the Series 2005
Bonds. Consequently, any purchaser of the Series 2005 Bonds must be prepared to hold such securities
for an indefinite period of time or until final redemption of such securities.
No Current Interest
The Series 2005 Bonds do not pay any current interest. All interest accretes until both principal
and accreted interest are paid. The lack of current interest payments may affect liquidity or cause price
volatility.
Limited Nature of Ratings; Reduction, Suspension or Withdrawal of a Rating
Any rating assigned to the Series 2005 Bonds by a Rating Agency will reflect such Rating
Agency’s assessment of the likelihood of the payment of the maturity value of Series 2005 Bonds by their
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respective Rated Maturity Dates. Any such rating will not address the likelihood that the Turbo
Redemptions will be made according to the projected Turbo Redemption schedule. The rating of the
Series 2005 Bonds will not be a recommendation to purchase, hold or sell such Bonds and such rating
will not address the marketability of such 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 for, or the
market price of, the Series 2005 Bonds.
Fitch’s view of the tobacco industry is a key factor in its ratings of tobacco settlement
securitizations. Currently, Fitch indicates its outlook on the unsecured credit profile of the tobacco
industry is negative.
THE SERIES 2005 BONDS
The following summary describes certain terms of the Series 2005 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 2005 Bonds. A copy of the Indenture as in effect as of the date hereof is
attached in Appendix E, and additional copies of the Indenture may be obtained upon written request to
the Indenture Trustee.
The Series 2005 Bonds will initially be represented by 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 2005 Bonds. The Series 2005 Bonds will be denominated in maturity
amounts of $2,000,000 or any integral multiple of $5,000 in excess thereof and will be available for
purchase only in book-entry form. Except under the limited circumstances described herein, no
Beneficial Owner (as hereinafter defined) of the Series 2005 Bonds will be entitled to receive definitive
Series 2005 Bonds. See “– Book-Entry Only System” below.
Payments on Rated Maturity Date
The maturity amount of each Series 2005 Bond represents principal and interest accreted thereon
to its Rated Maturity Date and is payable on its Rated Maturity Date. The Rated Maturity Date for the
Series 2005A Bonds is May 15, 2050, and the Rated Maturity Date for the Series 2005B Bonds is May
15, 2055. Interest on the Series 2005 Bonds is not payable on a current basis, and there are no scheduled
dates for payment of principal and accreted interest other than the Rated Maturity Dates.
Subordination
The Series 2005 Bonds are subordinated to the Series 2002 Bonds and are not entitled to receive
payments of principal, premium or interest until the date when the Series 2002 Bonds (or any bonds
issued to refund any Series 2002 Bonds) are no longer outstanding (the “Crossover Date”). In addition,
the Series 2005B Bonds are subordinated to the Series 2005A Bonds and are not entitled to receive any
payments until the date when the Series 2005A Bonds are no longer outstanding (the “Second Crossover
Date”).
Turbo Redemption
After the Crossover Date, the Series 2005A Bonds are subject to mandatory redemption in whole
or in part prior to their Rated Maturity Date from Surplus Collections (as such term is defined below) on
deposit in the Turbo Redemption Account on each Distribution Date (May 15 and November 15) (each a
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“Turbo Redemption Date”) at the redemption price equal to the Accreted Value thereof (as defined
below), without premium.
After the Second Crossover Date, the Series 2005B Bonds are subject to mandatory redemption
in whole or in part prior to their Rated Maturity Date from Surplus Collections on deposit in the Turbo
Redemption Account on each Turbo Redemption Date at the redemption price equal to the Accreted
Value thereof, without premium.
If less than all of the Series 2005 Bonds are to be called for redemption, such Bonds (or portions
thereof) to be redeemed will be selected by the Indenture Trustee by lot or in any other customary manner
as determined by the Indenture Trustee. The effect of any partial redemption of the Series 2005A Bonds
or Series 2005B Bonds on any redemption date shall be to reduce the outstanding maturity amounts of
such Series 2005A Bonds or Series 2005B Bonds by a fraction that is equal to the ratio of the amount
paid as redemption price thereof on such redemption date to the aggregate Accreted Value of all of such
Series 2005A Bonds or Series 2005B Bonds that were outstanding on such redemption date before giving
effect to the redemption.
“Surplus Collections” are those Collections which are in excess of Indenture requirements for
the funding of Operating Expenses (as defined in the Indenture), and deposits in the Debt Service
Account maintained under the Indenture for the funding of interest and principal, and the maintenance of
the Liquidity Reserve Account. After the Series 2002 Bonds are no longer outstanding, there will be no
deposits to the Liquidity Reserve Account. There is no Liquidity Reserve Account for the Series 2005
Bonds.
“Accreted Value” means, for each $5,000 in maturity amount of the Series 2005 Bonds, (a) prior
to the Rated Maturity Date (i) as of any date listed under the caption “Payment Date” in the Accreted
Value Table in Appendix A (the “Accreted Value Table”), the amount set forth opposite that date in that
table, and (ii) as of any date that is not listed in the Accreted Value Table, an amount for that date that
shall be determined by the Indenture Trustee based on linear interpolation between the amounts shown in
the Accreted Value Table opposite the two dates that are closest to such date, and (b) as of any date on or
after the Rated Maturity Date, $5,000.
Optional Redemption
The Series 2005 Bonds are subject to redemption at the Trust’s option at any time on or after May
15, 2015, in whole or in part, at a redemption price determined as follows:
Redemption price

For redemption in the 12 months ending:
May 14, 2016
May 14, 2017
May 14, 2018
May 14, 2019
May 14, 2020
Thereafter

105% of Accreted Value redeemed
104% of Accreted Value redeemed
103% of Accreted Value redeemed
102% of Accreted Value redeemed
101% of Accreted Value redeemed
100% of Accreted Value redeemed

Notice of Redemption
Thirty days’ notice shall be given to the registered holders of the Series 2005 Bonds to be
redeemed prior to the Rated Maturity Date thereof.
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Extraordinary Prepayment
If an Event of Default has occurred and is continuing after the Crossover Date, amounts on
deposit in the Extraordinary Prepayment Account will be applied on each Distribution Date to redeem the
Series 2005A Bonds (or, after the Second Crossover Date, the Series 2005B Bonds) pro rata at the
Accreted Value thereof, without premium (any such redemption of a Series 2005 Bond, an
“Extraordinary Prepayment”).
Lump Sum Prepayment
The Series 2005 Bonds are subject to mandatory prepayment at any time in whole or in part after
the Crossover Date, from amounts on deposit in the Lump Sum Prepayment Account at a prepayment
price equal to the Accreted Value thereof, without premium. Any prepayment of Bonds from the Lump
Sum Prepayment Account will be applied pro rata to redeem all the Series 2005A bonds (or, after the
Second Crossover Date, the Series 2005B Bonds).
Default Interest
Any principal, interest, maturity amount, redemption price, or prepayment price that is not paid
when due under the terms of the Series 2005 Bonds will bear interest at a rate equal to 8½% per annum,
in the case of the Series 2005A Bonds, and 9¼% per annum, in the case of the Series 2005B Bonds, from
the date when such amount was due until such amount is paid.
Additional Bonds
Additional Bonds may only be issued for the purpose of renewing or refunding Bonds of no lower
priority, and subject to the following conditions: (i) a written confirmation from each Rating Agency then
rating the Bonds that such issuance will not cause such Rating Agency to lower, suspend or withdraw the
rating then assigned by such Rating Agency to any Bonds, (ii) the Liquidity Reserve Account is funded at
its requirement, (iii) no Event of Default under the Indenture has occurred and is continuing, and (iv) the
expected base case debt service on the proposed refunding bonds shall be less than or equal to the
expected base case debt service on the refunded Bonds in all years where such refunded Bonds debt
service is payable.
Book-Entry Only System
DTC, New York, NY, will act as securities depository for the Series 2005 Bonds. The Series
2005 Bonds have been issued as fully-registered securities registered in the name of Cede & Co. (DTC’s
partnership nominee). One fully-registered Series 2005 Bond has been issued for all of the outstanding
Bonds of each Series, and has been deposited with DTC.
DTC, the world’s largest depository, is a limited-purpose trust company organized under the New
York Banking Law, a “banking organization” within the meaning of the New York Banking Law, a
member of the Federal Reserve System, a “clearing corporation” within the meaning of the New York
Uniform Commercial Code, and a “clearing agency” registered pursuant to the provisions of Section 17A
of the Securities Exchange Act of 1934. DTC holds and provides asset servicing for over two million
issues of U.S. and non-U.S. equity issues, corporate and municipal debt issues, and money market
instruments from over 85 countries that DTC’s participants (“Direct Participants”) deposit with DTC.
DTC also facilitates the post-trade settlement among Direct Participants of sales and other securities
transactions in deposited securities, through electronic computerized book-entry transfers and pledges
between Direct Participants’ accounts. This eliminates the need for physical movement of securities
certificates. Direct Participants include both U.S. and non-U.S. securities brokers and dealers, banks,
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trust companies, clearing corporations, and certain other organizations. DTC is a wholly-owned
subsidiary of The Depository Trust & Clearing Corporation (“DTCC”). DTCC, in turn, is owned by a
number of Direct Participants of DTC and Members of the National Securities Clearing Corporation,
Government Securities Clearing Corporation, MBS Clearing Corporation, and Emerging Markets
Clearing Corporation (NSCC, GSCC, MBSCC, and EMCC, also subsidiaries of DTCC), as well as by the
New York Stock Exchange, Inc., the American Stock Exchange LLC, and the National Association of
Securities Dealers, Inc. Access to the DTC system is also available to others such as both U.S. and nonU.S. securities brokers and dealers, banks, trust companies and clearing corporations that clear through or
maintain a custodial relationship with a Direct Participant, either directly or indirectly (“Indirect
Participants”). DTC has Standard & Poor’s highest rating: AAA. The DTC Rules applicable to
Participants are on file with the Securities and Exchange Commission. More information about DTC can
be found at www.dtcc.com.
Purchases of Series 2005 Bonds under the DTC system must be made by or through Direct
Participants, which will receive a credit for the Series 2005 Bonds on DTC’s records. The ownership
interest of each actual purchaser of each Series 2005 Bond (each a “Beneficial Owner”) is in turn to be
recorded on the Direct and Indirect Participants’ records. Beneficial Owners will not receive written
confirmation from DTC of their purchase. Beneficial Owners are, however, expected to receive written
confirmations providing details of the transaction, as well as periodic statements of their holdings, from
the Direct or Indirect Participant through which the Beneficial Owner entered into the transaction.
Transfers of ownership interests in the Series 2005 Bonds are to be accomplished by entries made on the
books of Direct and Indirect Participants acting on behalf of Beneficial Owners. Beneficial Owners will
not receive certificates representing their ownership interests in Series 2005 Bonds, except in the event
that use of the book-entry system for the Series 2005 Bonds is discontinued.
To facilitate subsequent transfers, all Series 2005 Bonds deposited by Direct Participants with
DTC are registered in the name of DTC’s partnership nominee, Cede & Co., or such other name as may
be requested by an authorized representative of DTC. The deposit of Series 2005 Bonds with DTC and
their registration in the name of Cede & Co. or such other DTC nominee do not effect any change in
beneficial ownership. DTC has no knowledge of the actual Beneficial Owners of the Series 2005 Bonds;
DTC’s records reflect only the identity of the Direct Participants to whose accounts such Series 2005
Bonds are credited, which may or may not be the Beneficial Owners. The Direct and Indirect Participants
will remain responsible for keeping account of their holdings on behalf of their customers.
Conveyance of notices and other communications by DTC to Direct Participants, by Direct
Participants to Indirect Participants, and by Direct Participants and Indirect Participants to Beneficial
Owners will be governed by arrangements among them, subject to any statutory or regulatory
requirements as may be in effect from time to time. Beneficial Owners of Series 2005 Bonds may wish to
take certain steps to augment the transmission to them of notices of significant events with respect to the
Series 2005 Bonds, such as redemptions, tenders, defaults, and proposed amendments to the Series 2005
Bond documents. For example, Beneficial Owners of the Series 2005 Bonds may wish to ascertain that
the nominee holding the Series 2005 Bonds for their benefit has agreed to obtain and transmit notices to
Beneficial Owners. In the alternative, Beneficial Owners may wish to provide their names and addresses
to the registrar and request that copies of notices be provided directly to them.
Redemption notices shall be sent to DTC. If less than all of the Series 2005 Bonds of any
maturity are being redeemed, DTC’s practice is to determine by lot the amount of the interest of each
Direct Participant in such maturity to be redeemed.
Neither DTC nor Cede & Co. (nor any other DTC nominee) will consent or vote with respect to
the Series 2005 Bonds unless authorized by a Direct Participant in accordance with DTC’s Procedures.
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Under its usual procedures, DTC mails an Omnibus Proxy to the Trust as soon as possible after the record
date. The Omnibus Proxy assigns Cede & Co.’s consenting or voting rights to those Direct Participants to
whose accounts Series 2005 Bonds are credited on the record date (identified in a listing attached to the
Omnibus Proxy).
Redemption proceeds and principal and interest payments on the Series 2005 Bonds will be made
to Cede & Co., or such other nominee as may be requested by an authorized representative of DTC.
DTC’s practice is to credit Direct Participants’ accounts upon DTC’s receipt of finds and corresponding
detail information from the Trust or the Indenture Trustee, on payable date in accordance with their
respective holdings shown on DTC’s records. Payments by Participants to Beneficial Owners will be
governed by standing instructions and customary practices, as is the case with securities held for the
accounts of customers in bearer form or registered in “street name,” and will be the responsibility of such
Participant and not of DTC, the Indenture Trustee or the Trust, subject to any statutory or regulatory
requirements as may be in effect from time to time. Payment of redemption proceeds and principal and
interest payments to Cede & Co. (or such other nominee as may be requested by an authorized
representative of DTC) is the responsibility of the Trust or the Indenture Trustee, disbursement of such
payments to Direct Participants will be the responsibility of DTC, and disbursement of such payments to
the Beneficial Owners will be the responsibility of Direct and Indirect Participants.
DTC may discontinue providing its services as depository with respect to the Series 2005 Bonds
at any time by giving reasonable notice to the Trust or the Indenture Trustee. Under such circumstances,
in the event that a successor depository is not obtained, Series 2005 Bonds are required to be printed and
delivered.
The Trust may decide to discontinue use of the system of book-entry transfers through DTC (or a
successor depository). In that event also, definitive Series 2005 Bonds will be printed and delivered.
THE ABOVE INFORMATION CONCERNING DTC AND DTC’S BOOK-ENTRY SYSTEM
HAS BEEN OBTAINED FROM DTC, BUT NEITHER MERRILL LYNCH NOR THE TRUST TAKES
ANY RESPONSIBILITY FOR THE ACCURACY THEREOF.
THE SERIES 2002 BONDS
The following summary describes certain terms of the Series 2002 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 2002 Bonds.
No Series 2005 Bonds will be paid until no Series 2002 Bonds or Bonds issued to refund Series
2002 Bonds are outstanding.
Payments of Interest
Interest on the principal balance of the Series 2002 Bonds is payable on each May 15 and
November 15. Failure to pay the full amount of interest payable on any Distribution Date is an Event of
Default.
Payments of Principal
Principal of Series 2002 Bonds will be paid as follows:
The “Serial Maturity” or the “Rated Maturity” of a Series 2002 Bond represents the minimum
amount of principal that the Trust must pay as of the specified Distribution Dates (each, a “Maturity
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Date”) in order to avoid an Event of Default as described herein. The Serial Maturities and each of the
Rated Maturities of the Series 2002 Bonds are set forth under “SUMMARY OF BOND STRUCTURING
ASSUMPTIONS AND AMORTIZATION.”
Payments of principal required by the Serial Maturities and each of the Rated Maturities will be
made from Collections and, if necessary, Reserves. A failure by the Trust to pay the principal of a Series
2002 Bond on its respective Maturity Date will constitute an Event of Default under the Indenture and, to
the extent of available Collections, will result in the Extraordinary Prepayment of the Bonds on
subsequent Distribution Dates as described herein.
Turbo Redemption
Certain of the Series 2002 Bonds are subject to mandatory redemption in whole or in part prior to
their stated maturity from Surplus Collections 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, and in order of maturity.
Extraordinary Prepayment
If an Event of Default has occurred and is continuing, amounts on deposit in the Extraordinary
Prepayment Account, the Debt Service Account and the Liquidity Reserve Account will be applied on
each Distribution Date in the following order: first, to pay interest on overdue interest on the Series 2002
Bonds (to the extent legally permissible) pro rata without regard to their order of maturity; second, to pay
overdue interest on the Series 2002 Bonds then due pro rata without regard to their order of maturity;
third, to pay interest then currently due on the Series 2002 Bonds pro rata without regard to their order of
maturity; and fourth, to prepay the Series 2002 Bonds pro rata without regard to their order of maturity, at
the principal amount thereof without premium.
Lump Sum Prepayment
The Series 2002 Bonds are subject to mandatory prepayment at any time in whole or in part, from
amounts on deposit in the Lump Sum Prepayment Account at a prepayment price of 100% of the
principal amount thereof, together with accrued interest thereon to the prepayment date. Any Lump Sum
Prepayment of Series 2002 Bonds will be applied pro rata, first, to the payment of accrued interest and,
second, to the payment of principal on all Outstanding Series 2002 Bonds.
Optional Redemption
The Series 2002 Bonds having a final Maturity Date on or after May 15, 2013 are subject to
redemption at the Trust’s option at any time on or after May 15, 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.
SECURITY FOR THE BONDS
General
Pursuant to the Act, Puerto Rico has transferred to the Trust all of Puerto Rico’s right, title and
interest under the MSA, including Puerto Rico’s right to receive its allocable share of (i) the Initial
Payments made by the OPMs under the MSA which were required to be made annually on each January
10, through January 10, 2003, (ii) Annual Payments made by the PMs under the MSA, which are required
to be made on each April 15 in perpetuity and (iii) Strategic Contribution Payments made by the PMs
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under the MSA, which are required to be made annually on each April 15, commencing April, 15, 2008
through April 15, 2017, collectively, the “Tobacco Settlement Revenues” or “TSRs”).
The Bonds issued pursuant to Indenture are secured by a statutory pledge of the TSRs received by
Puerto Rico under the MSA on or after the Closing Date. The Bonds are not a debt or obligation of the
Commonwealth or any of its instrumentalities, municipalities or other political subdivisions, other than
the Trust, and neither the Commonwealth nor any such instrumentalities, municipalities or other
subdivisions, other than the Trust, are liable for the payment of the principal and Turbo Redemptions of
and interest on the Bonds.
Payment by MSA Escrow Agent to Indenture Trustee
The MSA Escrow Agent will disburse the Pledged TSRs directly to the Indenture Trustee. The
disbursement of Pledged TSRs is required to be made to the Indenture Trustee by the MSA Escrow Agent
10 business days after the MSA Escrow Agent receives the related Initial Payments, the Annual Payments
and Strategic Contribution Payments from the PMs.
Accounts
All of the following funds and accounts will be held by the Indenture 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.
Collection Account. Under the Indenture, the Indenture Trustee holds a segregated trust account
(the “Collection Account”) into which the Indenture Trustee will deposit all Collections. Funds on
deposit in the Collection Account will be transferred to various other accounts under the Indenture and
applied to certain other purposes as described below.
Bond Fund. Under the Indenture, the Indenture Trustee holds a segregated trust fund (the “Bond
Fund”) which includes the Debt Service Account, the Liquidity Reserve Account, the Turbo Redemption
Account, the Lump Sum Prepayment Account and the Extraordinary Prepayment Account.
Debt Service Account. Under the Indenture, the Indenture Trustee holds within the Bond Fund a
segregated trust account (the “Debt Service Account”) into which the Indenture Trustee will deposit
amounts transferred from the Collection Account in respect of current interest and principal payments on
the Bonds and from which the Indenture Trustee will make payments on the Bonds in accordance with the
priority of payments as described below under “Flow of Funds.”
Liquidity Reserve Account. Under the Indenture, the Indenture Trustee holds within the Bond
Fund a segregated trust account (the “Liquidity Reserve Account”) which is required to be funded in the
amount of $83,684,234 (the “Liquidity Reserve Requirement”) until the Crossover Date and thereafter
is not required to be funded.
Amounts in the Liquidity Reserve Account will be available to pay principal of and interest on
the Bonds to the extent Collections are insufficient for such purpose and, after an Event of Default,
Extraordinary Prepayments. Amounts in the Liquidity Reserve Account are not available to make Turbo
Redemptions. Amounts withdrawn from the Liquidity Reserve Account will be replenished from
Collections as described in “Flow of Funds” below. On each Distribution Date, amounts on deposit in the
Liquidity Reserve Account in excess of the Liquidity Reserve Requirement will be transferred to the
Collection Account. All funds on deposit in the Liquidity Reserve Account will be invested in Eligible
Investments as defined in the Indenture.
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Extraordinary Prepayment Account. Under the Indenture, the Indenture Trustee holds a
segregated trust account (the “Extraordinary Prepayment Account”) into which the Indenture Trustee
will deposit, following the occurrence of any Event of Default and while such Event of Default is
continuing, all future Collections after the payment of certain expenses and all current and past due
current interest on the Bonds. The Indenture Trustee will make Extraordinary Prepayments on the Bonds
from the Extraordinary Prepayment Account.
Turbo Redemption Account. Under the Indenture, the Indenture Trustee holds a segregated trust
account (the “Turbo Redemption Account”) into which the Indenture Trustee will deposit all Surplus
Collections. The Indenture Trustee will make Turbo Redemptions of the Series 2005 Bonds and the
Series 2002 Bonds from the Turbo Redemption Account.
Flow of Funds
The Indenture Trustee will deposit all Collections in the Collection Account promptly after
receipt. The Trustee may conclusively rely on an officer’s certificate of the Trust as to the amount of any
Pre-issuance Positive Offsets.
No later than five Business Days following each deposit of Pledged TSRs to the Collection
Account (the “Deposit Date”), the Indenture Trustee will withdraw Collections on deposit in the
Collection Account, and transfer such amounts as follows:
(i)
(a) to the Indenture Trustee the amount required to pay the Indenture Trustee fees and
expenses due during the current Fiscal Year (each period from July 1 through the following June 30 being
a “Fiscal Year”) and, if the Deposit Date is during the period from January 1 through June 30 of any
year, during the next Fiscal Year and (b)(1) to the Trust the amount specified by an officer’s certificate
(provided that such amounts paid pursuant to clauses (a) and (b)(1) shall not exceed the Operating Cap for
each Fiscal Year, and (2) to the Trust, the amount necessary to provide for payment of certain credit
enhancement and liquidity provider fees, if any, in each case of this clause (b) for the current Fiscal Year
and, if the Deposit Date is between January 1 and June 30, for the following Fiscal Year;
(ii)
to the Debt Service Account an amount sufficient to cause the amount on deposit therein
to equal interest (including interest on overdue interest, if any) due on Bonds on the next succeeding
Distribution Date, plus swap payments and interest on variable-rate Bonds due during the Semiannual
Period including such Distribution Date, together with any similar amounts due and unpaid on prior
Distribution Dates;
(iii)
unless an Event of Default has occurred and is continuing, 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 any Serial Maturities and Rated Maturities due during
the current Fiscal Year;
(iv)
unless an Event of Default has occurred and is continuing, to the Liquidity Reserve
Account an amount sufficient to cause the amount on deposit therein to equal the Liquidity Reserve
Requirement;
(v)
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
(iii) and (iv) above, to equal interest due on Bonds Outstanding on the second succeeding Distribution
Date and, in the case of interest variable-rate Bonds and swap payments to deposit in separate
subaccounts within the Debt Service Account, Bond interest and swap payments due during the
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Semiannual Period including such Distribution Date (in each case after giving effect to the expected
Turbo Redemptions to be made on the next succeeding Distribution Date);
(vi)
unless an Event of Default has occurred and is continuing, to the Lump Sum Prepayment
Account, the amount of any Partial Lump Sum Payment or any Final Lump Sum Payment;
(vii)
unless an Event of Default has occurred and is continuing, in the amounts and to the
accounts established by Series Supplement for Junior Payments;
(viii) if an Event of Default has occurred and is continuing, to the Extraordinary Prepayment
Account all amounts remaining in the Collection Account;
(ix)
to the Trust in the amount to pay Operating Expenses in excess of the Operating Cap
specified by an officer’s certificate; and
(x)
unless an Event of Default has occurred and is continuing, to the Turbo Redemption
Account, the amount remaining in the Collection Account.
In calculating deposits to the Bond Fund, swap payments and interest on variable-rate Bonds shall
be assumed at the Maximum Rate (as defined in the Indenture); and money so deposited will be
transferred to the Collection Account pursuant to officer’s certificates of the Trust reporting accruals at
lower rates.
After making the deposits set forth above, the Indenture Trustee shall compare (i) the amount on
deposit in the Liquidity Reserve Account to (ii) the principal amount of Bonds which will remain
Outstanding after the application of amounts described below on the related Distribution Date, and if the
amount in clause (i) is greater than the amount in clause (ii), then the Indenture Trustee shall withdraw
from the Liquidity Reserve Account an amount sufficient to, and shall, retire the Bonds in full on such
Distribution Date.
Except as otherwise provided in the Indenture, investment earnings on the Accounts shall be
deposited in the Debt Service Account.
On each Distribution Date, the Indenture Trustee will apply amounts in the various accounts in
the following order of priority:
(xi)
from the Debt Service Account and the Liquidity Reserve Account, in that order, to pay
interest on the Bonds (including interest on overdue interest, if any) and swap payments due on such
Distribution Date, together with any similar amounts due and unpaid on prior Distribution Dates;
(xii)
unless an Event of Default has occurred and is continuing, from the Debt Service
Account and the Liquidity Reserve Account, in that order, to pay principal of any Serial Maturities or
Rated Maturities of the Bonds past due and due on such Distribution Date;
(xiii) unless an Event of Default has occurred and is continuing, from the Liquidity Reserve
Account, any amount remaining in excess of the Liquidity Reserve Requirement, to the Debt Service
Account;
(xiv) if an Event of Default has occurred and is continuing, from the Liquidity Reserve
Account and the Extraordinary Prepayment Account, to pay Extraordinary Prepayments;
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(xv)
unless an Event of Default has occurred and is continuing, from the Lump Sum
Prepayment Account, to pay Lump Sum Prepayments;
(xvi)

from the Accounts therefor, to make Junior Payments; and

(xvii) from the Turbo Redemption Account, Turbo Redemption of the Term Bonds (including,
after the Crossover Date, the Series 2005 Bonds).
Available money will be allocated among each of the outstanding series of Bonds according to
the above priority of payments. Money available to pay Rated Maturities on any Distribution Date will be
first allocated to the Rated Maturities due and past due on such Distribution Date in order of Maturity
Dates, and, if an Event of Default has occurred, to Extraordinary Prepayments. Money available to pay
Turbo Redemptions on Bonds will be allocated in order of Maturity Dates.
Definitions
“Debt Service” means interest (not exceeding the Maximum Rate), redemption premium and
principal due on Outstanding Bonds and Parity Payments.
“Distribution Date” means (i) each May 15 and November 15; (ii) each additional Distribution
Date selected by the Indenture Trust or the Trustee following an Event of Default; and (iii) each
Distribution Date to the extent so identified in a Series Supplement.
“Junior Payments” means (i) termination payments on Swap Contracts and any other payments
thereon in excess of the applicable Maximum Rate, (ii) Bond principal payable under term-out provisions
of Ancillary Contracts, (iii) other amounts due under Ancillary Contracts and not payable as Priority
Payments or Debt Service, (iv) purchase price of Bonds, and (v) Junior Payments so identified in or by
reference to the Indenture.
“Maximum Rate” means (i) the highest rate payable on a Bond to Holders other than parties to
Ancillary Contracts, as specified by Series Supplement or (ii) the rate specified by Series Supplement as
the Maximum Rate on a Swap Contract.
“Operating Cap” means $200,000 in the Fiscal Year ending June 30, 2003, inflated in each
following Fiscal Year by the Inflation Adjustment (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.
“Parity Payments” means payments under Swap Contracts not to exceed the applicable
Maximum Rate, but does not include any payments under Ancillary Contracts.
“Priority Payments” means fees payable pursuant to Ancillary Contracts that are identified by a
Series Supplement as Priority Payments, which shall not include payments of or in lieu of interest,
principal or purchase price of Bonds.
“Swap Contract” means an interest rate exchange, currency exchange, cap, collar, hedge or
similar agreement entered into by the Trust.
“Semiannual Period” means (i) with respect to Initial Payments and other Collections received
in January, February and March, each six-month period beginning February 1 or August 1, and (ii) with
respect to all other Collections, each six-month period beginning May 1 or November 1.
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Events of Default
“Event of Default” means any one of the events set forth below:
(i)

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

(ii)
the Trust fails to observe or perform any other provision of the Indenture which is not
remedied within 30 days after written notice thereof is given to the Trust by the Indenture Trustee or to
the Trust and the Indenture Trustee by the holders of at least 25% of the principal amount of the Senior
Bonds then Outstanding, provided that, except for principal and interest payments specified in clause (i)
above, failure to make any payment as required or to otherwise duly provide therefor because of
insufficiency of available Collections will not constitute an Event of Default;
(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 Trust and, if instituted against the Trust, are not dismissed within 60 days after such institution;
(iv)
Puerto Rico fails to observe or perform its covenant to not limit or alter the rights of the
Trust necessary to fulfill the terms of the Trust’s agreements with the holders of the outstanding Bonds
under the Indenture, or in any way impairs the rights and remedies of such holders or the security for the
Bonds until the Bonds are fully paid and discharged, which failure is not remedied within 30 days after
written notice thereof is given to the Trust by the Indenture Trustee or to the Trust and the Indenture
Trustee by holders of not less than 25% of the principal amount of the Bonds then Outstanding;
(v)
Puerto Rico fails to pay promptly to the Indenture Trustee any TSRs received by it, which
in accordance with the provisions of the Act, have been transferred to the Trust; or
(vi)
Puerto Rico consents to or acquiesces in an amendment or modification of the MSA, so
as to materially reduce the ability of the Trust to pay the Principal of or interest on Bonds in accordance
with the schedule of Serial Maturities and each of the Rated Maturities applicable thereto.
Non-Impairment Covenants of Puerto Rico
Pursuant to the Act, the Commonwealth has covenanted (i) to irrevocably order the MSA Escrow
Agent to transfer the totality of the payments assigned to the Trust directly in favor of the Indenture
Trustee to ensure the payment of the Bonds, (ii) to defend the rights of the Trust to receive the TSRs up to
the maximum allowed by the MSA, (iii) to ensure that the Puerto Rico Qualifying Statute shall be
diligently complied with, (iv) not to amend the MSA in a way that may materially alter the rights of
Bondholders, (v) not to limit or alter the rights of the Trust to meet its agreements with Bondholders and
(vi) not to limit or alter the rights conferred by the Act to the Trust until the Bonds and the interest
thereon have been fully satisfied.
USE OF PROCEEDS
The Trust will apply or has applied the proceeds of the Series 2005 Bonds to (x) pay certain
operating expenses of the Commonwealth, (y) pay principal and interest due on July 1, 2005, on the
$400,340,000 Refunding Bonds, Series 1995 (Guaranteed by the Commonwealth of Puerto Rico) issued
by Puerto Rico Aqueduct and Sewer Authority, and (z) pay certain costs in connection with the issuance
of the Bonds.
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SUMMARY OF THE MSA
The following is a brief summary of certain provisions of the MSA and related information. This
summary is not complete and is subject to, and qualified in its entirety by reference to, the copy of the
MSA which is attached hereto as Appendix C.
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 other tobacco companies (the “SPMs”) to become parties to the MSA. The
three OPMs (following the merger of R.J. Reynolds Tobacco Company and Brown & Williamson
Tobacco Corporations) together with the 44 SPMs are referred to as the “PMs.” The settlement
represents the resolution of a large potential financial liability of the PMs for smoking-related injuries, the
costs of which have been borne and will likely continue to be borne by cigarette consumers. 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 July 6, 2005, 47 PMs have signed the MSA. The chart below
identifies each of the PMs which was a party to the MSA as of July 6, 2005:
OPMs
Lorillard Tobacco Company
Philip Morris, USA (formerly
Philip Morris Incorporated)
Reynolds American, Inc. (formerly
R.J. Reynolds Tobacco Company
and Brown & Williamson Tobacco
Corporation)

SPMs
Alliance Tobacco Corp.
Anderson Tobacco Company, LLC
Bekenton, S.A.
Canary Islands Cigar Co.
Caribbean-American Tobacco Corp.
(CATCORP)
Chancellor Tobacco Company, PLC
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 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
(USA) Inc.
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Liberty Brands, LLC
Liggett Group, Inc.
Lignum-2, Inc.
Mac Baren Tobacco Company A/S
Medallion Company, Inc.
Monte Paz (Compania Industrial de
Tabacos Monte Paz S.A.)
P.T. Djarum
Pacific Stanford Marketing Corporation
Peter Stokkebye International 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 Nationale d’Exploitation
Industrielle des Tabacs et Allumettes
(SEITA)
Top Tobacco, LP
U.S. Flue-Cured Tobacco Growers, Inc.
Vector Tobacco Inc.
Virginia Carolina Corporation, Inc.
Von Eicken Group
Wind River Tobacco Company, LLC

OPMs

SPMs
Kretek International
Lane Limited

VIP Tobacco USA, LTD. (formerly
Winner Sales Company)
ZNF International, LLC

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.
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 healthcare 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 healthcare 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 Attorney General of the Commonwealth does not have the power or
authority to bind any of the Commonwealth 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
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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 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
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
“Adjustment to Payments” below. SPMs were not required to make Initial Payments. Thus far, the
OPMs have made all of the Initial Payments, and the PMs have made the Annual Payments due in 2000
through 2005 (subject to certain withholdings described in “RISK FACTORS – Other Potential
Payment Decreases Under the Terms of the MSA” herein). Pledged TSRs do not include any
payments made before October 10, 2002. 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. 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, 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
*

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 Owners, and consequently are not discussed
herein.
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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.
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 six Annual Payments due April 15, in the years 2000 through 2005,
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 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, and (vi) in April
2005 was approximately $6.3 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*
2001*
2002*
2003*
2004*
2005*
2006
2007
2008
2009

$4,500,000,000
5,000,000,000
6,500,000,000
6,500,000,000
8,000,000,000
8,000,000,000
8,000,000,000
8,000,000,000
8,139,000,000
8,139,000,000

2010
2011
2012
2013
2014
2015
2016
2017
Thereafter

$8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
9,000,000,000

The 2000 through 2005 Annual Payments have been made. The 2000, 2001 and 2002 Annual Payments were received by the Trust free and
clear of the lien of the Indenture and do not constitute Pledged TSRs. However, subsequent adjustments to these Annual Payments may
impact subsequent Annual Payments and Strategic Contribution Payments.

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.
“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
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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 Litigating Releasing Parties Offset, and
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 2005, as
discussed in “Payments Made to Date” below.
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.
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 amount 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 (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 Adjustments are compounded annually
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on a cumulative basis beginning in 1999 and were first applied in 2000. Initial Payments are not subject
to the Inflation Adjustment.
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 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. If the aggregate market share of the PMs in any
year falls more than 2% below the aggregate market share held by those same PMs in 1997, and if a
nationally recognized firm of economic consultants determines that the provisions of the MSA were a
significant factor contributing to the market share loss for the year in question, an adjustment (the “NPM
Adjustment”) is applied to the Annual Payment and Strategic Contribution Payment due in the following
year. The 1997 market share percentage for the PMs, less 2%, is defined as the “Base Aggregate
Participating Manufacturer Market Share.” If the PMs’ actual aggregate market share is between 0%
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and 16 2/3% less than the Base Aggregate Participating Manufacturer Market Share, the amounts paid by
the PMs will 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 2/3%, the NPM Adjustment will be calculated as follows:
NPM Adjustment = 50% +
[50% / (Base Aggregate Participating Manufacturer Market Share – 16 2/3%)]
x [market share loss – 16 2/3%]
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. 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 enforcing the Model Statute or other Qualifying Statute
(as defined herein). Any Settling State that adopts and diligently enforces its Model Statute or Qualifying
Statute is exempt from the NPM Adjustment. 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 Model Statute or Qualifying Statute, or (ii) enacted the Model Statute or a
Qualifying Statute that is declared invalid or unenforceable by a court of competent jurisdiction. If a
Settling State enacts and diligently enforces the Model Statute but it is declared invalid or unenforceable
by a court of competent jurisdiction, the NPM Adjustment will not exceed 65% of the amount of such
state’s allocated payment. If a Qualifying Statute other than 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 the Model Statute or 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 Model Statute or Qualifying Statute, as the case may be.
See “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, the
same terms will be extended to all PMs.
Offset for Miscalculated or Disputed Payments. If 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
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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.
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 statespecific. 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. If 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 NonReleased 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. Seventeen of the current 43 SPMs
signed the MSA on or before the February 22, 1999 deadline.
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
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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
The MSA Escrow Agent has disbursed to the Commonwealth its allocable portions of all five
Initial Payments and the first six Annual Payments due under the MSA. The Commonwealth’s share of
these payments received before October 10, 2002 were not pledged to payment of the Bonds, and were
paid free and clear of the liens of the Indenture. Under the MSA, the information on which computation
of Initial Payments, Annual Payments and Strategic Contribution Payments by the MSA Auditor is based
is confidential and may not be used for purposes other than those stated in the MSA. Since no Strategic
Contribution Payments are required to be made until April 15, 2008, Strategic Contribution Payments are
not discussed here.
With respect to each of the Initial Payments and the Annual Payment made to date, the following
table sets forth: (i) the Commonwealth’s allocable portion of the scheduled base amount of such payment
under the MSA before taking into account any adjustments; and (ii) the Commonwealth’s allocable
portion of the actual amount paid by the PMs under the MSA after all adjustments:

Up-Front Initial Payment
January 2000 Initial Payment
April 2000 Annual Payment
January 2001 Initial Payment
April 2001 Annual Payment
January 2002 Initial Payment
April 2002 Annual Payment
January 2003 Initial Payment
April 2003 Annual Payment
April 2004 Annual Payment
April 2005 Annual Payment
*

Base Payment
Allocable to the Commonwealth

Commonwealth’s
Actual Receipts*

$ 26.9 million
27.7 million
50.5 million
28.5 million
56.1 million
29.4 million
72.9 million
30.3 million
72.9 million
89.7 million
89.7 million

$ 27.7 million
24.1 million
38.8 million
21.7 million
45.0 million
0.6 million
36.0 million
23.9 million
78.3 million
70.7 million
70.5 million

As reported by the Commonwealth, amounts reflect the Commonwealth’s actual receipts after applicable adjustments or disputes, some of
which were paid later in the applicable year. Any subsequent recalculation is reflected in the period that it impacted the Commonwealth’s
receipts.
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The application of the Volume Adjustment was principally responsible for the reduction in the
Commonwealth’s actual receipts of the Initial Payments due in 2000 and 2001.
The application of the Volume Adjustment and the Previously Settled States Reduction were
principally responsible for the reduction in the Commonwealth’s actual receipts of the Annual Payments
due in 2000 and 2001. The NPM Adjustment also reduced the Annual Payment due in 2000 by
approximately 3% of what it would have been had there been no NPM Adjustment.
As a result of the timing of the enactment of its Qualifying Statute in 2000, the Commonwealth
bore the burden of substantially all of the NPM Adjustment for calendar year 2001. This adjustment was
applied to the Commonwealth’s Initial Payment due in 2002, reducing it to zero, and also to the
Commonwealth’s Annual Payment due in 2002. The application of the Volume Adjustment and the
Previously Settled States Reduction also reduced the Commonwealth’s actual receipt of the Annual
Payment due in 2002. The Commonwealth’s Qualifying Statute was adopted in a timely manner for
calendar year 2001 and therefore, future payments to the Commonwealth will be exempt from the NPM
Adjustment unless (i) the Qualifying Statute is amended or modified in the future or (ii) the
Commonwealth fails to diligently enforce its Qualifying Statute.
In addition to the payments shown above, the Trust has received approximately $2.8 million, in
between regularly scheduled payments, representing its share of certain offsets and adjustments made in
favor of the Settling States and interest earnings as calculated by the MSA Auditor.
The terms of the MSA relating to such payments and various adjustments thereto are described
above under the headings “Initial Payments,” “Annual Payments” and “Adjustment to Payments.” The
Commonwealth has advised the Trust that both the Settling States and the PMs are disputing the
calculations of the Initial Payments for 2000, 2001, 2002 and 2003 and Annual Payments for 2000, 2001
and 2002. 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.
“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 NPM than the MSA does to the PMs, the terms of the MSA will be
deemed modified to match the NPM settlement, but only with respect to the particular Settling State. In
the event that any Settling State agrees to reduce the burden placed upon any PM by the terms of the
MSA, the MSA will be deemed modified so that each PM enjoys the same reduction in burden, 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.
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.
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“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
Commonwealth 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 Trust or the 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 proofs-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 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.
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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, 2006, 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.
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 are subject to, among other adjustments
and reductions, the NPM Adjustment, which may reduce the amount of money that a Settling State
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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.
Settling States may 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-à-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 (the
“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.
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 MSA provides an economic incentive for most states to adopt and
diligently enforce a Qualifying Statute. The Commonwealth has enacted the Model Statute, which
constitutes a Qualifying Statute under the MSA.
The MSA provides that if a Settling State enacts the 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 the 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
the Model Statute or other 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 Model Statute or other Qualifying Statute, as the case may be.
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,
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[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 amounts deposited in 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) 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 Participating Manufacturer 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 clause (i) or (ii)).
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 – Risks Related to Enforceability or Modification of the MSA and
Constitutionality of the Model Statute – Qualifying Statute” herein.
Puerto Rico Qualifying Statute. Puerto Rico, as a result of the timing of the enactment of its
Qualifying Statute in 2000, bore the burden of substantially all of the NPM Adjustment for 2000. The
Commonwealth’s Qualifying Statute (collectively Act No. 401 of September 9, 2000, as amended, and
Act No. 453 of December 28, 2000, as amended) was adopted in a timely manner for calendar year 2001
and therefore, future payments to the Commonwealth will be exempt from the NPM Adjustment unless
(i) the Qualifying Statute is amended or modified in the future or (ii) the Commonwealth fails to
diligently enforce its Qualifying Statute. See “RISK FACTORS – NPM Adjustment.” Puerto Rico has
amended its Qualifying Statute by adopting Allocable Share Release Legislation. See “RISK
FACTORS – Growth of NPM Market Share and Volume Adjustment.”
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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 publicly available
analyses of the tobacco industry and other public sources. Certain of the companies file annual, quarterly
and other reports with the Securities and Exchange Commission (the “SEC”). Such reports are available
on the SEC’s website at 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.
Prospective investors in the Series 2005 Bonds should conduct their own independent investigations of
the domestic tobacco industry to determine if an investment in the Series 2005 Bonds is consistent with
their investment objectives. See “RISK FACTORS” herein.
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 “Annual Payments” and “Strategic Contribution Payments” in “SUMMARY OF THE MSA”
herein. Additionally, aggregate market share information, based upon shipments as reported by Philip
Morris, Reynolds American and 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 “SUMMARY OF BOND STRUCTURING ASSUMPTIONS AND
AMORTIZATION” herein.
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 Tobacco 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.
Industry Overview
According to Lorillard’s publicly available documents, the three leading manufacturers of
tobacco products in the United States in 2004 collectively accounted for approximately 85.0% of the
domestic cigarette retail industry when measured by shipment volume. The market for cigarettes in the
United States divides generally into premium and discount sales, approximately 69.3% and 30.7%,
respectively, measured by volume of all domestic cigarette sales in 2004, as reported by Lorillard.
Philip Morris USA Inc. (“Philip Morris”), a wholly-owned subsidiary of Altria Group, Inc.
(“Altria”), is the largest tobacco company in the United States. Prior to a name change on January 27,
2003, the Altria Group, Inc. was named Philip Morris Companies Inc. In its Annual Report on Form
10-K filed with the SEC for the year ended December 31, 2004, Altria reported that Phillip Morris’
domestic retail market share in 2004 was 49.8% (based on sales), which represents an increase of 1.1
share points from its self-reported 2003 domestic retail market share (based on sales) of 48.7%. In its
Quarterly Report on Form 10-Q filed with the SEC for the three months ended March 31, 2005, Altria
reported that Phillip Morris’ domestic retail market share for such quarter was 50.0% (based on sales),
which represents an increase of 0.4 share points from its reported domestic retail market share (based on
sales) of 49.6% for the comparable quarter of 2004. 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 United States, with approximately 39.5% of the United States domestic retail share
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in 2004, 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
United States. 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 United States, 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. Lane Limited and Santa Fe Natural
Tobacco Company, Inc. are both SPMs. In its Annual Report on Form 10-K filed with the SEC for the
year ended December 31, 2004, Reynolds American reported that its domestic retail market share in 2004
was 30.8% (measured by sales volume), which represents a decrease of 1.3 share points from the 32.1%
2003 combined domestic retail market share of Reynolds Tobacco and B&W. In its Quarterly Report on
Form 10-Q filed with the SEC for the three months ended March 31, 2005, Reynolds American reported
that its domestic retail market share for the quarter was 30.4% (measured by sales volume), which
represents a decrease of 0.6 share points from its reported domestic retail share (measured by sales
volume) of 31.0% for the comparable quarter of 2004. 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 United States. 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 Annual Report on Form 10-K filed with the SEC for the year ended December 31, 2004, Loews
Corporation reported that Lorillard’s domestic retail market share in 2004 was 8.8% (measured by
shipment volume), which represents an increase of 0.2 share points from its self-reported 2003 domestic
retail market share of 8.6%. In its Quarterly Report on Form 10-Q filed with the SEC for the three
months ended March 31, 2005, Loews Corporation reported that Lorillard’s domestic retail market share
for the quarter was 9.3% (measured by shipment volume), which represents an increase of 0.4 share
points from its reported domestic retail share (measured by shipment volume) of 8.9% for the comparable
quarter of 2004. Lorillard’s principal brands are Newport, Kent, True, Maverick, and Old Gold. Its
largest selling brand is Newport, which accounted for approximately 91% of Lorillard’s unit sales in
2004. 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 United
States retail cigarette market in 2004 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 United States. In its Form 10-K filed with the SEC for the year ended
December 31, 2004, Vector reported that Liggett’s domestic retail market share in 2004 was 2.3%
(measured by shipment volume and using MSAI data), which represents a decrease of 0.1 share points
from its self-reported 2003 domestic retail market share of 2.4%. All of Liggett’s unit volume in 2004
was in the discount segment. Its brands include Liggett Select, Eve, Jade, Pyramid and USA. In
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November 2001, Vector Group launched OMNI, which Vector Group claims is the first reducedcarcinogen 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 seven states, one of
which is reported to be virtually nicotine free, under the brand name QUEST. 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 United States domestic tobacco industry, each of which is an OPM under the MSA, based upon
cigarette shipments. Individual 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 MSAI.

Manufacturers’ Domestic Market Share Based on Shipments***
Manufacturer
Philip Morris
Reynolds American*
Lorillard
Other**
_____________

2002

2003

2004

45.7%
32.1
8.5
13.7

46.7%
29.6
8.6
15.1

47.4%
28.8
8.8
15.0

* 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 the publicly available documents of the Loews Corporation from 100%.
*** Aggregate market share as reported by Loews Corporation 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.

The following table sets forth the industry’s cigarette shipments in the United States for the three
years ended December 31, 2004. The MSA payments are calculated in part on shipments by the OPMs in
or to the United States rather than consumption.
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Years Ended
December 31

Shipments
(Billions of Cigarettes)*

2002
2003
2004

418.4
401.2
394.5

______________
*

As reported 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 an April 2005 estimate of the United States Department of Agriculture (the
“USDA”) Economic Research Service (“USDA-ERS”), smokers in the United States consumed an
estimated 388 billion cigarettes in 2004, which would represent a decrease of approximately 2% from the
previous year. The 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 2,453 cigarettes in 1993 to an estimated 1,791 in 2004. The following chart sets forth domestic
cigarette consumption from 2000 through 2004:
Years Ended
December 31

U.S. Domestic Consumption
(Billions of Cigarettes)*

2000
2001
2002
2003
2004

430
425
415
400
388**

______________
*

**

USDA-ERS. The MSA Payments are calculated in part based on domestic industry shipments rather than consumption. The Tobacco
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 time as a result of various factors, such as inventory adjustments, but are
substantially the same when compared over a period of time.
Estimated by USDA-ERS.

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.
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.
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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 United States. The domestic tobacco manufacturers have agreed to additional marketing
restrictions in the United States 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, and restrict the sale of tobacco products
directly to consumers or other unlicensed recipients, including over the Internet. In addition, in 2005, the
U.S. Congress may consider legislation regarding further increases in 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-toface 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. Philip
Morris has indicated its strong support for this legislation. 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.
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 United
States. Cigarette advertising in other media in the United States 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:
•

establishes 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;

•

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

•

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

•

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 purport to find the nicotine in cigarettes addictive and to 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.
Legislation imposing various restrictions on public smoking also has been enacted in all of the
states and many local jurisdictions, and many employers have initiated programs restricting or eliminating
smoking in the workplace. A number of states have enacted legislation designating a portion of increased
cigarette excise taxes to fund either anti-smoking programs, health care programs or cancer research. In
addition, educational and research programs addressing health care issues related to smoking are being
funded from industry payments made or to be made under the MSA. Federal law prohibits smoking in
scheduled passenger aircraft, and the U.S. Interstate Commerce Commission has banned smoking on
buses transporting passengers interstate. Certain common carriers have imposed additional restrictions on
passenger smoking.
In December 2003, the California Environmental Protection Agency Air Resources Board issued
a “Proposed Identification of Environmental Tobacco Smoke as a Toxic Air Contaminant” for public
review. If environmental tobacco smoke is identified as a “Toxic air contaminant,” the Air Resources
Board is required to prepare a report assessing the need and appropriate degree of control of
environmental tobacco smoke.
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 (“MDPH”) announced its intention to hold public
hearings on amendments to its tobacco regulations. The proposed regulations would delete any
ingredients-reporting requirement. (The United States 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
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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 United States 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 United States Court of
Appeals for the First Circuit affirmed. The United States 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 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 the state's Office of Fire
Prevention and Control 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 ten layers of filter paper in controlled laboratory conditions. RAI’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. In June 2005, Vermont became the second state to pass legislation requiring that all cigarettes
sold within the state be self-extinguishing. Similar legislation is being considered in a number of other
states. Varying standards from state to state could have an adverse effect on the PMs.
According to the Tobacco 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 nine states and a few large cities. In 2003, New York State enacted
legislation banning smoking in indoor workplaces, including restaurants and bars. Delaware had banned
smoking in all indoor public areas in 2002. These states joined California in imposing comprehensive
statewide smoking bans. The California ban has been in place since 1998. Also in 2003, Connecticut,
Maine, and Florida passed laws which ban smoking in restaurants and bars. Similarly comprehensive
bans took effect in March 2003 in New York City and Dallas and in Boston in May 2003. Since then
Massachusetts, Montana and Rhode Island have established similar bans. The American Nonsmokers’
Rights Foundation also documents clean indoor air ordinances by local governments throughout the U.S.
As of April 4, 2005, there were 1,929 municipalities with indoor smoking restrictions.
Voluntary Private Sector Regulation. In recent years, many employers have initiated programs
restricting or eliminating smoking in the workplace, 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,
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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 United States, that had ratified
the treaty prior to November 30, 2004.
Excise Taxes. Cigarettes are also currently subject to substantial excise taxes in the United States.
The federal excise tax per pack of 20 cigarettes is $0.39 as of May 1, 2005. All states, the District of
Columbia and the Commonwealth of Puerto Rico currently impose taxes at levels ranging from $.05 per
pack in North Carolina to $2.46 per pack in Rhode Island. In addition, certain municipalities also impose
an excise tax on cigarettes ranging up to $1.50 per pack, in New York City. According to the Tobacco
Consumption Report, excise tax increases were enacted in twenty states and New York City in 2002, in
thirteen states in 2003, in eleven states in 2004, and in six states thus far in 2005. The populationweighted average state excise tax as of July 1, 2005 is $0.893 per pack.
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 (“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 February 15, 2005, there were 13
cases on appeal in which verdicts were returned against Philip Morris, including a compensatory and
punitive damages verdict totaling approximately $10.1 billion in the Price case in Illinois. 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 alleging injury from exposure to ETS in aircraft cabins (the Brodin II cases, discussed below),
(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 nongovernmental 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.
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Defenses raised in these cases include lack of proximate cause, statutes of limitation and preemption by
the Federal Cigarette Labeling and Advertising Act.
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
and/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 reported that as of May 2, 2005, there were approximately 1,200 individual plaintiff
smoking and health cases pending in the United States against it (many of which cases include other
tobacco industry defendants), including 983 cases pending before a single West Virginia state court in a
consolidated proceeding. In addition, approximately 2,651 additional individual cases (referred to herein
as the Broin II 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 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” below.
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 and some have been appealed, some have been overturned
and others have been affirmed. All post-trial motions and appeals have been exhausted and plaintiffs
have been paid in only three cases.
By way of example only, and not as an exclusive or complete list, the following individual
matters are illustrative of individual cases.
•

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’ 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
United States Supreme Court a petition for a writ of certiorari. On March 21, 2005, the
United States Supreme Court denied Philip Morris’ petition. Philip Morris subsequently
satisfied the judgment, paying $1.5 million in compensatory damages, $9 million in
punitive damages and accumulated interest.
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•

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 United States Supreme Court for further review.
In October 2003, the United States 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’ petition for
review of the case. Oral argument occurred on May 10, 2005.

•

In April 1999, a Maryland jury in Connor v. Lorillard awarded $2.25 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.

•

In March 2000, a California jury in Whiteley v. Raybesto-Manhattan, Inc. returned a
verdict in favor of the plaintiffs 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. It is not known whether the plaintiffs will retry
the case.

•

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’ notice of appeal should
not be treated as a notice to invoke discretionary jurisdiction. The Florida Supreme Court
has not yet ruled.

•

In November 2000, the Supreme Court of Florida reinstated the verdict by a Florida jury
in Carter 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 United
States Supreme Court denied B&W’s petition for a writ of certiorari, thus leaving the jury
verdict intact.

•

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
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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. The plaintiff and Philip Morris each sought rehearing. 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. Philip Morris has announced that it intends to
seek further appellate review.
•

In December 2001, a Florida state court jury awarded the plaintiff $165,500 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 sent the plaintiff’s counsel the
amount of the judgment plus accrued interest ($196,000) 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 United States
Supreme Court denied Reynolds Tobacco’s petition for a writ of certiorari, thus leaving
the jury verdict intact. The only issue remaining in this case is the amount of attorneys’
fees to be awarded to 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 United States Court of Appeals for the Tenth Circuit upheld the
compensatory damages award, but unanimously reversed the award of punitive damages
in its entirety. On February 22, 2005, Reynolds Tobacco filed a conditional petition for
panel rehearing and rehearing en banc with the United States Court of Appeals for the
Tenth Circuit.

•

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
have each appealed.

•

Also 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 United States 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 United States
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
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reduced the punitive damage award to $28 million. Philip Morris and the plaintiff have
each appealed.
•

In April 2003, in Eastman v. Philip Morris, a Florida jury awarded a smoker $3.255
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, 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 its obligation to indemnify B&W, satisfied
their respective portions the judgment. Philip Morris has stated that it is considering
whether to seek further review in the United States Supreme Court.

•

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 United States 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. The
defendants appealed to the Missouri Court of Appeals for the Western District on March
8, 2004. The defendants’ opening appellate brief is due on May 23, 2005.

•

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. On January 25, 2005, B&W noticed an appeal to the Supreme Court
of the State of New York, Appellate Division, Second Department.

•

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, has appealed to the Florida Second District Court
of Appeals.

•

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
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plaintiffs $500,000 in compensatory damages and $20 million in punitive damages. On
March 10, 2005, the defendant filed a motion for judgment notwithstanding the verdict
or, in the alternative, for a new trial.
•

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. The jury also returned a
punitive damages award totaling $17.1 million against Philip Morris. Philip Morris
announced that it would file motions challenging the verdict.

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.
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 has reported that, as of
May 15, 2005, there were 31 such class actions pending against it in the United States and one in Brazil.
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 reports that class certification has been denied or reversed in 56
smoking and health class actions involving that OPM.
To date, plaintiffs have successfully maintained class certification in state court class action cases
in at least the following states: California, Florida, Illinois, Louisiana, Massachusetts, Minnesota,
Missouri, New York, North Carolina, Washington and West Virginia. One OPM reports that seventeen
federal courts that have considered the issue, including two courts of appeals, have rejected class
certification in smoking and health cases. Only one federal district court has certified a smoker class
action (In re Simon (II) Litigation, discussed below); however, that class has been subsequently
decertified.
On September 6, 2000, in In re Simon (II) Litigation, lawyers for plaintiffs in ten tobacco-related
cases pending in United States 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. Two of the ten original
cases, Falise v. American Tobacco Co., and H.K. Porter Company, Inc. v. The American Tobacco
Company were dismissed in June 2001 and July 2001, respectively. Other plaintiffs that would have been
part of the Simon II class remain free to pursue their own individual lawsuits.

- 53 -

A number of state courts also 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 and/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.
Oral arguments were heard in November 2004.
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 (i) the amount of punitive damages, plus twice
the statutory rate of interest or (ii) 10% of a defendant’s net worth, but in no case more than $100 million.
Thirty 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 OPM has reported that the Engle plaintiffs believe the Florida appeal bond legislation is
unconstitutional. In the event that a court of final jurisdiction were to declare the legislation
unconstitutional, one OPM has stated that in a worst case scenario, it is possible that a judgment for
punitive damages could be entered in an amount not capable of being bonded, resulting in an execution of
the judgment before it could be set aside on appeal. On May 7, 2001, the trial court approved a
stipulation (the “Stipulation”) among Philip Morris, Lorillard and Liggett (the “Stipulating
Defendants”), the plaintiffs, and the plaintiff class that provides that execution or enforcement of the
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punitive damages component of the Engle judgment will remain stayed against the Stipulating Defendants
through the completion of all judicial review, regardless of a challenge, if any, to the Florida bond statute.
Under the Stipulation, Philip Morris has placed $1.2 billion into an interest-bearing escrow account.
Should Philip Morris prevail in its appeal of the case, this escrow amount is to be returned to Philip
Morris, together with its $100 million appeal bond previously posted. In addition, Philip Morris,
Lorillard and Liggett have also placed $500 million, $200 million (including Lorillard’s appeal bond), and
$9.72 million (including Liggett’s appeal bond), respectively, into a separate interest-bearing escrow
account for the benefit of the Engle class (the “Guaranteed Amount”). Even if the Stipulating
Defendants prevail on appeal, the Guaranteed Amount will be paid to the court, and the court will
determine how to allocate or distribute it consistent with the Florida Rules of Civil Procedure.
One Engle class member has already gone to 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 Dade County
Circuit Court granted in part the defendants’ motion for remittitur, reducing the total award to $25.125
million. Because no final judgment will be entered until the Engle appeal is resolved, the defendants time
to appeal the case has not yet begun to run. One OPM reports that it is a defendant in eleven 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. That OPM also reports that none
of the cases in which plaintiffs contend they are members of the Engle class are expected to proceed until
all appellate activity in Engle is concluded.
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” above. 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. One OPM has reported that as of April 15, 2005,
approximately 2,651 of these individual cases (known as Broin II cases) are pending 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.
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. 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
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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. Philip Morris has reported that it intends to petition the Florida
Supreme Court for further review.
In Scott v. American Tobacco Company, Inc., a Louisiana medical monitoring and/or 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/or 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
on the class’s claim for a smoking cessation program. On July 1, 2004, the judge upheld the jury’s
verdict and ordered that the companies must put the amount of the judgment, plus $300 million in
interest, in a court trust. 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, 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. The defendants’ opening appellate brief is scheduled to be
filed on May 23, 2005.
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 United States Supreme Court.
Approximately 1,020 cases against 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
that seeks a determination of the scope of any forthcoming consolidated trial. The Supreme Court of
Appeals has not yet determined whether it will review the certified question, so the manner in which these
cases will be tried is unknown.
In Daniels v. Philip Morris, a California state court case, the 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 plaintiff’s claims that defendants violated the state’s unfair business
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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 26,
2005, the California Supreme Court granted the petition. Briefing began on April 18, 2005 and is
expected to conclude on July 18, 2005.
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 plaintiff’s 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 plaintiff’s claims that
defendants violated California Business and Professions Code Sections 17200 and 17500. The court
denied the motion for class certification as to plaintiff’s 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.
Philip Morris has reported that, as of May 2, 2005, there were 22 putative class actions pending
against it in the United States 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 terms “Lights” and/or
“Ultra Lights” constitutes deceptive and unfair trade practices and seek injunctive and equitable relief,
including restitution. Classes have been certified in cases pending in Illinois, Massachusetts, Minnesota
and Missouri, and in two cases pending in Ohio. Philip Morris has appealed or otherwise challenged
these class certification orders. In August 2004, Massachusetts’ highest court affirmed the class
certification order in Aspinall v. Philip Morris Cos. Additionally, an appellate court in Florida has
overturned a class certification by a trial court in that state, and the plaintiffs have petitioned the Florida
Supreme Court for further review. The Florida Supreme Court has stayed further proceedings pending its
decision in the Engle case.
In one of these cases, Price v. Philip Morris Cos., Inc. (formerly known as Miles v. Philip Morris,
Inc.), a Madison County Illinois state court judge 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 do not have a claim for personal injury resulting from the purchase or consumption of cigarettes.
The plaintiffs in the Price case allege consumer fraud claims and seek 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 $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. 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 state court rules, 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
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additional 15 days. The trial court judge initially set the bond in the amount of $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’ appeal without the need for
intermediate appellate court review. The Price case remains in the Illinois Supreme Court. The practice
of the Illinois Supreme Court is to release opinions on Thursdays and normally to provide three days
notice of such release. The Issuer has no knowledge of when a decision in the Price case will actually be
released or what that decision may be.
Madison County Illinois courts have certified similar classes in Turner v. R.J. Reynolds Tobacco
Co. and Howard v. Brown & Williamson. In Turner, for example, the state court judge 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’ 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 90day period to determine if the stay should be continued. However, on October 24, 2003, a justice on 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,
although the plaintiffs have appealed this stay order to the Illinois Fifth District Court of Appeals.
On December 31, 2003, a Missouri state court judge certified a similar class in Collora v. R.J.
Reynolds Tobacco Co. On January 14, 2004, Reynolds Tobacco removed the case to the United States
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. In May 2005, a Minnesota state court judge dismissed in its
entirety a similar case, Dahl v. R.J. Reynolds Tobacco Company, ruling that the claims of the plaintiffs
conflicted with the federal Cigarette Labeling and Advertising Act. According to Reynolds American, six
other similar cases are pending against Reynolds Tobacco, although no classes have yet been certified in
any of those cases.
On May 23, 2001, a lawsuit was filed in the United States District Court for the District of
Columbia styled Sims 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.
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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. The court has given the settlement preliminary approval.
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 health care 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. As of February 15, 2005 there were an estimated eight healthcare cost
recovery cases pending in the United States.
The claims asserted in the health care cost recovery actions include the equitable claim that the
tobacco industry was “unjustly enriched” by plaintiffs’ payment of health care 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 and
state RICO 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 health care 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 health care recipients and should be subject to all defenses available against the
injured party.
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
circuit 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,
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relying primarily on grounds that plaintiffs’ claims were too remote, have affirmed dismissals of, or
reversed trial courts that had refused to dismiss, health care cost recovery actions. The United States
Supreme Court has refused to consider plaintiffs’ appeals from the cases decided by the 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 United
States 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 United
States by 13 countries, a Canadian province, 11 Brazilian states and 11 Brazilian cities. Thirty-three of
these suits have been dismissed and three remain pending. In addition to these cases brought in the
United States, health care cost recovery actions have also been brought in Israel, the Marshall Islands
(where the suit was dismissed), Canada, France and Spain. In September 2003, the case pending in
France was dismissed and the plaintiff has appealed. In May 2004, the case pending in Spain was
dismissed and the plaintiff has appealed. Other governmental entities have stated that they are
considering filing such actions.
In September 1999, the United States government filed a lawsuit in the United States District
Court for the District of Columbia against the OPMs, certain related parent companies and two tobacco
industry research and lobbying organizations, seeking a medical cost recovery for federal funds spent to
treat alleged tobacco-related illnesses and asserting violation of the Racketeer Influenced and Corrupt
Organizations Act (“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 alleges 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 United States 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 measures such as those already included in the MSA. 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 this decision to the United States
Supreme Court. The government seeks relief consisting of, among other things, (i) prohibitory
injunctions (including prohibitions on committing acts of racketeering, making false or misleading
statements about cigarettes, and on youth marketing); (ii) disclosure of documents concerning the health
risks and addictive nature of smoking, the ability to develop less hazardous cigarettes and youth
marketing campaigns; (iii) mandatory corrective statements about the health risks of smoking and the
addictive properties of nicotine in future marketing campaigns; and (iv) 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 has 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 has also reportedly requested that restrictions be
placed on the defendant’s ability to sell their cigarette businesses and that the defendants be compelled to
run public advertisements regarding the dangers of smoking.
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 tobaccorelated litigation:
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•

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. In January 2005, one
case was dismissed; currently, one case (Fibreboard Corp. v. R.J. Reynolds Tobacco Co.)
remains pending.

•

Cigarette Price-Fixing Cases. According to one OPM, as of May 2, 2005, 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.

•

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
United States 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 United States Court of Appeals for the Second
Circuit affirmed the dismissals of the cases. In April 2004, plaintiffs petitioned the
United States 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 anticounterfeit efforts and resolve all disputes between the parties on these issues. One OPM
has stated that it is possible that future litigation related to cigarette contraband issues
may be brought.

•

Patent Litigation. In 2001 and 2002, Star Scientific, Inc. (“Star”) filed two patent
infringement actions against Reynolds Tobacco in the United States 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.
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•

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 Trust’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 2005 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 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 2005 Bonds payable from tobacco settlement payments made under the MSA.
TOBACCO CONSUMPTION REPORT
Global Insight (USA), Inc., formerly known as DRI•WEFA, Inc., has prepared a report dated
July 1, 2005 (the “Tobacco Consumption Report”) for the Trust on the consumption of cigarettes in the
United States from 2004 through 2055 entitled, “A Forecast of U.S. Cigarette Consumption (2004-2055)
for the Children’s Trust.” Global Insight is an internationally recognized econometric and consulting
firm of over 200 economists in 16 offices worldwide. Global Insight is a privately held subsidiary of
Global Insight, 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 2.50 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 2004 through 2055 (the “Base Case
Forecast”). The Base Case Forecast indicates that the total United States cigarette consumption in 2055
will be 158 billion cigarettes (approximately 7.9 billion packs), a 60% decline from the 2003 level. After
2004, the rate of decline in total cigarette consumption is projected to moderate and average less than 2%
per year. From 2004 through 2055, the average annual rate of decline is projected to be 1.77%. On a per
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capita basis, consumption is forecast to fall during the same period at an average annual rate of 2.50%.
Total consumption of cigarettes in the United States is forecast to fall from an estimated 393 billion in
2004 to 385 billion in 2005, to under 300 billion by 2019, to under 200 billion in 2042 and to reach
158 billion in 2055. The Tobacco Consumption Report states that Global Insight believes that the
assumptions on which the Base Case Forecast is based are reasonable. The Tobacco Consumption Report
is attached hereto as Appendix B.
SUMMARY OF BOND STRUCTURING ASSUMPTIONS AND AMORTIZATION
Introduction
The following discussion describes the methodology and assumptions used to calculate
projections of Collections to be received by the Issuer (the “Cash Flow Assumptions”), as well as the
methodology and assumptions used to structure Turbo Term Bond Maturities and Sinking Fund
Installments for the Series 2002 and 2005 Bonds and calculate the projected Turbo Redemptions (the
“Bond Structuring Methodology”). In addition, sensitivity analyses are provided which evaluate the
impact of different consumption levels on Turbo Redemptions.
Cash Flow Assumptions
In calculating projections of Collections to be received by the Issuer, different assumptions of
cigarette consumption in the United States, including the forecast developed by Global Insight described
as the Base Case Forecast, were applied to calculate Annual Payments and Strategic Contribution
Payments to be made by the PMs pursuant to the MSA. The calculations of Annual Payments and
Strategic Contribution Payments required to be made were 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 85.1% for the OPMs, 8.7% for the SPMs and 6.2% for the NPMs.* It
was further assumed that each company that is currently a PM remains such throughout the term of the
Series 2005 Bonds.
In applying consumption forecasts from the Tobacco 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 the Commonwealth of Puerto
Rico, which is the number that is applied to determine the Volume Adjustment. The Tobacco
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.
Annual Payments and Strategic Contribution Payments
For each projection, the amount of Annual Payments and Strategic Contribution Payments to be
made by the PMs was calculated by applying the adjustments applicable to the Annual Payments and
Strategic Contribution 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 and Strategic Contribution Payments set forth in the MSA. For payments due in
*

The aggregate market share information utilized in the Cash Flow Assumptions may differ materially from the market share information used
by the MSA Auditor in calculating adjustments to Annual Payments and Strategic Contribution Payments. See “SUMMARY OF THE
MSA – Adjustments to Payments” herein.
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2000, 2001, 2002, 2003 and 2004 the compound growth in the Inflation Adjustment was 3.0%, 3.4%,
3.0%, 3.0% and 3.25%, respectively, which was calculated based on the greater of 3% or the actual
Consumer Price Index for All Urban Consumers in the prior year as published by the Bureau of Labor
Statistics (released each January). For all subsequent years, the compound growth in the Inflation
Adjustment was assumed to be the minimum provided in the MSA, 3% per year, compounded annually,
for the entire forecast period.
Volume Adjustment. Next, the Annual Payments and Strategic Contribution Payments calculated
for each year after application of the Inflation Adjustment were adjusted for the Volume Adjustment by
applying the projected cigarette consumption for each scenario 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 MSA – Adjustments to Payments – Volume Adjustment” herein 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 Annual Payments owed by the OPMs. The Previously
Settled States Reduction does not apply to Strategic Contribution Payments. The Previously Settled
States Reduction is as follows for each year of the following period:
2000 through 2007
2008 through 2017
2018 and after

12.4500000%
12.2373756%
11.0666667%

Non-Settling States Reduction. The Non-Settling States Reduction was not applied to the Annual
Payments and Strategic Contribution Payments because such reduction has no effect on the amount of
payments to be received by a state that remains a party to the MSA. The Cash Flow Assumptions include
an assumption that Puerto Rico will remain a party to the MSA.
NPM Adjustment. The NPM Adjustment will not apply to the Annual Payments and Strategic
Contribution Payments payable to any state that enacts and diligently enforces a Qualifying Statute,
where such statute is not held to be unenforceable. The Cash Flow Assumptions include an assumption
that the Commonwealth will enforce a Qualifying Statute that is not held to be unenforceable. For a
discussion of the Commonwealth’s Qualifying Statute, see “SUMMARY OF THE MSA – MSA
Provisions Relating to Model/Qualifying Statutes – Status of the Commonwealth’s Qualifying Statute”
herein. For a description of the opinion of Transaction Counsel to be delivered to the Issuer with respect
to the Model Statute, see “LEGAL CONSIDERATIONS – Model Statute Constitutionality” herein.
Offset for Miscalculated or Disputed Payments. The Cash Flow Assumptions include an
assumption that there will be no adjustments to the Annual Payments and Strategic Contribution
Payments due to miscalculated or disputed payments.
Litigating Releasing Parties Offset. The Cash Flow Assumptions include an assumption that the
Litigating Releasing Parties Offset will have no effect on payments.
Offset for Claims-Over. The Cash Flow Assumptions include an assumption that the Offset for
Claims-Over will not apply.
Subsequent Participating Manufacturers. The Cash Flow Assumptions assume that the relative
market share of the SPMs remains constant at 8.7%. Because the 8.7% market share is greater than
3.125% (125% of 2.5%, the SPMs’ estimated 1997 market share), the SPMs are required to make Annual
Payments and Strategic Contribution Payments in each year.
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State Allocation Percentage for Puerto Rico.. The amounts of Annual Payments and Strategic
Contribution Payments, after application of the Inflation Adjustment, the Volume Adjustment and the
Previously Settled States Reduction (where applicable) for each year were multiplied by the respective
State Allocation Percentages for the Commonwealth (1.1212774% for Annual Payments and 1.6531733%
for Strategic Contribution Payments) in order to determine the amount of Annual Payments and Strategic
Contribution Payments to be made by the PMs in each year to be allocated to the Puerto Rico StateSpecific Account.
Interest Earnings
The Cash Flow Assumptions assume that the Trustee will receive ten days after April 15 the
Issuer’s share of the Annual Payments owed by the PMs in 2006 and each year thereafter. It is further
assumed that the Trustee will receive ten days after April 15 the Issuer’s share of Strategic Contribution
Payments in each year from 2008 through 2017. Earnings are assumed at 3% per annum, on the Annual
Payments and Strategic Contribution Payments received by the Trustee until the applicable Distribution
Date. Interest earnings have been assumed to begin accruing upon receipt by the Trustee of the Annual
Payments and the Strategic Contribution Payments.
Interest is assumed to be earned on amounts on deposit in the Series 2002 Liquidity Reserve
Account at the rate of 4.04% per annum. Moneys deposited in the Series 2002 Liquidity Reserve
Account are invested in a repurchase agreement. Amounts in the Bond Fund other than the Series 2002
Liquidity Reserve Account are assumed to be invested at a rate of 3.00% per annum.
Other Assumptions
Turbo Term Bond Maturities. The Series 2005 Turbo Term Bonds mature as set forth on the
inside front cover hereof.
Series 2002 Liquidity Reserve Account. The Series 2002 Liquidity Reserve Account was
established for the Series 2002 Bonds at $83,684,234. The Series 2002 Liquidity Reserve Account must
be maintained, to the extent of available funds, at the Series 2002 Liquidity Reserve Requirement. There
is no liquidity reserve account for the Series 2005 Bonds.
Operating Expense Assumptions. Annual operating expenses of the Issuer have been assumed at
the Operating Cap of $200,000 through June 30, 2003. For the period ending June 30, 2004, and each
year thereafter, the Operating Cap was assumed to be inflated at 3% per year. No operating expenses are
assumed in excess of the annual Operating Cap and no arbitrage rebate expense was assumed since it has
been assumed that the yield on the Issuer’s investments will not exceed the yield on the Series 2005
Bonds.
Issuance Date. The Series 2005 Bonds were assumed to be issued on June 30, 2005.
Interest Rates and Computation of Interest. The Series 2005A Bonds were assumed to have an
accreted yield of 6.50%. The Series 2005B Bonds were assumed to have an accreted yield of 7.25%.
Interest on the Series 2005B Bonds after 2055 was assumed to accrue at a rate of 9.25%. Computation of
interest was assumed to be made on the basis of a 360-day year consisting of twelve 30-day months.
Miscellaneous. The Cash Flow Assumptions assume that no Swap Payments are required to be
made, that there is no optional redemption of the Bonds, that no Event of Default occurs, that no Lump
Sum Payment, Partial Lump Sum Payment or Total Lump Sum Payment is received, that no Turbo
Redemptions occur on any Distribution Date in December, and that there is no Mandatory Clean-up Call
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from balances in the Pledged Accounts. It is further assumed that all Distribution Dates occur on the
fifteenth day of each May and November, whether or not such date is a Business Day.
Bond Structuring Methodology
Cigarette Consumption
The Series 2005 Bonds have been structured utilizing the Global Insight Base Case Forecast. The
following tables present the projections of Annual Payments, Strategic Contribution Payments and total
payments to be received by the Issuer in each year through 2055, calculated in accordance with the Cash
Flow Assumptions and using Global Insight’s Base Case Forecast. Global Insight’s Base Case Forecast
for United States cigarette consumption is set forth under “TOBACCO CONSUMPTION REPORT”
herein. See Appendix B hereto for a discussion of the assumptions underlying the projections of cigarette
consumption contained in the Tobacco Consumption Report.

- 66 -

Projection of Annual Payments to be Received by the Issuer

Year
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045

Global Insight
Base Case
Consumption
Forecast
385,100,000,000
378,670,000,000
372,430,000,000
366,170,000,000
359,370,000,000
353,070,000,000
346,820,000,000
340,380,000,000
333,890,000,000
327,380,000,000
321,600,000,000
315,880,000,000
310,020,000,000
304,280,000,000
298,490,000,000
293,130,000,000
287,770,000,000
282,630,000,000
277,530,000,000
272,800,000,000
268,130,000,000
263,580,000,000
259,120,000,000
254,770,000,000
250,490,000,000
246,280,000,000
242,040,000,000
237,930,000,000
233,890,000,000
229,870,000,000
225,490,000,000
221,530,000,000
217,670,000,000
213,950,000,000
210,080,000,000
206,330,000,000
202,690,000,000
198,980,000,000
195,360,000,000
191,820,000,000
188,400,000,000

OPM-Adjusted
Consumption
327,720,100,000
322,248,170,000
316,937,930,000
311,610,670,000
305,823,870,000
300,462,570,000
295,143,820,000
289,663,380,000
284,140,390,000
278,600,380,000
273,681,600,000
268,813,880,000
263,827,020,000
258,942,280,000
254,014,990,000
249,453,630,000
244,892,270,000
240,518,130,000
236,178,030,000
232,152,800,000
228,178,630,000
224,306,580,000
220,511,120,000
216,809,270,000
213,166,990,000
209,584,280,000
205,976,040,000
202,478,430,000
199,040,390,000
195,619,370,000
191,891,990,000
188,522,030,000
185,237,170,000
182,071,450,000
178,778,080,000
175,586,830,000
172,489,190,000
169,331,980,000
166,251,360,000
163,238,820,000
160,328,400,000

Base Annual
Payments
by OPMs

Inflation
Adjustment

$8,000,000,000
8,000,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
8,139,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000

$1,901,174,385
2,198,209,616
2,547,665,614
2,868,265,582
3,198,483,549
3,538,608,056
3,888,936,298
4,249,774,387
4,621,437,618
5,004,250,747
5,398,548,269
5,804,674,717
6,881,295,568
7,357,734,435
7,848,466,468
8,353,920,462
8,874,538,076
9,410,774,218
9,963,097,445
10,531,990,368
11,117,950,079
11,721,488,582
12,343,133,239
12,983,427,236
13,642,930,053
14,322,217,955
15,021,884,494
15,742,541,028
16,484,817,259
17,249,361,777
18,036,842,630
18,847,947,909
19,683,386,347
20,543,887,937
21,430,204,575
22,343,110,712
23,283,404,034
24,251,906,155
25,249,463,339
26,276,947,240

Volume
Adjustment

Previously
Settled
States
Reduction

Total Adjusted
Annual
Payments
by OPMs

Issuer’s
Allocation of
OPM Annual
Payments

Issuer’s
Allocation of
SPM Annual
Payments

Total
Annual
Payments to
the Issuer

$ (3,017,820,359)
(3,223,328,420)
(3,494,633,942)
(3,720,286,729)
(3,967,067,798)
(4,215,070,146)
(4,473,327,829)
(4,747,414,507)
(5,035,039,050)
(5,336,109,281)
(5,633,385,105)
(5,942,228,111)
(6,931,135,670)
(7,303,695,466)
(7,693,847,870)
(8,087,752,448)
(8,498,366,838)
(8,919,237,495)
(9,356,381,922)
(9,799,056,700)
(10,257,754,823)
(10,730,795,898)
(11,219,619,527)
(11,723,875,005)
(12,245,509,123)
(12,785,027,399)
(13,347,159,360)
(13,925,873,087)
(14,524,169,371)
(15,144,909,673)
(15,806,888,224)
(16,474,447,926)
(17,162,805,879)
(17,870,386,297)
(18,612,978,124)
(19,377,447,551)
(20,164,807,097)
(20,986,049,613)
(21,833,013,811)
(22,706,960,257)

$ (856,977,576)
(868,372,709)
(880,115,929)
(891,734,972)
(901,945,459)
(913,218,793)
(924,485,813)
(935,101,909)
(945,386,039)
(955,389,225)
(967,262,134)
(979,167,075)
(990,484,365)
(1,001,980,316)
(1,013,111,128)
(1,025,455,930)
(1,037,629,620)
(1,050,396,734)
(1,063,143,188)
(1,077,111,329)
(1,091,194,945)
(1,105,636,660)
(1,120,335,521)
(1,135,390,450)
(1,150,647,920)
(1,166,115,758)
(1,181,336,252)
(1,197,044,589)
(1,212,978,370)
(1,228,892,703)
(1,242,781,625)
(1,258,667,335)
(1,274,944,242)
(1,291,867,519)
(1,307,773,065)
(1,324,200,061)
(1,341,124,732)
(1,357,421,461)
(1,374,087,085)
(1,391,078,564)

$6,026,376,449
6,106,508,487
6,311,915,743
6,395,243,881
6,468,470,293
6,549,319,117
6,630,122,655
6,706,257,970
6,780,012,529
6,851,752,241
6,936,901,030
7,022,279,532
7,959,675,533
8,052,058,653
8,141,507,470
8,240,712,084
8,338,541,618
8,441,139,989
8,543,572,335
8,655,822,339
8,769,000,312
8,885,056,023
9,003,178,191
9,124,161,781
9,246,773,011
9,371,074,797
9,493,388,882
9,619,623,352
9,747,669,518
9,875,559,401
9,987,172,782
10,114,832,648
10,245,636,225
10,381,634,122
10,509,453,386
10,641,463,101
10,777,472,205
10,908,435,080
11,042,362,443
11,178,908,419

$67,572,397
68,470,900
70,774,085
71,708,424
72,529,496
73,436,035
74,342,067
75,195,755
76,022,748
76,827,149
77,781,904
78,739,233
89,250,043
90,285,914
91,288,883
92,401,242
93,498,183
94,648,595
95,797,146
97,055,780
98,324,819
99,626,125
100,950,602
102,307,164
103,681,976
105,075,744
106,447,224
107,862,663
109,298,415
110,732,416
111,983,911
113,415,333
114,882,003
116,406,917
117,840,126
119,320,321
120,845,360
122,313,817
123,815,515
125,346,574

$5,056,249
5,123,482
5,282,992
5,352,737
5,414,026
5,481,696
5,549,327
5,613,052
5,674,783
5,734,828
5,806,097
5,877,558
6,574,446
6,650,752
6,724,634
6,806,574
6,887,378
6,972,121
7,056,727
7,149,442
7,242,923
7,338,782
7,436,347
7,536,276
7,637,549
7,740,218
7,841,246
7,945,512
8,051,274
8,156,907
8,249,096
8,354,539
8,462,579
8,574,909
8,680,484
8,789,520
8,901,859
9,010,031
9,120,650
9,233,433

$72,628,647
73,594,381
76,057,077
77,061,161
77,943,522
78,917,731
79,891,394
80,808,807
81,697,531
82,561,978
83,588,000
84,616,791
95,824,489
96,936,666
98,013,517
99,207,816
100,385,561
101,620,716
102,853,873
104,205,222
105,567,742
106,964,907
108,386,949
109,843,440
111,319,525
112,815,962
114,288,470
115,808,174
117,349,689
118,889,323
120,233,008
121,769,872
123,344,583
124,981,826
126,520,610
128,109,841
129,747,219
131,323,848
132,936,165
134,580,007
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Year
2046
2047
2048
2049
2050
2051
2052
2053
2054
2055

Global Insight
Base Case
Consumption
Forecast
185,170,000,000
182,010,000,000
178,940,000,000
175,830,000,000
172,750,000,000
169,710,000,000
166,700,000,000
163,730,000,000
160,830,000,000
157,960,000,000

OPM-Adjusted
Consumption
157,579,670,000
154,890,510,000
152,277,940,000
149,631,330,000
147,010,250,000
144,423,210,000
141,861,700,000
139,334,230,000
136,866,330,000
134,423,960,000

Base Annual
Payments
by OPMs
$9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000
9,000,000,000

Inflation
Adjustment
$27,335,255,657
28,425,313,326
29,548,072,726
30,704,514,908
31,895,650,355
33,122,519,866
34,386,195,462
35,687,781,326
37,028,414,766
38,409,267,208

Volume
Adjustment
$ (23,606,048,872)
(24,526,178,973)
(25,475,540,323)
(26,453,524,446)
(27,470,127,767)
(28,521,703,480)
(29,608,607,815)
(30,732,706,310)
(31,894,374,854)
(33,092,265,403)
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Previously
Settled
States
Reduction
$(1,408,698,888)
(1,427,504,206)
(1,446,693,590)
(1,466,442,949)
(1,485,757,838)
(1,505,157,018)
(1,524,719,704)
(1,544,361,640)
(1,564,167,088)
(1,584,414,871)

Total Adjusted
Annual
Payments
by OPMs
$11,320,507,896
11,471,630,147
11,625,838,813
11,784,547,513
11,939,764,750
12,095,659,368
12,252,867,943
12,410,713,376
12,569,872,823
12,732,586,934

Issuer’s
Allocation of
OPM Annual
Payments
$126,934,297
128,628,796
130,357,903
132,137,468
133,877,884
135,625,895
137,388,639
139,158,524
140,943,143
142,767,620

Issuer’s
Allocation of
SPM Annual
Payments
$9,350,390
9,475,212
9,602,584
9,733,672
9,861,877
9,990,641
10,120,491
10,250,866
10,382,327
10,516,724

Total
Annual
Payments to
the Issuer
$136,284,687
138,104,008
139,960,487
141,871,140
143,739,761
145,616,536
147,509,130
149,409,390
151,325,470
153,284,343

Projection of Strategic Contribution Payments to be Received by the Issuer

Year
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017

Global Insight
Base Case
Consumption
Forecast
385,100,000,000
378,670,000,000
372,430,000,000
366,170,000,000
359,370,000,000
353,070,000,000
346,820,000,000
340,380,000,000
333,890,000,000
327,380,000,000
321,600,000,000
315,880,000,000
310,020,000,000

OPM-Adjusted
Consumption
327,720,100,000
322,248,170,000
316,937,930,000
311,610,670,000
305,823,870,000
300,462,570,000
295,143,820,000
289,663,380,000
284,140,390,000
278,600,380,000
273,681,600,000
268,813,880,000
263,827,020,000

Base
Strategic
Contribution
Payments
by OPMs
$

0
0
861,000,000
861,000,000
861,000,000
861,000,000
861,000,000
861,000,000
861,000,000
861,000,000
861,000,000
861,000,000

Inflation
Adjustment

Volume
Adjustment

$

$

0
0
269,509,779
303,425,073
338,357,825
374,338,560
411,398,716
449,570,678
488,887,798
529,384,432
571,095,965
614,058,844
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0
0
(369,686,672)
(393,557,793)
(419,664,010)
(445,899,422)
(473,219,715)
(502,214,509)
(532,641,433)
(564,490,735)
(595,938,638)
(628,610,198)

Total Adjusted
Strategic
Contribution
Payments
by OPMs
$

0
0
760,823,107
770,867,280
779,693,815
789,439,138
799,179,001
808,356,169
817,246,365
825,893,697
836,157,327
846,448,646

Issuer’s
Allocation of
OPM Strategic
Contribution
Payments*
$

0
0
12,577,724
12,743,772
12,889,690
13,050,797
13,211,814
13,363,528
13,510,499
13,653,454
13,823,130
13,993,263

Issuer’s
Allocation of
SPM Strategic
Contribution
Payments*
$

0
0
823,981
834,859
844,419
854,973
865,521
875,460
885,088
894,454
905,569
916,715

Total
Strategic
Contribution
Payments to
the Issuer
$

0
0
13,401,706
13,578,631
13,734,109
13,905,770
14,077,335
14,238,989
14,395,587
14,547,908
14,728,699
14,909,978

Projection of Total Payments to be Received by the Issuer

Year
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046

Global Insight
Base Case
Consumption
Forecast

OPM-Adjusted
Consumption

Annual
Payments

385,100,000,000
378,670,000,000
372,430,000,000
366,170,000,000
359,370,000,000
353,070,000,000
346,820,000,000
340,380,000,000
333,890,000,000
327,380,000,000
321,600,000,000
315,880,000,000
310,020,000,000
304,280,000,000
298,490,000,000
293,130,000,000
287,770,000,000
282,630,000,000
277,530,000,000
272,800,000,000
268,130,000,000
263,580,000,000
259,120,000,000
254,770,000,000
250,490,000,000
246,280,000,000
242,040,000,000
237,930,000,000
233,890,000,000
229,870,000,000
225,490,000,000
221,530,000,000
217,670,000,000
213,950,000,000
210,080,000,000
206,330,000,000
202,690,000,000
198,980,000,000
195,360,000,000
191,820,000,000
188,400,000,000
185,170,000,000

327,720,100,000
322,248,170,000
316,937,930,000
311,610,670,000
305,823,870,000
300,462,570,000
295,143,820,000
289,663,380,000
284,140,390,000
278,600,380,000
273,681,600,000
268,813,880,000
263,827,020,000
258,942,280,000
254,014,990,000
249,453,630,000
244,892,270,000
240,518,130,000
236,178,030,000
232,152,800,000
228,178,630,000
224,306,580,000
220,511,120,000
216,809,270,000
213,166,990,000
209,584,280,000
205,976,040,000
202,478,430,000
199,040,390,000
195,619,370,000
191,891,990,000
188,522,030,000
185,237,170,000
182,071,450,000
178,778,080,000
175,586,830,000
172,489,190,000
169,331,980,000
166,251,360,000
163,238,820,000
160,328,400,000
157,579,670,000

$72,628,647
73,594,381
76,057,077
77,061,161
77,943,522
78,917,731
79,891,394
80,808,807
81,697,531
82,561,978
83,588,000
84,616,791
95,824,489
96,936,666
98,013,517
99,207,816
100,385,561
101,620,716
102,853,873
104,205,222
105,567,742
106,964,907
108,386,949
109,843,440
111,319,525
112,815,962
114,288,470
115,808,174
117,349,689
118,889,323
120,233,008
121,769,872
123,344,583
124,981,826
126,520,610
128,109,841
129,747,219
131,323,848
132,936,165
134,580,007
136,284,687
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Strategic
Contribution
Payments
$

0
0
13,401,706
13,578,631
13,734,109
13,905,770
14,077,335
14,238,989
14,395,587
14,547,908
14,728,699
14,909,978
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

Total
Payments to
the Issuer
$72,628,647
73,594,381
89,458,783
90,639,792
91,677,630
92,823,501
93,968,729
95,047,795
96,093,119
97,109,886
98,316,699
99,526,769
95,824,489
96,936,666
98,013,517
99,207,816
100,385,561
101,620,716
102,853,873
104,205,222
105,567,742
106,964,907
108,386,949
109,843,440
111,319,525
112,815,962
114,288,470
115,808,174
117,349,689
118,889,323
120,233,008
121,769,872
123,344,583
124,981,826
126,520,610
128,109,841
129,747,219
131,323,848
132,936,165
134,580,007
136,284,687

Year
2047
2048
2049
2050
2051
2052
2053
2054
2055

Global Insight
Base Case
Consumption
Forecast

OPM-Adjusted
Consumption

Annual
Payments

182,010,000,000
178,940,000,000
175,830,000,000
172,750,000,000
169,710,000,000
166,700,000,000
163,730,000,000
160,830,000,000
157,960,000,000

154,890,510,000
152,277,940,000
149,631,330,000
147,010,250,000
144,423,210,000
141,861,700,000
139,334,230,000
136,866,330,000
134,423,960,000

$138,104,008
139,960,487
141,871,140
143,739,761
145,616,536
147,509,130
149,409,390
151,325,470
153,284,343
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Strategic
Contribution
Payments
$

0
0
0
0
0
0
0
0
0

Total
Payments to
the Issuer
$138,104,008
139,960,487
141,871,140
143,739,761
145,616,536
147,509,130
149,409,390
151,325,470
153,284,343

Allocation of Principal Payments
Due to a number of factors, including the actual consumption of cigarettes in the United States,
the amount of Pledged TSRs may fluctuate from year to year. Unless an Event of Default has occurred,
Collections available to make principal payments on the Series 2002 Bonds on any Distribution Date will
be allocated to Turbo Term Bond Maturities (as defined in the Indenture) and Sinking Fund Installments
(as defined in the Indenture) due prior to allocations to Turbo Redemptions. Surplus Collections available
to make Turbo Redemptions will be applied in chronological order of maturity and will be credited
against Sinking Fund Installments, for any particular Turbo Term Bond (as defined in the Indenture), in
chronological order of Sinking Fund Installment payment dates. When all Series 2002 Bonds or Bonds
issued to refund Series 2002 Bonds are no longer outstanding, Collections will be applied to Turbo
Redemptions, first, of all Series 2005A Bonds and, then, of the Series 2005B Bonds.
Effect of Changes in Cigarette Consumption Levels on Turbo Redemptions
Weighted Average Lives and Final Principal Payments. The tables below have been prepared to
show the effect of changes in cigarette consumption, as recently projected by Global Insight, on the
weighted average lives and final principal payments of the Series 2002 Bonds and Series 2005 Bonds that
are subject to Turbo Redemption. The tables are based on the Cash Flow Assumptions and the Bond
Structuring Methodology, except that the annual cigarette consumption varies in each case. In addition to
the Global Insight Base Case Forecast, several alternative cigarette consumption scenarios are presented
below, including four alternative forecasts of Global Insight (the Global Insight High Forecast, the Global
Insight Low Case 1, the Global Insight Low Case 2 and the Global Insight Low Case 3, each as
hereinafter defined) and two other consumption scenarios prepared by Global Insight (assuming 3.5% and
4.0% annual consumption declines). In each scenario, if actual cigarette consumption in the United States
is as forecast and assumed, and events occur as assumed by the Cash Flow Assumptions, the final
principal payments and weighted average lives (in years) of each of the Series 2002 Bonds and Series
2005 Bonds that are subject to Turbo Redemption will be as set forth in such tables. The tables presented
below are for illustrative purposes only. Actual cigarette consumption in the United States cannot be
definitively forecast. To the degree actual consumption varies from the alternative scenarios presented
below or other Cash Flow Assumptions are not realized, the weighted average lives (and final principal
payment dates) for the Series 2002 Bonds and Series 2005 Bonds that are subject to Turbo Redemption
will be either shorter (sooner) or longer (later) than projected below.

Series 2005A Bonds Maturing May 15, 2050

Consumption Forecast
Global Insight Base Case Forecast
Global Insight Low Case 1
Global Insight High Forecast
Global Insight Low Case 2
Global Insight Low Case 3
3.5% Annual Consumption Decline
4.0% Annual Consumption Decline

Weighted
Average Life
(Years)

Final Principal
Payment Date
(May 15)

19.91
20.61
19.52
21.42
27.18
27.68
32.87

2026
2027
2026
2028
2035
2036
2043
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Series 2005B Bonds Maturing May 15, 2055

Consumption Forecast
Global Insight Base Case Forecast
Global Insight Low Case 1
Global Insight High Forecast
Global Insight Low Case 2
Global Insight Low Case 3
3.5% Annual Consumption Decline
4.0% Annual Consumption Decline

Weighted
Average Life
(Years)

Final Principal
Payment Date
(May 15)

21.97
22.78
21.40
23.86
30.98
33.20
44.75

2028
2029
2027
2030
2038
2041
2057

Turbo Redemptions. The tables below have been prepared to show the effect of changes in cigarette
consumption on the projected outstanding amounts of the Series 2005 Bonds. The tables are based upon
the same assumptions and utilize the same alternative Global Insight forecasts as shown in the preceding
paragraph and tables.
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Projected Accreted Balances for
Series 2005A Bonds Maturing May 15, 2050

As of
May 15,
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2049
2050
Average Life

Global
Insight
Base Case
Forecast
78,813,469
84,019,591
89,569,610
95,486,243
101,793,706
108,517,817
115,686,097
123,327,886
131,474,464
140,159,174
149,417,564
159,287,528
169,809,464
181,026,441
192,984,369
205,732,192
219,322,089
233,809,684
173,448,752
80,910,954
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
19.91

Global
Insight
Low Case 1
78,813,469
84,019,591
89,569,610
95,486,243
101,793,706
108,517,817
115,686,097
123,327,886
131,474,464
140,159,174
149,417,564
159,287,528
169,809,464
181,026,441
192,984,369
205,732,192
219,322,089
233,809,684
232,198,838
147,838,820
56,760,927
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
20.61

Global
Insight
High
Forecast
78,813,469
84,019,591
89,569,610
95,486,243
101,793,706
108,517,817
115,686,097
123,327,886
131,474,464
140,159,174
149,417,564
159,287,528
169,809,464
181,026,441
192,984,369
205,732,192
219,322,089
222,777,956
131,856,459
33,379,570
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
19.52

Global
Insight
Low Case 2
78,813,469
84,019,591
89,569,610
95,486,243
101,793,706
108,517,817
115,686,097
123,327,886
131,474,464
140,159,174
149,417,564
159,287,528
169,809,464
181,026,441
192,984,369
205,732,192
219,322,089
233,809,684
249,254,275
220,394,273
138,873,037
51,020,257
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
21.42
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Global
Insight
Low Case 3
78,813,469
84,019,591
89,569,610
95,486,243
101,793,706
108,517,817
115,686,097
123,327,886
131,474,464
140,159,174
149,417,564
159,287,528
169,809,464
181,026,441
192,984,369
205,732,192
219,322,089
233,809,684
249,254,275
265,719,078
283,271,484
301,983,335
321,931,222
343,196,791
326,580,194
255,305,273
178,101,156
94,536,852
4,181,041
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
27.18

3.5% Annual
Consumption
Decline
78,813,469
84,019,591
89,569,610
95,486,243
101,793,706
108,517,817
115,686,097
123,327,886
131,474,464
140,159,174
149,417,564
159,287,528
169,809,464
181,026,441
192,984,369
205,732,192
219,322,089
233,809,684
249,254,275
265,719,078
283,271,484
301,983,335
321,931,222
343,196,791
315,364,907
263,404,058
208,283,747
149,795,008
87,703,046
21,770,873
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
27.68

4.0% Annual
Consumption
Decline
78,813,469
84,019,591
89,569,610
95,486,243
101,793,706
108,517,817
115,686,097
123,327,886
131,474,464
140,159,174
149,417,564
159,287,528
169,809,464
181,026,441
192,984,369
205,732,192
219,322,089
233,809,684
249,254,275
265,719,078
283,271,484
301,983,335
321,931,222
343,196,791
365,867,085
390,034,892
415,799,135
418,894,104
383,951,473
347,196,199
308,500,087
267,722,032
224,714,938
179,310,971
131,350,891
80,644,266
27,002,603
0
0
0
0
0
0
0
0
32.87

Projected Accreted Balances for
Series 2005B Bonds Maturing May 15, 2055

As of
May 15,
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2049
2050
2051
2052
2053
2054
2055
2056
2057
Average Life

Global
Insight
Base Case
Forecast
35,851,935
38,498,312
41,340,029
44,391,504
47,668,221
51,186,806
54,965,112
59,022,311
63,378,987
68,057,248
73,080,830
78,475,223
84,267,798
90,487,946
97,167,229
104,339,537
112,041,262
120,311,483
129,192,162
138,728,360
129,844,083
32,691,965
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
21.97

Global
Insight
Low Case 1
35,851,935
38,498,312
41,340,029
44,391,504
47,668,221
51,186,806
54,965,112
59,022,311
63,378,987
68,057,248
73,080,830
78,475,223
84,267,798
90,487,946
97,167,229
104,339,537
112,041,262
120,311,483
129,192,162
138,728,360
148,968,464
118,396,143
23,931,868
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
22.78

Global
Insight
High
Forecast

Global
Insight
Low Case 2

Global
Insight
Low Case 3

3.5% Annual
Consumption
Decline

4.0% Annual
Consumption
Decline*

35,851,935
38,498,312
41,340,029
44,391,504
47,668,221
51,186,806
54,965,112
59,022,311
63,378,987
68,057,248
73,080,830
78,475,223
84,267,798
90,487,946
97,167,229
104,339,537
112,041,262
120,311,483
129,192,162
138,728,360
75,682,319
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
21.40

35,851,935
38,498,312
41,340,029
44,391,504
47,668,221
51,186,806
54,965,112
59,022,311
63,378,987
68,057,248
73,080,830
78,475,223
84,267,798
90,487,946
97,167,229
104,339,537
112,041,262
120,311,483
129,192,162
138,728,360
148,968,464
159,964,432
128,098,828
38,566,009
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
23.86

35,851,935
38,498,312
41,340,029
44,391,504
47,668,221
51,186,806
54,965,112
59,022,311
63,378,987
68,057,248
73,080,830
78,475,223
84,267,798
90,487,946
97,167,229
104,339,537
112,041,262
120,311,483
129,192,162
138,728,360
148,968,464
159,964,432
171,772,056
184,451,250
198,066,346
212,686,427
228,385,676
245,243,751
263,346,189
189,204,718
104,172,900
11,591,534
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
30.98

35,851,935
38,498,312
41,340,029
44,391,504
47,668,221
51,186,806
54,965,112
59,022,311
63,378,987
68,057,248
73,080,830
78,475,223
84,267,798
90,487,946
97,167,229
104,339,537
112,041,262
120,311,483
129,192,162
138,728,360
148,968,464
159,964,432
171,772,056
184,451,250
198,066,346
212,686,427
228,385,676
245,243,751
263,346,189
282,784,841
255,306,886
202,917,057
146,895,466
86,964,922
22,832,774
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
33.20

35,851,935
38,498,312
41,340,029
44,391,504
47,668,221
51,186,806
54,965,112
59,022,311
63,378,987
68,057,248
73,080,830
78,475,223
84,267,798
90,487,946
97,167,229
104,339,537
112,041,262
120,311,483
129,192,162
138,728,360
148,968,464
159,964,432
171,772,056
184,451,250
198,066,346
212,686,427
228,385,676
245,243,751
263,346,189
282,784,841
303,658,338
326,072,594
350,141,337
375,986,691
403,739,797
433,541,471
465,542,928
470,073,823
446,593,459
421,755,842
395,446,081
367,550,428
337,931,651
306,457,916
272,972,189
237,314,519
199,307,067
158,766,550
115,504,168
69,285,000
21,334,515
0
44.75

*Turbo Redemptions adjust for the default rate
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Explanation of Alternative Global Insight Forecasts.
The alternative Global Insight forecasts of cigarette consumption decline, used in the analysis
above, are based upon the assumptions described below. See also “TOBACCO CONSUMPTION
REPORT” herein and Appendix A hereto.
Global Insight’s high forecast of consumption (the “Global Insight High Forecast”) deviates
from the Base Case Forecast by using a lower price forecast, under which prices are increasing at an
annual rate of 0.5% more slowly than the Global Insight Base Case Forecast. Under the Global Insight
High Forecast, the average annual rate of decline in cigarette consumption is reduced slightly, from an
average annual rate in the Base Case Forecast of 1.77%, to 1.61%, resulting in consumption of 171 billion
in 2055.
Global Insight’s low forecast of consumption (the “Global Insight Low Case 1”) deviates from
the Base Case Forecast by assuming a sharper price elasticity of demand. The Global Insight Base Case
Forecast applies a price elasticity of demand of -0.33. However, in order to develop the lowest
consumption forecast that Global Insight believes may be reasonably anticipated, a price elasticity of -0.4
is applied. Under the Global Insight Low Case 1 Forecast, the average annual rate of decline in cigarette
consumption is increased from an average annual rate in the Base Case Forecast of 1.77%, to 1.94%,
resulting in consumption of 145 billion in 2055.
Although beyond the range of Global Insight’s reasonably anticipated decline in consumption,
Global Insight also prepared an alternative low case (the “Global Insight Low Case 2”) that deviates
from the Base Case Forecast by assuming a price elasticity of demand of -0.5. This produces a decline in
consumption of an average annual rate of 2.14% to 130 billion in 2055. Global Insight prepared another
alternative low case (the “Global Insight Low Case 3”) that deviates from the Base Case Forecast by
assuming an adverse federal government settlement or tort claims of three times the size of the MSA,
resulting in an immediate real price increase of 57% and a decline of 18% in consumption over two years.
Under the Global Insight Low Case 3, the average annual rate of decline in cigarette consumption is
increased from an average annual rate in the Base Case Forecast of 1.77%, to 2.16%, resulting in
consumption of 129 billion in 2055.
Average Annual Rate of Cigarette Consumption Decline (2004-2055)
Global Insight
Base Case Forecast

Global Insight
High Forecast

Global Insight
Low Case 1

Global Insight
Low Case 2

Global Insight
Low Case 3

1.77%

1.61%

1.94%

2.14%

2.16%

Finally, for comparative purposes Global Insight calculated the volume of total cigarette
consumption under two alternative annual rates of decline, 3.5% and 4.0%. Global Insight states that at
3.5% per year consumption falls to 64 billion by 2055, and at 4.0% it falls to 49 billion.
No assurance can be given that actual cigarette consumption in the United States during the term
of the Series 2005 Bonds will be as assumed, or that the other assumptions underlying the Cash Flow
Assumptions, including that certain adjustments and offsets will not apply to payments due under the
MSA, will be consistent with future events. If actual events deviate from one or more of the assumptions
underlying the Cash Flow Assumptions, the amount of Surplus Collections available to make Turbo
Redemptions will be affected and the resulting weighted average lives and final principal payment dates
of the Series 2005 Turbo Term Bonds will vary. See “RISK FACTORS” herein.
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THE ISSUER
The Trust is a not-for-profit corporate entity created by the Commonwealth of Puerto Rico under
the Act. The Trust is a public instrumentality of, but separate and apart from, the Commonwealth. The
Trust is governed by a seven-person board of directors consisting of the Governor of Puerto Rico, the
President of Government Development Bank for Puerto Rico, the Director of the Office of Management
and Budget, the Attorney General and three private citizens, two of whom are required to have experience
in the areas of health and education.
The directors of the Trust are:
Principal Occupation

Name
Honorable Aníbal Acevedo-Vilá
William Lockwood-Benet
Honorable Roberto J. Sánchez-Ramos
Ileana I. Fas-Pacheco
Mariá de los Ángeles Ortiz
James Thorsden

Governor of the Commonwealth of
Puerto Rico
Acting Chairman, Government
Development Bank for Puerto Rico
Secretary of Justice
Director, Office of Management and
Budget
Professor, University of Puerto Rico
President, James Thorsden, Inc.

The officers of the Trust are:
Name

Title

Jorge Izízarry-Herrans
Hugo Díaz-Molini
María de Lourdes Rodríguez
José G. Dávila

Executive Vice President and
Executive Director
Executive Vice President and
Treasurer
General Counsel
Executive Vice President

LEGAL CONSIDERATIONS
The following discussion summarizes some, but not all, of the possible legal issues that could
affect the Series 2005 Bonds. The discussion does not address every possible legal challenge that could
result in a decision that would cause the Pledged TSRs to be reduced or eliminated. References in the
discussion to various opinions of Transaction Counsel are summaries of such opinions and are qualified
in their entirety by reference to the actual opinions.
Bankruptcy of a PM May Delay or Reduce Payments
The only source of payment for the Series 2005 Bonds is the TSRs that are paid by the PMs.
Therefore, if one or more PMs were to become a debtor in a case under the Bankruptcy Code, there could
be delays or reductions in payments on the Series 2005 Bonds, and the Owners and Beneficial Owners
could incur losses on their investments. Philip Morris, by way of example, prior to the resolution of the
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dispute in the Price case in Illinois in the spring of 2003 over the size of the required appeals 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 and that there was a risk that immediate
enforcement of the judgment against Philip Morris would force its 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 a plan of reorganization was confirmed. As part of the confirmed
plan, Alliance Tobacco Corporation effectively ceased its operations in September 2004.
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 Commonwealth, the Trust, the
Indenture Trustee, the Owners or the Beneficial Owners 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. On the dated date of the Series 2005 Bonds, Transaction Counsel rendered an opinion
to the Trust that, subject to all the assumptions, qualifications and limitations set forth therein, if a PM
became the debtor in a case under the Bankruptcy Code, and the matter were properly briefed and
presented to a court exercising federal bankruptcy jurisdiction, the court would hold that the MSA is an
“executory contract” under Section 365 of the Bankruptcy Code. Certain of the assumptions contained in
this opinion are assumptions that certain facts or circumstances will exist or occur, and Transaction
Counsel has provided no assurance that such facts or circumstances will exist or occur as assumed in the
opinion. This opinion is based on an analysis of existing laws, regulations, rulings and court decisions,
and covers 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 payments on the Series 2005 Bonds.
On the other hand, even 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 payments to the Owners and Beneficial Owners.
Furthermore, in a bankruptcy proceeding, payments previously made to the Owners of the Series
2005 Bonds could be avoided as preferential payments, so that the Owners and 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 Commonwealth, the Trust, the Indenture Trustee, the Owners 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 payments to the Owners and Beneficial Owners.
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.
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Certain smokers, consumer groups, cigarette manufacturers, cigarette importers, cigarette
wholesalers, cigarette distributors, native American tribes, taxpayers, taxpayers’ groups and other parties
have instituted lawsuits against various tobacco manufacturers, including the PMs, as well as certain of
the Settling States and other public entities. The lawsuits, several of which remain pending, allege,
among other things, that the MSA violates certain provisions of the United States Constitution, state
constitutions, the federal antitrust laws, federal civil rights laws, state consumer protection laws and
unfair competition laws, some of which 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 moneys under the MSA and barring the PMs from
collecting cigarette price increases related to the MSA and/or a determination that the MSA is void or
unenforceable. To date, such challenges have not been ultimately successful, although appeals are still
possible in certain 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, the Owners could incur a complete loss of their investment. See “RISK FACTORS – Risks
Related to Enforceability or Modification of the MSA and Constitutionality of the Model Statute”
herein.
In rendering the opinion described below, Transaction Counsel considered the claims asserted in
the above-referenced lawsuits, which it believes are representative of the legal theories that an opponent
of the MSA would advance in an attempt to invalidate the MSA. On the dated date of the Series 2005
Bonds, Transaction Counsel rendered an opinion to the Trust, subject to all the facts, assumptions and
qualifications set forth therein, that, although there is no case directly on point in the First Circuit and
there can be no assurances that a court in the First Circuit applying existing legal principles would not
hold otherwise, a court in the First Circuit applying existing legal principles to the facts would find the
MSA to be a valid, binding and enforceable obligation of the signatories thereto. The opinion of
Transaction Counsel as to the enforceability of the MSA and the obligations of the aforementioned
signatories is also subject to the effect of bankruptcy, insolvency, and other laws affecting creditors’
rights or remedies and general principles of equity, regardless of whether such enforceability is
considered in a proceeding in equity or at law.
In rendering its enforceability opinion with respect to the MSA, Transaction Counsel has assumed
(i) the due organization and valid existence of each signatory to the MSA, (ii) the due authorization,
execution and delivery of the MSA by each such signatory, other than Puerto Rico (acting through its
Attorney General), and each signatory’s full power, authority and legal right to execute and to deliver,
and to perform and observe the provisions of, the MSA, (iii) that the execution, delivery and performance
by each such signatory of the MSA does not (1) violate the provisions of the organizational documents of
such signatory (other than Puerto Rico acting through its Attorney General), (2) violate any judgment,
decree, writ, injunction, award, determination or order applicable to any such signatory, or (3) conflict
with, or result in a breach of, or constitute a default under, any of the provisions of any indenture,
mortgage, deed of trust, contract or other instrument to which such signatory is a party, and (iv) the
absence of the need for any consent, approval, order or authorization of, or filing with or notice to, any
court or other governmental authority in respect of each such signatory that was not obtained.
Qualifying Statute Constitutionality
The Qualifying Statute 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
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the United States Constitution, state constitutions and federal antitrust laws. The lawsuits seek, among
other things, injunctions against the enforcement of the Qualifying Statute 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 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 Model 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. See “RISK FACTORS – Risks
Related to Enforceability or Modification of the MSA and Constitutionality of the Model Statute –
Qualifying Statute” herein.
In rendering the opinion described below, Transaction Counsel considered the claims asserted in
the above-referenced lawsuits as well as other federal and state constitutional and statutory claims which
it believes are representative of the legal theories that an opponent of the Model Statute would advance in
an attempt to invalidate the Model Statute. On the dated date of the Series 2005 Bonds, Transaction
Counsel rendered an opinion to the Trust, subject to all the facts, assumptions and qualifications set forth
therein, that, although there is no case directly on point in the First Circuit and there can be no assurances
that a court in the First Circuit applying existing legal principles would not hold otherwise, if the matter
were properly briefed and presented to a court in the First Circuit, the court applying existing legal
principles to the facts would find the Puerto Rico Qualifying Statute to be constitutional, and that, while
the Freedom Holdings decisions in the Second Circuit raise some uncertainty over the applicability of the
Parker immunity and NP immunity defenses that other courts considering the issue have found applicable
as a matter of law, if the matter were properly briefed and presented to a court in the First Circuit, the
court applying existing legal principles to the relevant facts would find the Puerto Rico Qualifying Statute
to be enforceable and not violative of antitrust laws. The opinion of Transaction Counsel as to the
enforceability of the Commonwealth’s Model Statute is limited to the extent that enforceability may be
affected by bankruptcy, insolvency and other laws affecting creditors’ rights or remedies heretofore or
hereafter enacted, and is subject to general principles of equity (regardless of whether such enforceability
is considered in a proceeding in equity or at law).
Limitations on Certain Opinions of Transaction Counsel: No Assurance as to Outcome of Litigation
The opinions of Transaction Counsel described above expressly note that a court’s decision
regarding the matters upon which Transaction Counsel 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, a
different result could be reached and a conclusion by such a court that the MSA is void or voidable or that
the Model Statute is unenforceable would not necessarily constitute reversible error. Consequently, an
opinion of Transaction 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 Transaction 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 professional judgment of Transaction Counsel as to specific questions of
law. Such opinions 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 entirety
by the opinions themselves.
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Enforcement of Rights to Pledged TSRs
It is possible that the Commonwealth could in the future attempt to claim some or all of the
Pledged TSRs for itself, or otherwise interfere with the security for the Series 2005 Bonds. In that event,
the Series 2005 Bondholders, the Indenture Trustee or the Trust could assert claims based on contractual
or constitutional rights.
Contractual Remedies. Pursuant to the Act, the Commonwealth has covenanted, and the Trust
has included in the Indenture for the benefit of the Bondholders the Commonwealth’s pledge and
agreement with the Holders of the Outstanding Bonds, that Puerto Rico (i) shall defend the rights of the
Trust to receive the Pledged TSRs up to the maximum allowed by the MSA; (ii) shall ensure that the
Model Statute (as defined in the MSA) be diligently complied with; (iii) shall not amend the MSA in a
way that may materially alter the rights of the Holders or of those persons and entities that enter into
contracts with the Trust; (iv) will not limit or alter the rights of the Trust to fulfill the terms of its
agreements with such Holders; or (v) in any way impair the rights and remedies of such Holders or the
security for such Bonds until such Bonds, together with the interest thereon and all costs and expenses in
connection with any action or proceeding by or on behalf of such Holders, are fully paid and discharged.
Constitutional Claims. The bondholders are further entitled to the benefit of the prohibitions in
the Contract Clause of the United States Constitution against any state’s impairment of the obligation of
contracts. This prohibition, although not absolute, is particularly strong when applied to a state’s attempt
to evade its own obligations.
Based on the U.S. Supreme Court’s standard of review for Contract Clause challenges in Energy
Reserves Group, Inc. v. Kansas Power Light Co., 459 U.S. 400 (1983), the Commonwealth must justify
the exercise of its inherent police power to safeguard the vital interests of its people before the
Commonwealth may alter the MSA, the Decree or the financing arrangements in a manner that would
substantially impair the rights of the bondholders to be paid from the Pledged TSRs. However, to justify
the enactment by the Commonwealth of legislation that substantially impairs the contractual rights of the
bondholders to be paid from the Pledged TSRs, the Commonwealth must demonstrate a significant and
legitimate public purpose, such as the remedying of a broad and general social or economic problem. In
the event that the Commonwealth demonstrates a significant and legitimate public purpose for such
legislation, the Commonwealth must also show that the impairment of the bondholder’s rights are based
upon reasonable conditions and are of a character appropriate to the public purpose justifying the
legislation’s adoption.
Finally, the bondholders may also have constitutional claims under the Due Process Clauses of
the United States and Commonwealth constitutions.
CONTINUING DISCLOSURE UNDERTAKING
The Trust has covenanted in the Indenture for the benefit of the beneficial owners of the Series
2005 Bonds as follows:
The Trust shall provide:
(a)
within 305 days after the end of each Fiscal Year, to each nationally recognized
municipal securities information repository and to any Commonwealth information depository, core
financial information and operating data for the prior Fiscal Year, including (i) the Trust’s audited
financial statements, prepared in accordance with generally accepted accounting principles in effect from
time to time, and (ii) material historical quantitative data on the Trust’s revenues, expenditures, financial
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operations and indebtedness generally of the types discussed in “SUMMARY OF BOND
STRUCTURING ASSUMPTIONS AND AMORTIZATION” under the last column of the table
captioned “Projections of Strategic Contribution Payments and Total Payments to be Received by the
Indenture Trustee,” and (iii) the debt service coverage for the most recent full Fiscal Year for the Series
2005 Bonds based on each of the Rated Maturities, after giving credit for any Turbo Redemptions that
have been paid;
(b)
in a timely manner, to each nationally recognized municipal securities information
repository or to the Municipal Securities Rulemaking Board, and to any Puerto Rico information
depository, notice of any of the following events with respect to the Series 2005 Bonds, if material:
(1)

principal and interest payment delinquencies;

(2)

non-payment related defaults;

(3)

unscheduled draws on debt service reserves reflecting financial difficulties;

(4)

unscheduled draws on credit enhancements reflecting financial difficulties;

(5)

substitution of credit or liquidity providers, or their failure to perform;

(6)

adverse tax opinions or events affecting the tax-exempt status of the Series 2005
Bonds;

(7)

modifications to rights of Bondholders;

(8)

bond calls;

(9)

defeasances;

(10)

release, substitution or sale of property securing repayment of the Series 2005
Bonds;

(11)

rating changes; and

(12)

failure of the Trust to comply with clause (a) above.

The Trust will not undertake to provide any notice with respect to (i) credit enhancement if the
credit enhancement is added after the primary offering of the Series 2005 Bonds, the Trust does not apply
for or participate in obtaining the enhancement and the enhancement is not described in this Limited
Offering Memorandum or (ii) tax exemption other than pursuant to Section 103 of the Code.
The Trust will not undertake to provide updates or revisions to any forward-looking statements
contained in this Limited Offering Memorandum, including but not limited to those that include the
words “expects,” “forecasts,” “projects,” “intends,” “anticipates,” “estimates,” “assumes” or analogous
expressions.
No Bondholder may institute any suit, action or proceeding at law or in equity (“Proceeding”) for
the enforcement of the continuing disclosure undertaking (the “Undertaking”) or for any remedy for
breach thereof, unless such Bondholder shall have filed wit the Trust evidence of ownership and a written
notice of and request to cure such breach, and the Trust shall have refused to comply within a reasonable
time. All Proceedings shall be instituted only as specified herein, in the federal or state courts located in
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Puerto Rico, and for the equal benefit of all holders of the outstanding bonds benefited by the same or a
substantially similar covenant, and no remedy shall be sought or granted other than specific performance
of the covenant at issue.
An amendment to the Undertaking may only take effect if:
(a)
the amendment is made in connection with a change in circumstances that arises from a
change in legal requirements, change in law, or change in the identity, nature, or status of the Trust, or
type of business conducted; the Undertaking, as amended, would have complied with the requirements of
the Rule at the time of sale of the Series 2005 Bonds, after taking into account any amendments or
interpretations of the Rule, as well as any change in circumstances; and the amendment does not
materially impair the interests of Bondholders, as determined by parties unaffiliated with the Trust (such
as, but without limitation, the Trust’s financial advisor or transaction counsel) and the annual financial
information containing (if applicable) the amended operating data or financial information will explain, in
narrative form, the reasons for the amendment and the “impact” (as that word is used in the letter from the
SEC staff to the National Association of Bond Lawyers, dated June 23, 1995) of the change in the type of
operating data or financial information being provided; or
(b)
all or any part of the Rule, as interpreted by the staff of the SEC at the date of the Series
2005 Bonds, ceases to be in effect for any reason, and the Trust elects that the Undertaking shall be
deemed terminated or amended (as the case may be) accordingly.
For purposes of the Undertaking, a beneficial owner of a security includes any person who,
directly or indirectly, through any contract, arrangement, understanding, relationship, or otherwise has or
shares investment power which includes the power to dispose, or to direct the disposition of, such
security, subject to certain exceptions as set forth in the Undertaking. Any assertion of beneficial
ownership must be filed, with full documentary support, as part of the written request described above.
The Trust has complied with all its previous continuing disclosure obligations in a timely manner.
LITIGATION
There is no litigation pending in any court (either in Puerto Rico or federal court) questioning the
creation, organization or existence of the Trust, the validity or enforceability of the Act, the Indenture, the
transfer of the TSRs by the Commonwealth to the Trust, the proceedings for the authorization, execution,
authentication and delivery of the Series 2005 Bonds or the validity of the Series 2005 Bonds. For a
discussion of other legal matters, including certain pending litigation involving the MSA and the PMs, see
“RISK FACTORS,” “TOBACCO INDUSTRY” and “LEGAL CONSIDERATIONS.”
TAX MATTERS
In the opinion of Orrick, Herrington & Sutcliffe LLP (“Special Tax Counsel”), based upon an
analysis of existing laws, regulations, rulings and court decisions, and assuming, among other matters, the
accuracy of certain representations and compliance with certain covenants, interest on the Series 2005
Bonds is excluded from gross income for federal income tax purposes under Section 103 of the Internal
Revenue Code of 1986 (the “Code”). In delivering its opinion with respect to the Series 2005 Bonds,
Special Tax Counsel is relying on the opinions of Sidley Austin Brown & Wood LLP, Transaction
Counsel, that the Series 2005 Bonds have been duly authorized, executed and delivered by the Trust and
are valid, binding and enforceable obligations of the Trust and relying upon certifications of
representatives of the Trust as to facts material to the opinions. Special Tax Counsel is of the further
opinion that interest on the Series 2005 Bonds is not a specific preference item for purposes of the federal
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individual or corporate alternative minimum taxes, although Special Tax Counsel observes that such
interest is included in adjusted current earnings when calculating corporate alternative minimum taxable
income. Special Tax Counsel is also of the opinion that the Series 2005 Bonds and the interest thereon
are exempt from state, Commonwealth of Puerto Rico and local income taxation. A complete copy of the
proposed form of opinion of Special Tax Counsel is set forth in Appendix D-3 hereto.
At the time of the issuance of the Series 2005B Bonds, Transaction Counsel delivered an opinion
to the initial purchaser to the effect that, while not totally free from doubt, the interest on the Series
2005B Bonds is not includable in gross income of the holder thereof for federal income tax purposes. By
its terms, such opinion could not be relied on by any party other than the initial purchaser. Special Tax
Counsel is delivering an opinion, included herein, which may be relied on by the purchaser of the Series
2005B Bonds to the effect that interest on the Series 2005B Bonds is not includable in gross income of
the holder thereof for federal income tax purposes.
To the extent the issue price of any maturity of the Series 2005 Bonds is less than the amount to
be paid at maturity of such Series 2005 Bonds (excluding amounts stated to be interest and payable at
least annually over the term of such Series 2005 Bonds), the difference constitutes “original issue
discount,” the accrual of which, to the extent properly allocable to each Beneficial Owner thereof, is
treated as interest on the Series 2005 Bonds which is excluded from gross income for federal income tax
purposes. For this purpose, the issue price of a particular maturity of the Series 2005 Bonds is the first
price at which a substantial amount of such maturity of the Series 2005 Bonds is sold to the public
(excluding bond houses, brokers, or similar persons or organizations acting in the capacity of
underwriters, placement agents or wholesalers). The original issue discount with respect to any maturity
of the Series 2005 Bonds accrues daily over the term to maturity of such Series 2005 Bonds on the basis
of a constant interest rate compounded semiannually (with straight-line interpolations between
compounding dates). The accruing original issue discount is added to the adjusted basis of such Series
2005 Bonds to determine taxable gain or loss upon disposition (including sale, redemption, or payment on
maturity) of such Series 2005 Bonds. Beneficial Owners of the Series 2005 Bonds should consult their
own tax advisors with respect to the tax consequences of ownership of Series 2005 Bonds with original
issue discount, including the treatment of Beneficial Owners who do not purchase such Series 2005
Bonds in the original offering to the public at the first price at which a substantial amount of such Series
2005 Bonds is sold to the public.
The Code imposes various restrictions, conditions and requirements relating to the exclusion from
gross income for federal income tax purposes of interest on obligations such as the Series 2005 Bonds.
The Trust has made certain representations and covenanted to comply with certain restrictions, conditions
and requirements designed to ensure that interest on the Series 2005 Bonds will not be included in federal
gross income. Inaccuracy of these representations or failure to comply with these covenants may result in
interest on the Series 2005 Bonds being included in gross income for federal income tax purposes,
possibly from the date of original issuance of the Series 2005 Bonds. The opinion of Special Tax Counsel
assumes the accuracy of these representations and compliance with these covenants. Special Tax Counsel
has not undertaken to determine (or to inform any person) whether any actions taken (or not taken), or
events occurring (or not occurring), or any other matters coming to Special Tax Counsel’s attention after
the date of issuance of the Series 2005 Bonds may adversely affect the value of, or the tax status of
interest on, the Series 2005 Bonds.
Certain requirements and procedures contained or referred to in the Indenture, the Tax
Certificates, the Supplemental Tax Certificates and other relevant documents may be changed and certain
actions (including, without limitation, defeasance of the Series 2005 Bonds) may be taken or omitted
under the circumstances and subject to the terms and conditions set forth in such documents. Special Tax
Counsel expresses no opinion as to any Series 2005 Bond or the interest thereon if any such change
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occurs or action is taken or omitted upon the advice or approval of counsel other than Orrick, Herrington
& Sutcliffe LLP.
Although Special Tax Counsel is of the opinion that interest on the Series 2005 Bonds is excluded
from gross income for federal income tax purposes, the ownership or disposition of, or the accrual or
receipt of interest on, the Series 2005 Bonds may otherwise affect a Beneficial Owner’s federal, state or
local tax liability. The nature and extent of these other tax consequences depend upon the particular tax
status of the Beneficial Owner or the Beneficial Owner’s other items of income or deduction. Special Tax
Counsel expresses no opinion regarding any such other tax consequences.
Future legislation, if enacted into law, or clarification of the Code may cause interest on the
Series 2005 Bonds to be subject, directly or indirectly, to federal income taxation, or otherwise prevent
Beneficial Owners from realizing the full current benefit of the tax status of such interest. The
introduction or enactment of any such future legislation or clarification of the Code may also affect the
market price for, or marketability of, the Series 2005 Bonds. Prospective purchasers of the Series 2005
Bonds should consult their own tax advisers regarding any pending or proposed federal tax legislation, as
to which Special Tax Counsel expresses no opinion.
The opinion of Special Tax Counsel is based on current legal authority, covers certain matters not
directly addressed by such authorities, and represents Special Tax Counsel’s judgment as to the proper
treatment of the Series 2005 Bonds for federal income tax purposes. It is not binding on the Internal
Revenue Service (“IRS”) or the courts. Furthermore, Special Tax Counsel cannot give and has not given
any opinion or assurance about the future activities of the Trust, or about the effect of future changes in
the Code, the applicable regulations, the interpretation thereof or the enforcement thereof by the IRS. The
Trust has covenanted, however, to comply with the requirements of the Code.
Special Tax Counsel’s engagement with respect to the Series 2005 Bonds ends with the sale of
the Series 2005 Bonds pursuant to this Limited Offering Memorandum, and, unless separately engaged,
Special Tax Counsel is not obligated to defend the Trust or the Beneficial Owners regarding the taxexempt status of the Series 2005 Bonds in the event of an audit examination by the IRS. Under current
procedures, parties other than the Trust and its appointed counsel, including the Beneficial Owners, would
have little, if any, right to participate in the audit examination process. Moreover, because achieving
judicial review in connection with an audit examination of tax-exempt bonds is difficult, obtaining an
independent review of IRS positions with which the Trust legitimately disagrees may not be practicable.
Any action of the IRS, including but not limited to selection of the Series 2005 Bonds for audit, or the
course or result of such audit, or an audit of bonds presenting similar tax issues may affect the market
price for, or the marketability of, the Series 2005 Bonds, and may cause the Trust or the Beneficial
Owners to incur significant expense.
RATINGS
The Series 2005A Bonds have been assigned a rating of “BBB-,” and the Series 2005B Bonds
have been assigned a rating of “BB,” in each case by Fitch Ratings (“Fitch” or the “Rating Agency”).
The Series 2005 Bonds were structured to produce cash flow stress test performance necessary
for the Trust to achieve the targeted credit ratings. The ratings address the Rating Agency’s assessment of
(i) the payment of maturity value of the Series 2005 Bonds on their respective Rated Maturity dates. The
ratings will not address the payment of Turbo Redemptions on Series 2005 Bonds.
The ratings by Fitch of the Bonds reflect only the views of such organization and any desired
explanation of the significance of such ratings and any outlooks or other statements given by such Rating
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Agency with respect thereto should be obtained from the Rating Agency at the following address: Fitch
Ratings, One State Street Plaza, New York, New York 10004.
There is no assurance that the initial ratings assigned to the Series 2005 Bonds will continue for
any given period of time or that any of such ratings will not be revised downward, suspended or
withdrawn entirely by the Rating Agency. Any such downward revision, suspension or withdrawal of
such ratings may have an adverse effect on the availability of a market for or the market prices of the
Series 2005 Bonds.
Fitch’s view of the tobacco industry is a key factor in its ratings of tobacco settlement
securitizations. Currently, Fitch indicates its outlook on the unsecured credit profile of the tobacco
industry is negative.
LIMITED OFFERING
Merrill Lynch intends to offer the Series 2005 Bonds only to a limited number of institutional
buyers. Subsequent sales may only be made to “qualified institutional buyers,” as such term is defined in
Rule 144A under the Securities Act of 1933, as amended.
LEGAL MATTERS
Sidley Austin Brown & Wood LLP, Transaction Counsel, has rendered its opinion with respect to
the validity of the Series 2005 Bonds in the form set forth in Appendix D hereto. Transaction Counsel
undertakes no responsibility for the accuracy, completeness or fairness of this Limited Offering
Memorandum.
Certain other legal matters will be passed upon by Orrick, Herrington & Sutcliffe LLP, as Special
Tax Counsel to Merrill Lynch. Its opinion is also set forth in Appendix D.
OTHER PARTIES
Global Insight
Global Insight (USA), Inc. (“Global Insight”) has been retained by Merrill Lynch, Pierce, Fenner
& Smith Incorporated as an independent econometric consultant. The Tobacco Consumption Report
attached hereto as Appendix B is included herein in reliance on Global Insight as experts in such matters.
Global Insight’s fees for acting as independent economic consultant are not contingent upon the issuance
of the Series 2005 Bonds. The Tobacco Consumption Report should be read in its entirety before
purchasing any Series 2005 Bonds.
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APPENDIX A
ACCRETED VALUE TABLE
Accreted Value for Each $5,000 Maturity Amount

*

Payment Date*

Series 2005A Bonds

Series 2005B Bonds

06/30/05
11/15/05
05/15/06
11/15/06
05/15/07
11/15/07
05/15/08
11/15/08
05/15/09
11/15/09
05/15/10
11/15/10
05/15/11
11/15/11
05/15/12
11/15/12
05/15/13
11/15/13
05/15/14
11/15/14
05/15/15
11/15/15
05/15/16
11/15/16
05/15/17
11/15/17
05/15/18
11/15/18
05/15/19
11/15/19
05/15/20
11/15/20
05/15/21
11/15/21
05/15/22
11/15/22
05/15/23
11/15/23

283.36
290.24
299.67
309.41
319.47
329.85
340.57
351.64
363.07
374.87
387.05
399.63
412.62
426.03
439.87
454.17
468.93
484.17
499.90
516.15
532.92
550.24
568.13
586.59
605.66
625.34
645.66
666.65
688.31
710.68
733.78
757.63
782.25
807.67
833.92
861.03
889.01
917.90

143.34
147.22
152.56
158.09
163.82
169.76
175.92
182.29
188.90
195.75
202.84
210.20
217.82
225.71
233.89
242.37
251.16
260.26
269.70
279.47
289.61
300.10
310.98
322.26
333.94
346.04
358.59
371.59
385.06
399.01
413.48
428.47
444.00
460.09
476.77
494.05
511.96
530.52

Until the Rated Maturity Date, the Accreted Value as of any date that is not a Payment Date will be determined by the Trustee based on
linear interpolation between the amounts shown opposite the two Payment Dates closest to such date. On the Rated Maturity Date, the
Accreted Value for each $5,000 Maturity Amount will be $5,000. After the Rated Maturity Date if not paid in full the Series 2005A Bonds
will bear interest at the rate of 8½% and the Series 2005B Bonds will bear interest at the rate of 9¼%.
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Accreted Value for Each $5,000 Maturity Amount
Payment Date*
05/15/24
11/15/24
05/15/25
11/15/25
05/15/26
11/15/26
05/15/27
11/15/27
05/15/28
11/15/28
05/15/29
11/15/29
05/15/30
11/15/30
05/15/31
11/15/31
05/15/32
11/15/32
05/15/33
11/15/33
05/15/34
11/15/34
05/15/35
11/15/35
05/15/36
11/15/36
05/15/37
11/15/37
05/15/38
11/15/38
05/15/39
11/15/39
05/15/40
11/15/40
05/15/41
11/15/41
05/15/42
11/15/42
05/15/43
11/15/43
05/15/44
11/15/44
05/15/45
11/15/45
05/15/46
11/15/46
05/15/47

Series 2005A Bonds
947.73
978.54
1,010.34
1,043.17
1,077.08
1,112.08
1,148.23
1,185.54
1,224.07
1,263.86
1,304.93
1,347.34
1,391.13
1,436.34
1,483.02
1,531.22
1,580.99
1,632.37
1,685.42
1,740.20
1,796.75
1,855.15
1,915.44
1,977.69
2,041.97
2,108.33
2,176.85
2,247.60
2,320.64
2,396.07
2,473.94
2,554.34
2,637.36
2,723.07
2,811.57
2,902.95
2,997.29
3,094.70
3,195.28
3,299.13
3,406.35
3,517.06
3,631.36
3,749.38
3,871.23
3,997.05
4,126.95
A-2

Series 2005B Bonds
549.75
569.68
590.33
611.73
633.91
656.89
680.70
705.38
730.94
757.44
784.90
813.35
842.84
873.39
905.05
937.86
971.85
1,007.08
1,043.59
1,081.42
1,120.62
1,161.24
1,203.34
1,246.96
1,292.16
1,339.00
1,387.54
1,437.84
1,489.96
1,543.97
1,599.94
1,657.94
1,718.04
1,780.32
1,844.86
1,911.73
1,981.03
2,052.85
2,127.26
2,204.38
2,284.28
2,367.09
2,452.90
2,541.81
2,633.95
2,729.44
2,828.38

Accreted Value for Each $5,000 Maturity Amount
Payment Date*
11/15/47
05/15/48
11/15/48
05/15/49
11/15/49
05/15/50
11/15/50
05/15/51
11/15/51
05/15/52
11/15/52
05/15/53
11/15/53
05/15/54
11/15/54
05/15/55

Series 2005A Bonds
4,261.08
4,399.57
4,542.55
4,690.18
4,842.62
5,000.00
-

A-3

Series 2005B Bonds
2,930.91
3,037.15
3,147.25
3,261.34
3,379.56
3,502.07
3,629.02
3,760.57
3,896.89
4,038.15
4,184.54
4,336.23
4,493.41
4,656.30
4,825.09
5,000.00
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Executive Summary
Global Insight1 has developed a cigarette consumption model based on historical U.S.
data between 1965 and 2003. This econometric model, coupled with our long term
forecast of the U.S. economy, has been used to project total U.S. cigarette consumption
from 2004 through 2055. Our Base Case Forecast indicates that total consumption in
2055 will be 158 billion cigarettes (approximately 7.9 billion packs), a 60% decline from
the 2003 level. From 2004 through 2055 the average annual rate of decline is projected
to be 1.77%. On a per capita basis consumption is projected to fall at an average rate of
2.50% per year. We also present alternative forecasts that project higher and lower paths
of cigarette consumption. Under these, less likely, scenarios we forecast that by 2055
U.S. cigarette consumption could be as low as 145 billion and as high as 171 billion
cigarettes. In addition, we also present scenarios with more extreme variations in
assumptions for the purposes of illustrating alternative paths of consumption.
Our model was constructed from widely accepted economic principles and Global
Insight’s long experience in building econometric forecasting models. A review of the
economic research literature indicates that our model is consistent with the prevalent
consensus among economists concerning cigarette demand. We considered the impact of
demographics, cigarette prices, disposable income, employment and unemployment,
industry advertising expenditures, the future effect of the incidence of smoking amongst
underage youth, and qualitative variables that captured the impact of anti-smoking
regulations, legislation, and health warnings. After extensive analysis, we 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. The projections and forecasts are based on
reasonable assumptions regarding the future paths of these factors.

1

On November 4, 2002, DRI•WEFA was re-named Global Insight.
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Disclaimer
The projections and forecasts included in this report, including, but not limited to,
those regarding future taxable cigarette sales, 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. The projections and forecasts contained in this report are
based upon assumptions as to future events and, accordingly, are subject to varying
degrees of uncertainty. Some assumptions inevitably will not materialize and,
additionally, unanticipated events and circumstances may occur. Therefore, for
example, actual cigarette consumption inevitably will vary from the projections and
forecasts included in this report and the variations may be material and adverse.
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Historical Cigarette Consumption
People have used tobacco products for centuries. Tobacco was first brought to Europe
from America in the late 15th century and became America's major cash crop in the 17th
and 18th centuries2. Prior to 1900, tobacco was most frequently used in pipes, cigars and
snuff. With the widespread production of manufactured cigarettes (as opposed to handrolled cigarettes) in the United States in the early 20th century, cigarette consumption
expanded dramatically. Consumption 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 categories3 as reported by the Bureau of Alcohol
Tobacco and Firearms. The USDA, which has compiled data on cigarette consumption
since 1900, reports that consumption grew from 2.5 billion in 1900 to a peak of 640
billion in 19814. 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 20045.

700

Historical U.S. Cigarette Consumption: 1945-2004
Number of Cigarettes (Billions)

Billions of Cigarettes

600
500
400
300
200

1950

1960

1970

1980

1990

2000

Total Consumption
While the historical trend in consumption prior to 1981 was increasing, there was a
decline in cigarette consumption of 9.82% during the Great Depression between 1931
and 1932. Notwithstanding this steep decline, consumption rapidly increased after 1932,
2

Source: “Tobacco Timeline,” Gene Borio (1998).
Bureau of Alcohol, Tobacco and Firearms reports as categories such as transfer to export warehouses, use
of the U.S., and personal consumption/experimental.
4
Source: “Tobacco Situation and Outlook”. U.S. Department of Agriculture-Economic Research Service.
September 1999 (USDA-ERS).
5
Source: USDA-ERS. April 2005.
3
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and exceeded previous levels by 1934. Following the release of the Surgeon General's
Report in 1964, cigarette consumption continued to increase at an average annual rate of
1.20% between 1965 and 1981. Between 1981 and 1990, however, cigarette consumption
declined at an average annual rate of 2.18%. From 1990 to 1998, the average annual rate
of decline in cigarette consumption was 1.51%; but for 1998 the decline increased to
3.13% and increased further to 6.45% for 1999. These recent declines are correlated with
large price increases in 1998 and 1999 following the Master Settlement Agreement
(“MSA”). In 2000 and 2001, the rate of decline moderated, to 1.15% and 1.16%,
respectively. More recently, coincident with a large number of state excise tax increases,
the rate of decline accelerated in 2002-2004 to an annual rate of 2.58%.
Adult per capita cigarette consumption (total consumption divided by the number of
people 18 years and older) began to decline following the Surgeon General’s Report in
1964. Population growth offset this decline until 1981. The adult population grew at an
average annual rate of 1.86% for the period 1965 through 1981, 1.17% from 1981 to
1990 and 1.02% from 1990 to 1999. Adult per capita cigarette consumption declined at
an average annual rate of 0.65% for the period 1965 to 1981, 3.31% for the period 1981
to 1990 and 2.47% for the period 1990 to 1998. In 1998 the per capita decline in
cigarette consumption was 4.21% and in 1999 the decline accelerated to 7.50%. These
sharp declines are correlated with large price increases in 1998 and 1999 following the
MSA. All percentages are based upon compound annual growth rates.
The following table sets forth United States domestic cigarette consumption for the seven
years ended December 31, 20046. The data in this table vary from statistics on cigarette
shipments in the United States. While our Report is based on consumption, payments
made under the MSA dated November 23, 1998 between certain cigarette manufacturers
and certain settling states are computed based in part on shipments in or to the fifty
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.
Year Ended December 31,
2004
2003
2002
2001
2000
1999
1998
6

U.S. Cigarette Consumption
Consumption
(Billions of Cigarettes)
393est
400
415
425
430
435
465

Source: USDA-ERS.
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Percentage Change
-1.75
-3.61
-2.35
-1.16
-1.15
-6.45
-3.13

The U.S. Cigarette Industry
The domestic cigarette market is an oligopoly in which, according to reports of the
manufacturers, the three leading manufacturers accounted for over 85% of U.S.
shipments in 2004. These top companies were Philip Morris, Reynolds American Inc.
(following the merger of RJ Reynolds and Brown & Williamson in 2004), and Lorillard.
Philip Morris and Reynolds American commanded 47.4% and 28.8%, respectively of the
domestic market in 2004. The market share of the leading manufacturers has declined
from over 96% in 1998 due to inroads by smaller manufacturers and importers following
the Master Settlement Agreement.
The United States government has raised revenue through tobacco taxes since the Civil
War. Although the federal excise taxes have risen through the years, excise taxes as a
percentage of total federal revenue have fallen from 3.4% in 1950 to approximately
0.42% today. In 2004, the federal government received $7.9 billion in excise tax revenue
from tobacco sales. In addition, state and local governments also raise significant
revenues, $12.6 billion in 2004, from excise and sales taxes. Cigarettes constitute the
majority of these sales, which include cigars and other tobacco products. U.S. consumers
spent $86.7 billion on tobacco products in 2003.7

Survey of the Economic Literature on Smoking
Many organizations have conducted studies on United States cigarette consumption.
These studies have utilized a variety of methods to estimate levels of smoking, including
interviews and/or written questionnaires. Although these studies have tended to produce
varying estimates of consumption levels due to a number of factors, including different
survey methods and different definitions of smoking, taken together such studies provide
a general approximation of consumption levels and trends. Set forth below is a brief
summary of some of the more recent studies on cigarette consumption levels.
Incidence of Smoking
Approximately 45.4 million American adults were current smokers in 2003, representing
approximately 21.6% of the population age 18 and older, according to a Centers for
Disease Control and Prevention (“CDC”) study8 released in May 2005. This survey
defines "current smokers" as those persons who have smoked at least 100 cigarettes in
their lifetime and who smoked every day or some days at the time of the survey.
Although the percentage of adults who smoke (incidence) declined from 42.4% in 1965
7

Ibid.
Source: CDC. Morbidity and Mortality Weekly Report. “Cigarette Smoking Among Adults – United
States, 2003”. May 27, 2005.

8
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to 25.5% in 1990,9 the incidence rate declined relatively slowly through the following
decade.
Youth Smoking

Certain studies have focused in whole or in part on youth cigarette consumption. Surveys
of youth typically define a "current smoker" as a person who has smoked a cigarette on
one or more of the 30 days preceding the survey. The CDC's Youth Risk Behavior
Survey estimated that from 1991 to 1999 incidence among high school students (grades 9
through 12) rose from 27.5% to 34.8%, representing an increase of 26.5%. By 2003, the
incidence had fallen to 21.9%, a decline of 37.1% over four years.10
In 2004, the CDC's National Youth Tobacco Survey, formerly done by the American
Legacy Foundation, reported that the percentage of middle school students who were
current users of cigarettes declined from 9.8% in 2002 to 8.1% in 2004. Among high
school students there was no significant change, with 22.3% as current users.11
According to the Monitoring the Future Study, a school-based study of cigarette
consumption and drug use conducted by the Institute for Social Research at the
University of Michigan, smoking incidence over the prior 30 days among eighth and
tenth graders was lower in 2004 than in 2003, continuing a trend that began after reaching
its peak in 1996. Among those students in twelfth grade, incidence increased slightly in
2004 after declining for six consecutive years. Smoking incidence in all grades is well
below where it was in 1991, having fallen below that mark in 2001 for eighth graders and
in 2002 for tenth and twelfth graders.

Grade
8th
10th
12th

Prevalence of Cigarette Use Among 8th, 10th, and 12th Graders
1991
2003
2004
‘03-’04 Change
‘91-’04
(%)
Change (%)
14.3
10.2
9.2
-9.8
-35.7
20.8
16.7
16.0
-4.2
-23.1
28.3
24.4
25.0
2.5
-11.7

The 2003 National Survey on Drug Abuse and Health (formerly called National
Household Survey on Drug Abuse) conducted by the Substance Abuse and Mental Health
Services Administration of the United States Department of Health and Human Services
estimated that approximately 60.4 million Americans age 12 and older were current
cigarette smokers (defined by this survey to mean they had smoked cigarettes at least
once during the 30 days prior to the interview). This estimate represents an incidence rate
9

Source: CDC. Office on Smoking and Health.
Source: CDC. Morbidity and Mortality Weekly Report. “Trends in Cigarette Smoking Among High
School Students ---United States, 1991-2003”. May 21, 2004.
11
CDC. Morbidity and Mortality Weekly Report. “Tobacco Use, Access, and Exposure to Tobacco in
Media Among Middle and High School Students in the United States, 2004”. April 1, 2005.
10
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of 25.4%, which is a decrease from 26.0% in 2002. The same survey found that an
estimated 12.2% of youths age 12 to 17 were current cigarette smokers in 2003, down
from 13.0% in 2002.

Price Elasticity of Cigarette Demand
The price elasticity of demand reflects the impact of changes in price on the demand for a
product. Cigarette price elasticities from recent conventional research studies have
generally fallen between an interval of -0.3 to -0.5.12 (In other words, as the price of
cigarettes increases by 1.0% the quantity demanded decreases by 0.3% to 0.5%.) A few
researchers have estimated price elasticity as high as -1.23. Research focused on youth
smoking has found price elasticity levels of up to -1.41.
Two studies published by the National Bureau of Economic Research examine the price
elasticity of youth smoking. In their study on youth smoking in the United States, Gruber
and Zinman estimate an elasticity of smoking participation (defined as smoking any
cigarettes in the past 30 days) of –0.67 for high school seniors in the period 1991 to
1997.13 That is, a 1% increase in cigarette prices would result in a decrease of 0.67% in
the number of those seniors who smoked. The study’s findings state that the drop in
cigarette prices in the early 1990’s can explain 26% of the upward trend in youth
smoking during the same period. The study also found that price has little effect on the
smoking habits of younger teens (8th grade through 11th grade), but that youth access
restrictions have a significant impact on limiting the extent to which younger teens
smoke. Tauras and Chaloupka also found an inverse relationship between price and
cigarette consumption among high school seniors.14 The price elasticity of cessation for
males averaged 1.12 and for females averaged 1.19 in this study. These estimates imply
that a 1% increase in the real price of cigarettes will result in an increase in the
probability of smoking cessation for high school senior males and females of 1.12% and
1.19%, respectively. A study utilizing more recent data, from 1975 to 2003, by
Grossman, estimated an elasticity of smoking participation of just -0.12.15 Nevertheless it
concludes that price increases subsequent to the 1998 MSA explain almost all of the 12%
drop in youth smoking over that time.
In another study, Czart et al.(2001) looked at several factors which they felt could
influence smoking among college students. These factors included price, school policies
regarding tobacco use on campus, parental education levels, student income, student
marital status, sorority/fraternity membership, and state policies regarding smoking. The
12

Chalpouka FJ,Warner KE:P.5.
Source: Gruber, Jonathon and Zinman, Jonathon. “Youth Smoking in the U.S.:Evidence and
Implications”. Working Paper No. W7780. National Bureau of Economic Research. 2000.
14
Source: Tauras, John A. and Chaloupka, Frank, J.. “Determinants of Smoking Cessation: An Analysis of
Young Adult Men and Women”. Working Paper No. W7262. National Bureau of Economic Research.
1999.
15
Michael Grossman. "Individual Behaviors and Substance Use: The Role of Price". Working Paper No.
W10948. National Bureau of Economic Research. December 2004.
13
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authors considered two ways in which smoking behavior could be affected: (1) smoking
participation; and (2) the amount of cigarettes consumed per smoker. The results of the
study suggest that, (1) the average estimated price elasticity of smoking participation is
–0.26, and (2), the average conditional demand elasticity is –0.62. These results indicate
that a 10% increase in cigarette prices, will reduce smoking participation among college
students by 2.6% and will reduce the level of smoking among current college students by
6.2%.”16
Tauras et al. (2001) conducted a study that looked at the effects of price on teenage
smoking initiation.17 The authors used data from the Monitoring the Future study which
examines smoking habits, among other things, of 8th, 10th, and 12th graders. They defined
smoking initiation in three different ways: smoking any cigarettes in the last 30 days,
smoking at least 1-5 cigarettes per day on average, or smoking at least one-half pack per
day on average. The results suggest that the estimated price elasticities of initiation are
–0.27 for any smoking, -0.81 for smoking at least 1-5 cigarettes, and –0.96 for smoking at
least one-half pack of cigarettes. These results above indicate that a 10% increase in the
price of cigarettes will decrease the probability of smoking initiation between
approximately 3% and 10% depending on how initiation is defined. In a related study,
Powell et al. (2003) estimate a price elasticity of youth smoking participation of –0.46,
implying that a 10% increase in price leads to a 4.6% reduction in smoking
participation.18
In conclusion, economic research suggests the demand for cigarettes is price inelastic,
with an elasticity generally found to be between –0.3 and -0.5.

Nicotine Replacement Products
Nicotine replacement products, such as Nicorette Gum and Nicoderm patches, are used to
aid those who are attempting to quit smoking. Before 1996, these products were only
available with a doctor’s prescription. Currently, they are available as over-the-counter
products. One study, by Hu et al., examines the effects of nicotine replacement products
on cigarette consumption in the United States.19 One of the results of the study found
that, “a 0.076% reduction in cigarette consumption is associated with the availability of
nicotine patches after 1992.” In October 2002, the FDA approved the Commit lozenge
for over-the-counter sale. This product is similar to the gum and patch nicotine
replacement products. It is unclear whether it offers a significant advantage over those

16

Czart et al. “The impact of prices and control policies on cigarette smoking among college students”.
Contemporary Economic Policy. Western Economic Association. Copyright April 2001.
17
Tauras et al. “Effects of Price and Access Laws on Teenage Smoking Initiation: A National Longitudinal
Analysis”. University of Chicago Press. Copyright 2001.
18
Powell et al.. “Peer Effects, Tobacco Control Policies, and Youth Smoking Behavior”. Impacteen.
February 2003.
19
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other products.20 NicoBloc, a liquid applied to cigarettes which blocks tar and nicotine
from being inhaled, is another new cessation product on the market since 2003. Zyban is
a non-nicotine drug that has been available since 2000. It has been shown to be effective
when combined with intensive behavioral support.21
Several new drugs may also appear on the market in the near future. Varenicline, a
product by Pfizer, intended to satisfy nicotine cravings without being pleasurable or
addictive, is in Phase III testing, and may soon be submitted for approval to the Food and
Drug Administration. The drug binds to the same brain receptor as nicotine. SanofiSynthelabo announced in March 2005 that it would ask for FDA approval to market the
drug rimonabant, under the name Acomplia, as an aid to reduce both overeating and
smoking. It appears to block signals that control both cravings. On May 14, 2005, Cytos
Biotechnology AG announced the successful completion of Phase II testing of a virusbased vaccine, genetically engineered to attract an immune system response against
nicotine and its effects. The company now plans to begin Phase III trials. Nabi
Biopharmaceuticals has been in Phase II clinical trials for NicVAX, a vaccine to prevent
and treat nicotine addiction. It triggers antibodies that bind with Nicotine molecules. And
the Xenova Group is set to begin Phase II testing of its similar vaccine, Ta-Nic. It is
expected that products such as these will continue to be developed and that their
introduction and use will contribute to the trend decline in smoking. Our forecast includes
a strong negative trend in smoking rates which incorporates the influence of these factors.
Workplace Restrictions
In their 1996 study on the effect of workplace smoking bans on cigarette consumption,
Evans, Farrelly, and Montgomery found that between 1986 and 1993 smoking
participation rates among workers fell 2.6% more than non-workers.22 Their results
suggest that workplace smoking bans reduce smoking prevalence by 5 percentage points
and reduce consumption by smokers nearly 10%. The authors also found a positive
correlation between hours worked and the impact on smokers in workplaces that have
smoking bans. The more hours per day that a smoker spends working in an environment
where there are smoking restrictions, the greater is the decline in the quantity of
cigarettes consumed by that smoker.
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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) trend 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 affect current
levels of consumption.
General Population Growth. Global Insight forecasts that the United States population
will increase from 283 million in 2000 to approximately 430 million in 2055. This
forecast is consistent with the Bureau of the Census forecast based on the 2000 Census.
Price Elasticity of Demand & Price Increases. Cigarette price elasticities from recent
conventional research studies have generally fallen between an interval of -0.3 to -0.5.
Based on Global Insight’s multivariate regression analysis using data from 1965 to 2003,
the long run price elasticity of consumption for the entire population is -0.33; a 1.0%
increase in the price of cigarettes decreases consumption by 0.33%.
In 1998, the average price of a pack of cigarettes in nominal terms was $2.20. This
increased to $2.88 per pack in 1999, representing a nominal growth in the price of
cigarettes of 30.9% from 1998. During 1999, consumption declined by 6.45%. This was
primarily due to a $0.45 per pack increase in November 1998 which was intended to
offset the costs of the MSA and agreements with previously settled states. The cigarette
manufacturers then increased wholesale prices on seven occasions between August 1999
and April 2002, with the total change aggregating to $0.82. In addition to the wholesale
price increases, in 1999 New York and California each increased its state excise tax by
$0.50 per pack. In 2001, five states followed suit, and in January 2002, a scheduled
increase in the federal excise tax of $0.05 per pack went into effect. By June 2002 the
average price per pack had reached $3.73.
Severe budget shortfalls following the 2001 recession led at least 30 states to consider
cigarette excise tax increases in 2002. Ultimately 20 states and New York City imposed
excise tax increases that year. These increases range from $0.07 per pack in Tennessee to
$1.42 per pack in New York City. They averaged $0.47 per pack, and, when weighted by
the state population boosted the nationwide average retail price by $0.18. This increased
the population-weighted average state excise tax to over $0.60 per pack. The trend
continued in 2003, as state fiscal difficulties persisted. Excise tax increases were enacted
in 13 states, pushing the average price per pack to over $3.80. This was followed by
eleven state tax increases in 2004 and six thus far in 2005. The weighted average state
excise tax as of July 1, 2005 is $0.893 per pack
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During this period, the major manufacturers refrained from wholesale price increases,
and also actively pursued extensive promotional and dealer and retailer discounting
programs which served to hold down retail prices. They did this in part due to the state
tax increases, but primarily to maintain their market share from its erosion by a deep
discount segment which grew rapidly following the MSA. The major manufacturers were
finally successful in stemming the increase in the deep discount market share, which has
been stable since 2003. As 2004 came to a close, the manufacturers raised list prices for
the first time since 2002. Reynolds American announced selected increases and a
reduction in discounts on most brands of 10 cents per pack. In June 2005 Philip Morris
reduced its retail buydown by 5 cents per pack for its lead brands. The average price in
May 2005 was $4.00 per pack.
Over the longer term our forecast expects price increases to continue to exceed the
general rate of inflation due to increases in the manufacturers' prices as well as further
increases in excise taxes.
Premium brands are typically $0.50 to $1.00 more expensive per pack than discount
brands, allowing a margin for consumers to switch to less costly discount brands in the
event of price increases. The increasing availability of cigarette outlets on Indian
reservations, where sales are exempt from taxes, provides another opportunity for
consumers to reduce the cost of smoking. Similarly, Internet sales of cigarettes are
growing rapidly, though a recent decision by credit card companies that they would not
handle cigarette sales has started to have an impact and will dampen this growth. While
these sales are not technically exempt from taxation, states are currently having a difficult
time enforcing existing statutes and collecting excise taxes on these sales.23 Under the
MSA, volume adjustments to payments are based on the quantity (and not the price or
type) of cigarettes shipped. The availability of lower price alternatives lessens the
negative impact of price increases on cigarette volume.
Changes in Disposable Income. Analyses from many conventional models also include
the effect of real personal disposable income. Most studies have found cigarette
consumption in the United States increases as disposable income increases.24 However, a
few studies found cigarette consumption decreases as disposable income increases.25
Based on our multivariate regression analysis the income elasticity of consumption is
0.27; a 1.0% increase in real disposable income per capita increases per capita cigarette
consumption by 0.27%.
Youth Consumption. The number of teenagers who smoke is another likely determinant
of future adult consumption. While this variable has been largely ignored in empirical
studies of cigarette consumption,26 almost all adult smokers first use cigarettes by high
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school, and very little first use occurs after age 20.27 One study examines the effects of
youth smoking on future adult smoking.28 The study found that between 25% and 50% of
any increase or decrease in youth smoking would persist into adulthood. According to the
study, several factors may alter future correlation between youth and adult smoking: there
are better means for quitting smoking than in the past, and there are more workplace bans
in effect that those who are currently in their teen years will face as they age.
We have compiled data from the CDC which measures the incidence of smoking in the
12-17 age group as the percentage of the population in this category that first become
daily smokers. This percentage, after falling since the early 1970s, began to increase in
1990 and increased through the decade. We assume that this recent trend peaked in the
late 1990s and youth smoking has resumed its longer-term decline.
Trend Over Time. Since 1964 there has been a significant decline in U.S. adult per capita
cigarette consumption. The Surgeon General’s health warning (1964) and numerous
subsequent health warnings, together with the increased health awareness of the
population over the past thirty years, may have contributed to decreases in cigarette
consumption levels. If, as we assume, the awareness of the adult population continues to
change in this way, overall consumption of cigarettes will decline gradually over time. In
order to capture the impact of these changing health trends and the effects of other such
variables which are difficult to quantify, our analysis includes a time trend variable.
Health Warnings. Categorical variables also have been used to capture the effect of
different time periods on cigarette consumption. For example, some researchers have
identified the United States Surgeon General's Report in 1964 and subsequent mandatory
health warnings on cigarette packages as turning points in public attitudes and knowledge
of the health effects of smoking. The Cigarette Labeling and Advertising Act of 1965
required a health warning to be placed on all cigarette packages sold in the United States
beginning January 1, 1966. The Public Health Smoking Act of 1969 required all
cigarette packages sold in the United States to carry an updated version of the warning,
stating that it was a Surgeon General’s warning, beginning November 1, 1970. The
Comprehensive Smoking Education Act of 1984 led to even more specific health
warnings on cigarette packages. The dangers of cigarette smoking have been generally
known to the public for years. Part of the negative trend in smoking identified in our
model may represent the cumulative effect of various health warnings since 1966.
Smoking Bans in Public Places. Beginning in the 1970s numerous states have passed
laws banning smoking in public places as well as private workplaces. In September 2003
Alabama joined the other forty-nine states and the District of Columbia in requiring
smoke-free indoor air to some degree or in some public places.29
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The most comprehensive bans have been enacted since 1998 in nine states and a few
large cities. On March 26, 2003, New York State enacted legislation banning smoking in
indoor workplaces, including restaurants and bars. Delaware had banned smoking in all
indoor public areas in 2002. These states joined California in imposing comprehensive
statewide smoking bans. The California ban has been in place since 1998. Also in 2003,
Connecticut, Maine, and Florida passed laws which ban smoking in restaurants and bars.
Similarly comprehensive bans took effect in March 2003 in New York City and Dallas
and in Boston in May 2003. Since then Massachusetts, Montana, Rhode Island, and
Vermont have established similar bans.
The American Nonsmokers’ Rights Foundation documents clean indoor air ordinances by
local governments throughout the U.S. As of April 4, 2005, there were 1,929
municipalities with indoor smoking restrictions. Of these, 372 local governments required
workplaces to be 100% smoke-free, and 100% smoke-free conditions were required for
restaurants by 234 governments, and for bars by 174. 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.30
Based on the regression analysis using data from 1965 to 2003, the restrictions on public
smoking appear to have an independent effect on per capita cigarette consumption. We
estimate that the restrictions instituted beginning in the late 1970’s have reduced smoking
by about 2%. However, the timing of the restrictions within and across states makes such
statistical identification difficult. Bauer, et al. estimate that U.S. workers in smoke-free
workplaces from 1993 to 2001 decreased their average daily consumption by 2.6
cigarettes.31 Research in Canada, by the Ontario Tobacco Research Unit, concludes that
consumption drops in workplaces where smoking is banned, by almost 5 cigarettes per
person per day.
The trend variable included in our econometric analysis is likely to incorporate some part
of the cumulative impact of the various smoking bans and restrictions. Our forecast
assumes that the factors, which have contributed to the negative trend in smoking in the
U.S. population, continue to contribute to further declines in smoking rates throughout
the forecast horizon.
Nicotine Dependence. Nicotine is widely believed to be an addictive substance. The
Surgeon General32 and the American Medical Association33 (AMA) both conclude that
30
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nicotine is an addictive drug which produces dependence. The American Psychiatric
Association has determined that cigarette smoking causes nicotine dependence in
smokers and nicotine withdrawal in those who stop smoking. The American Medical
Association Council on Scientific Affairs found that one-third to one-half of all people
who experiment with smoking become smokers.

Other Considerations
In August 1999, the CDC published Best Practices for Comprehensive Tobacco Control
Programs. Citing the success of programs in California and Massachusetts, the CDC
recommends comprehensive tobacco control programs to the states. On August 9, 2000,
the Surgeon General issued a report, Reducing Tobacco Use (“Surgeon General’s
Report”), that comprehensively assesses the value and efficacy of the major approaches
that have been used to reduce tobacco use. The report concludes that a comprehensive
program of educational strategies, treatment of nicotine addiction, regulation of
advertising, clean air regulations, restriction of minors’ access to tobacco, and increased
excise taxation can significantly reduce the prevalence of smoking. The Surgeon General
called for increased spending on anti-smoking initiatives by states, up to 25% of their
annual settlement proceeds, which is far higher than the approximately 9% allocated from
the first year’s settlement payments.
The Surgeon General’s Report documents evidence of the effectiveness of five major
modalities for reducing tobacco use. Educational strategies are shown to be effective in
postponing or preventing adolescent smoking. Pharmacologic treatment of nicotine
addiction, combined with behavioral support, can enhance abstinence efforts. Regulation
of advertising and promotional activities of manufacturers can reduce smoking,
particularly among youth. Clean air regulations and restricted minor’s access contribute
to lessening smoking prevalence. And excise tax increases will reduce cigarette
consumption. Further support for the efficacy of such programs is provided in an analysis
by Farrelly, Pechacek, and Chaloupka.34 They estimate that tobacco control program
expenditures between 1988 and 1998 resulted in a decline in cigarette sales of 3%.
Tauras, et al. estimate that, had state tobacco control spending been maintained at the
levels recommended by the CDC, youth smoking rates would have been from 3.3% to
13.5% lower.35 Also, Farrelly et al. estimate that 22% of the decline in youth smoking
from 1999 to 2002 was due to the national "truth" mass media campaign.36 In 2002, New
York City implemented a strategy which sharply increased excise taxes, banned smoking
in bars and restaurants, distributed free nicotine patches, and expanded educational
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efforts. Research by Frieden et al. estimates that smoking prevalence in the City declines
by 11% as a result of these measures, an effect consistent with the conclusions of the
Surgeon General's Report.37
In May 2001 a Commission established by President Clinton in September 2000 released
its final report on how to improve economic conditions in tobacco dependent economies
while making sure that public health does not suffer in the process.38 The Commission
recommended moving from the current quota system to what would be called a Tobacco
Equity Reduction Program (TERP). TERP would allow compensation to be rendered to
quota owners for the loss in value of their quota assets as a result of a restructuring to a
production permit system where permits would be issued annually to tobacco growers.
Also created would be a Center for Tobacco-Dependent Communities, which would
address any challenges faced during this period. Three public health proposals that were
suggested by the Commission were: that states increase funding on tobacco cessation and
prevention programs; that the FDA be allowed to regulate tobacco products in a “fair and
equitable” manner; and that funding be included in Medicaid and Medicare coverage for
smoking cessation. To be able to fund these recommendations, the Commission called for
a 17-cent increase in the excise tax on all packs of cigarettes sold in the United States.
The increased revenues would then be deposited into a fund and earmarked for the
recommended programs. On February 13, 2003, the Interagency Committee on Smoking
and Health, which reports to the U.S. Department of Health and Human Services, issued
recommendations, which included raising the federal excise tax on cigarettes from $0.39
to $2.39 per pack. The purpose of the tax increase would be to discourage smoking and to
fund anti-tobacco efforts.
Neither the Surgeon General’s nor the Presidential Commission’s report have resulted in
a concerted nationwide program to implement their recommendations, though legislation
to establish FDA regulation has been re-introduced this year. Research has indicated, and
our model incorporates, a negative impact on cigarette consumption due to tobacco tax
increases, and a negative trend decline in levels of smoking since the Surgeon General’s
1964 warning, subsequent anti-smoking initiatives, and regulations which restrict
smoking. Our model and forecast acknowledges the efficacy of these activities in
reducing smoking and assumes that the effectiveness of such anti-smoking efforts will
continue. For instance, in 2001, Canada required cigarette labels to include large graphic
depictions of adverse health consequences of smoking. Recent research suggests that
these warnings have some effectiveness, as one-fifth of the participants in a survey
reported smoking less as a result of the labels.39 Similarly, the Justice Department has
indicated that, as part of a lawsuit against the tobacco companies, it may seek to require
graphic health warnings covering 50 percent of cigarette packs. In addition, it would
37
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prohibit in-store promotions and require that all advertising and packaging be black-andwhite. A similar proposal is part of the World Health Organization’s Framework
Convention on Tobacco Control, which the U.S. may sign. As the prevalence of smoking
declines, it is likely that the achievement of further declines will require either greater
levels of spending, or more effective programs. This is the common economic principle
of diminishing returns.
New York State, in 2000, mandated that manufacturers provide, beginning in 2003, only
cigarettes that self-extinguish. These standards went into effect in 2004. In June 2005,
Vermont enacted similar legislation which goes into effect May 1, 2006. We do not
believe that the New York and Vermont statutes or a nationwide agreement on such
standards will affect consumption noticeably. It will probably raise the cost of
manufacture slightly, but we view it as a continuation of a long series of government
actions that contribute to the trend decline in consumption, which has been incorporated
into our model. The expense and availability of technology required in the manufacture
of self-extinguishing cigarettes may put the smaller manufacturers at a slight competitive
disadvantage, as their cost per pack would increase more relative to the cost per pack
increase for the larger manufacturers.
Similarly, in January 2001, Vector Group Ltd. announced plans for a virtually nicotinefree cigarette. The product, Quest, was introduced on January 27, 2003. This nonaddictive product might be used as a tool to quit or reduce smoking. We view this as a
continuation of efforts to provide products, such as the nicotine patch, that are supposed
to reduce smoking addiction. These products have likely contributed to the trend decline
in consumption incorporated into our model. In our forecast, we expect such efforts to
continue to reduce per capita cigarette consumption.

An Empirical Model of Cigarette Consumption
An econometric model is a set of mathematical equations which statistically best
describes the available historical data. It can be applied, with assumptions on the
projected path of independent explanatory variables, to predict the future path of the
dependent variable being studied, in this case adult per capita cigarette consumption
(CPC). After extensive analysis of available data measuring all of the above-mentioned
factors which influence smoking, we found the following variables to be effective in
building an empirical model of adult per capita cigarette consumption for the United
States:
1) the real price of cigarettes (cigprice)
2) the level of real disposable income per capita (ydp96pc)
3) the impact of restrictions on smoking in public places (smokeban)
4) the trend over time in individual behavior and preferences (trend)
We used the tools of standard multivariate regression analysis to determine the nature of
the economic relationship between these variables and adult per capita cigarette
consumption in the U.S. Then, using that relationship, along with Global Insight’s
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standard adult population growth, and adjustment for non-adult smoking, we projected
actual cigarette consumption (in billions of cigarettes) out to 2044. It should also be noted
that since our entire dataset incorporates the effect of the Surgeon General’s health
warning (1964), the impact of that variable too is accounted for in the forecast. Similarly
the effect of nicotine dependence is incorporated into our entire dataset and influences the
trend decline.
Using U.S. data from 1965 through 2003 on the variables described above, we developed
the following regression equation. All of the data sources are detailed in Appendix 1 of
this Report.
log (cpc)

=

57.7

-

0.024 * trend

-

0.223 * log (cigprice) -

0.106 * log (cigprice)(-1)

+

0.270 * log (ydp96pc) -

0.020 * smokeban

The model is estimated in logarithmic form, since that allows the easy computation of the
responsiveness (or elasticity) of the dependent variable (adult per capita cigarette
consumption) to changes in the various explanatory (or the right hand side) variables.
This model has an R-square in excess of 0.99, meaning that it explains more than 99
percent of the variation in U.S. adult per capita cigarette consumption over the 1965 to
2003 period. In terms of explanatory power this indicates a very strong model with a high
level of statistical significance.
Our model is completed with two other equations:
(1) Total adult cigarette consumption =
cpc

*

U.S. adult population.

(2) Total cigarette consumption =
total adult cigarette consumption

+

total youth cigarette consumption.

We have measured the consumption level of cigarettes in the 12-17 age group by
examining the difference between total consumption and total adult consumption. We
then use the expected trend of youth smoking incidence to adjust for the volume of
cigarette consumption in this age group. Youth incidence is expected to gradually
decline, and our estimated consumption levels will fall to 1.4 billion in 2055.
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Dependent Variable
Adult Per Capita Cigarette Consumption (CPC)
CPC measures the average annual cigarette consumption of the American adult. It is
calculated by dividing total adult cigarette consumption by the size of the population 18
and above. Of the different measures of cigarette consumption available, this is
considered to be the most reliable. It also directly reflects the changing behavior of
individual smokers over the historical period. Data were obtained from the U.S.
Department of Agriculture’s (USDA) Economic Research Service.

Explanatory Variables
The Real Price of Cigarettes (CIGPRICE)
Reliable data on retail cigarette prices from the consumer price index (CPI) are only
available since 1997, an inadequate time frame to build our model. However, tobacco
CPI, which is available for the entire period of analysis, closely follows cigarette prices,
since cigarettes constitute over 95 percent of tobacco products. We have, therefore, used
the tobacco CPI in our model, as is standard. Further, we have deflated this price of
cigarettes (tobacco) by the overall price level to ensure that any change in cigarette
consumption is correctly attributed to a change in the price of cigarettes relative to other
goods, rather than an overall change in the price level. The overall, as well as tobacco
CPI, were obtained from the Bureau of Labor Statistics (BLS).
The coefficient on CIGPRICE in the regression equation measures the elasticity of
cigarette consumption with respect to price. In our model this effect consists of two parts.
The coefficient of –0.223 measures the short-run elasticity of cigarette demand. That is, a
1% increase in price reduces consumption by 0.223% in the current year. The second
coefficient, -0.106 relates to prices in the previous year. It indicates that, following a 1%
increase, an additional decrease in cigarette consumption of 0.106% will occur. Thus,
according to the data, a one percent increase in price decreases cigarette consumption by
0.329 percent in the long term. The low value of the elasticity indicates that cigarette
consumption is price inelastic, or relatively unresponsive to changes in price. This
coefficient is estimated such that a statistical confidence interval of 95% places its value
between -0.25 and -0.41. This implies that there is a probability of 5% that the price
elasticity is outside this range.
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Real Disposable Income Per Capita (YDP96PC)
Real disposable income per capita measures the average income per person after tax in
constant 1996 dollars. Data used were collected by the Bureau of Economic Analysis
(BEA). For goods considered “normal”, consumption increases as incomes rise. Hence
the coefficient is positive. On the other hand if the coefficient is negative, it indicates that
the good is “inferior” and less is purchased as incomes rise.
Our analysis indicates that the income elasticity of cigarettes, given by the regression
coefficient on YDP96PC, is 0.27. The positive sign on the coefficient indicates that
cigarettes are a normal good. Specifically, every percent increase in real disposable
income per capita has raised adult per capita cigarette consumption by 0.27%. However,
the low value of the elasticity indicates that the demand for cigarettes is income inelastic,
or relatively unresponsive to changes in income. This coefficient (0.27) is estimated such
that a statistical confidence interval of 95% places its value between 0.03 and 0.52. This
implies that there is a probability of 5% that the income elasticity is outside this range.
Qualitative variable
The qualitative variable that we have explicitly included in our model relates to the
restrictions on public smoking since the 1980s (SMOKEBAN). The negative coefficient
on the variable implies that smoking decreases as a result of smoking bans. The
coefficient on SMOKEBAN is estimated such that a statistical confidence interval of
95% for its value is from 0 to -0.53. This implies that there is a probability of 5% that the
coefficient is outside this range.
Trend and constant term
According to the regression equation specified above, adult cigarette consumption per
capita (CPC) displays a trend decline of 2.40 percent per year. The trend reflects the
impact of a systematic change in the underlying data that is not explained by the included
explanatory variables. In the case of cigarette consumption, the systematic change is in
public attitudes toward smoking. The trend may also reflect the cumulative impact of
health warnings, advertising restrictions, and other variables which are statistically
insignificant when viewed in isolation. This trend, primarily due to an increase in the
health-conscious proportion of the population averse to smoking, would by itself account
for 90.3% of the variation in consumption. This coefficient is estimated such that a
statistical confidence interval of 95% for its value is from 0.0195 to 0.0269 (1.95% to
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2.69%). This implies that there is a probability of 5% that the trend rate of decline is
outside this range.
The constant term (57.7) also reflects the impact of excluded variables, those that stay
fixed over time (e.g., the health warnings on cigarette packs). It should be noted that the
actual decline in CPC in any given year could be above or below the trend, depending on
the values of the other explanatory variables.

Forecast Assumptions
Our forecast is based on assumptions regarding the future path of the explanatory
variables in the regression equation. Projections of U.S. population and real per capita
personal disposable income are standard Global Insight forecasts. Annual population
growth is projected to average 0.8%, and real per capita personal disposable income is
projected to increase over the long term at just over 2.1% per year.
The projection of the real price of cigarettes is based upon its past behavior with an
adjustment for the shock to prices due to the tobacco settlement. Cigarette prices
increased dramatically in November 1998, as manufacturers raised prices by $0.45 per
pack. Subsequent increases by the manufacturers and numerous federal and state hikes in
excise taxes brought prices to an average of $3.84 per pack in 2004, and to $4.00 in 2005.
After a long period of fighting to maintain market share, the large cigarette manufacturers
are expected to reduce discounts and other promotions. In addition many states continue
to discuss excise tax increases. We expect prices in 2005 to average $4.08 per pack.
Our model, intended for long-term forecasting, uses annual data to describe changes in
prices and other variables. When viewed over long intervals of time, the changes will
appear to be gradual. The purpose of the model is to capture these broad changes and
their influence on consumption. Because cigarette manufacturing is dominated by a few
firms, price changes will typically be discrete events, with jumps such as occurred on
August 1999 and December 2004, followed by plateaus, rather than small and continuous
changes. The exact timing during the year of price changes influences only the short-term
path of consumption.
Our forecast assumptions have incorporated price increases in excess of general inflation
in order to meet the requirements of the MSA and offset excise and other taxes. Based
upon our general inflation and cost assumptions, we anticipate that the nominal price per
pack of cigarettes will rise to $39.30 by 2055, which is $9.64 in 2000 dollars. Relative to
other goods, cigarette prices will rise by an average of 2.0% per year over the long term.
The average real increase over the 30 years ending 1998 was 1.48% per year.
Prior to the MSA, only once, in 1983, have real cigarette prices appreciated at a double
digit, or greater than 10%, rate. If a 10% rate of price increase were to continue, the
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annual rate of decline in cigarette consumption predicted by our model would increase to
approximately 4%.
Our Base Case Forecast assumes that the incidence of youth smoking will continue to
decline. By 2055 we assume that youth smoking will have declined at an average annual
rate of 2.7% since 2001, or by 77% overall.
We believe the assumptions on which the Base Case Forecast are based to be reasonable.

Forecast of Cigarette Consumption
After developing the regression equation specified above, we used it to project CPC for
the period 2004 through 2055. Then using the standard adult population projections of
Global Insight’s macroeconomic model, we converted per capita consumption to
aggregate adult consumption. We then added our estimate of teenage smoking volume
going forward.
In using regression equations developed on the basis of historical data to project future
values of the dependent variable, we must also assume that the underlying economic
structure captured in the equation will remain essentially the same. While past
performance is no guarantee of future patterns, it is still the best tool we have to make
such projections.
The graphs below display the projected time trend of U.S. cigarette consumption. The
first graph illustrates total actual and projected cigarette consumption in the United
States. The second graph illustrates actual and projected CPC in the United States. For
the period 1965 through 2003 the forecast line on the second graph indicates the value of
CPC our model would have projected for those years.
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In addition to the expected trend decline in cigarette consumption, the sharp upward
shock to cigarette prices in late 1998 and 1999 contributed to a 6.45% reduction in
consumption in 1999. The rate of decline has moderated considerably since that time,
averaging -2.1% from 1999 to 2003. Total industry shipments for 2004 have been
reported at 394.5 billion, a 1.7% decline from 2003. The deep discount share of the

B - 23

market has been reported by the manufacturers as having stabilized at about 12% for
2003 and 2004. These cigarettes are produced by a large number of manufacturers,
including many who participate in the MSA. After significant gains earlier in the decade,
imports to the U.S. declined in 2004 by 2.2% to 22.3 billion sticks. For the first quarter of
2005 industry shipments declined by 4.2% from a year ago. Part of this decline can be
attributed to an extra shipping day in the leap year 2004.
After 2003, the rate of decline of consumption is projected to moderate and average less
than 2% per year. From 2004 through 2055 the average annual rate of decline is projected
to be 1.77%. On a per capita basis consumption is projected to fall at an average rate of
2.50% per year. Total consumption of cigarettes in the U.S. is projected to fall from an
estimated 393 billion in 2004 to 385 billion in 2005, under 300 billion by 2019, and to
under 200 billion by 2042.

Statistical Confidence and Forecast Error
In addition to potential forecast errors due to incorrect forecast assumptions, there also
exists possible error in the statistical estimation. The estimation and development of an
econometric model is a statistical exercise. Thus, our parameters are estimated with some
degree of error. We have provided confidence intervals for the coefficient (elasticity)
estimates. For instance, there is a 2.5% probability (5%/2) that the price elasticity exceeds
0.38. There is similarly a 2.5% chance that the income elasticity is less than 0.03. But if
these events were independent, the probability of both would be .025 x .025 = .000625,
or .0625%, less than one tenth of one percent.

Comparison With Prior Forecasts
In September 2002 Global Insight presented a similar study, “A Forecast of U.S.
Cigarette Consumption (2001-2043).” Its long run conclusions were quite similar to this
study. The current forecast of consumption for the year 2043 is 5.4% less than that of the
original study, 195.4 billion vs. 206.6 billion. At that time we projected that 2004
consumption would be 387 billion cigarettes, a 1.7% decline from 2003. The USDA
however has since estimated that 2002 consumption levels, at 415 billion, were higher
than estimated at that time. Consumption levels for 2003 were then estimated by USDA
at 400 billion cigarettes. We have incorporated this and other new data available into this
forecast.
The new data available, now for over five years after the MSA, has also allowed us to reestimate and update the econometric coefficients of our consumption model. In doing so,
we have modified, on the basis of the statistical evidence through 2003, two important
parameters used in our forecast model. First, we have found that, when taking into
account the consumption response to the large price increases from 1999 to 2003, the
B - 24

price elasticity of demand is slightly higher, at -0.33, than the -0.31 previously estimated.
The implication is that each additional 10% increase in the real price of cigarettes will
reduce consumption by 3.3%. Previously our model had assumed a consumption
response of 3.1% following a 10% price change. Second, the underlying trend decline in
per-capita cigarette consumption has been found, also based on statistical evidence
through 2003, to be 2.4% per year, slightly higher than the 2.3% per year assumed in the
earlier report.
The implications of these changes are to increase the long term rate of decline of
consumption to 1.78% per year, from 1.69% as projected in 2002. The net result of all of
these changes is that 2043 consumption is now projected to be 11.2 billion sticks lower
than our 2003 forecast.

Alternative Forecasts
Two sources of variance may appear in the forecast derived by our model. First, as
detailed in the Explanatory Variables section, there is some degree of forecast error in the
parameters of the model. Second, the time paths of the explanatory variables may differ
from our Base Case Forecast assumptions. Alternative forecasts are included in order to
provide an interval forecast that, in our opinion, encompasses all of the likely potential
realizations over time.
The high and low alternative forecasts are derived as follows. For the high scenario, we
use a lower price forecast, under which prices are increasing at an annual rate 0.5% more
slowly than our current base case forecast. Under this scenario, the rate of decline is
moderated slightly, from an average rate of 1.77% to 1.61%, resulting in consumption of
171 billion in 2055.
In the low forecast, Low Case 1, we posit a sharper price elasticity of demand. Our
estimate of the price elasticity, -0.33, is on the low end of the range when compared to
that of certain other economic researchers. Recent economic research has forged a
consensus that the elasticity lies between –0.3 and –0.5. We have, therefore, used a
higher elasticity of –0.4, to generate the lowest consumption forecast which might be
reasonably anticipated by our model. This increases the average rate of decline to 1.94%
and results in cigarette consumption of 145 billion in 2055.
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Hypothetical Stress Scenarios
The model was also tested under more extreme, and concurrently, less likely conditions.
These exercises do not represent informed anticipation of possible future conditions.
Rather, they are meant only to test the model under extreme conditions. First, we
increased the negative response of consumer demand to recent price increases by
assuming a much larger, -0.5, elasticity. This sharpens the fall in total consumption to an
average annual rate of 2.14%, and results in demand of 130 billion cigarettes in 2055
(Low Case 2). This scenario would also be the result if, instead of a greater price
sensitivity of smokers, we postulated an increased rate of cigarette price increase. Indeed,
if cigarette prices, instead of averaging increases in real terms of 1.96% per year,
accelerated to a pace of 3.44% annually, demand would also fall to 130 billion in 2055.
A second large negative stress is placed by postulating, in 2006, either an adverse federal
government settlement, or tort claims of three times the size of this MSA. This would
result in a real price increase of 57%, and a large decline, 18% over two years, in
consumption. By 2055, consumption will have fallen to 129 billion cigarettes, an average
annual rate of decline of 2.16% (Low Case 3).
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Finally, for comparative purposes we have calculated the volume of total cigarette
consumption under two alternative annual rates of decline, 3.5% and 4%. At 3.5% per
year consumption falls to 64 billion by 2055 and at 4% it falls to 49 billion. These
calculations are simple arithmetic examples, and are neither forecasts nor projections.
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Base Case Forecast: Assumptions for Explanatory Variables

Year

Real Per
Capita
Personal
Income

Real Price
of
Cigarettes

U.S. Adult
Population

Growth Rate (%) Growth Rate (%) Growth Rate (%)

1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009

4.84
4.06
3.27
3.50
2.06
3.02
3.28
3.66
5.73
-1.62
1.30
2.92
2.46
3.58
1.35
0.06
1.63
1.20
2.35
6.63
2.45
2.21
0.83
3.32
1.82
0.72
-0.81
2.08
-0.24
1.48
1.58
1.77
2.30
4.63
1.80
3.71
0.89
2.06
1.32
2.46
1.90
2.24
2.19
2.22
2.00

4.13
0.92
0.72
1.89
0.00
2.24
0.12
2.08
-3.29
-5.49
-1.87
-1.40
-1.60
-2.05
-4.73
-5.03
-2.11
4.80
15.84
2.10
2.31
4.84
3.36
4.83
7.64
4.71
7.16
5.24
0.91
-6.11
-0.21
0.18
2.31
11.03
26.72
7.47
4.36
5.76
-0.64
-0.75
4.21
2.59
2.63
2.71
3.10

1.95
1.28
1.39
1.56
1.69
2.00
2.27
2.85
2.03
2.05
2.12
2.07
1.91
1.91
2.00
1.96
1.73
1.64
1.46
1.48
1.16
1.38
1.23
1.26
1.35
0.89
0.96
0.99
1.02
0.95
0.85
0.89
1.27
1.15
1.13
1.14
1.10
1.02
0.96
0.87
0.98
0.89
1.00
1.00
1.02
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Incidence
of Smoking
in 12-17
Age Group

Youth
Consumption

Average
Nominal
Price Per
Pack

Fraction

Billions

$ (Current)

0.04
0.04
0.05
0.05
0.06
0.05
0.06
0.06
0.07
0.07
0.05
0.05
0.07
0.06
0.05
0.05
0.06
0.05
0.04
0.05
0.05
0.06
0.05
0.05
0.05
0.06
0.06
0.06
0.06
0.07
0.07
0.08
0.08
0.08
0.08
0.08
0.08
0.08
0.08
0.08
0.08
0.08
0.08
0.08
0.07

7.96
7.72
7.62
7.12
7.21
7.76
7.54
6.58
6.30
5.92
5.92
5.92
5.91
5.87
5.84
5.82
5.80
5.78
5.77
5.77

2.20
2.88
3.20
3.45
3.71
3.77
3.84
4.08
4.27
4.47
4.68
4.92

Base Case Forecast: Assumptions for Explanatory Variables (Cont.)
Year

Real Per
Capita
Personal
Income

Real Price
of
Cigarettes

U.S. Adult
Population

Growth Rate (%) Growth Rate (%) Growth Rate (%)

2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2049
2050
2051
2052
2053
2054
2055

2.21
2.23
2.02
2.02
2.02
2.04
2.04
2.05
2.05
2.06
2.08
2.09
2.10
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11
2.11

2.61
2.57
2.52
2.48
2.84
2.02
2.37
2.34
2.31
2.27
1.89
2.22
1.85
2.17
1.81
1.79
1.78
1.76
1.75
1.73
2.02
1.70
1.68
1.67
1.66
2.50
1.62
1.89
1.59
1.85
1.57
1.56
1.81
1.53
1.53
1.68
1.66
1.67
1.64
1.65
1.67
1.65
1.66
1.66
1.66
1.66

1.00
0.93
0.88
0.81
0.80
0.84
0.82
0.77
0.76
0.74
0.76
0.77
0.77
0.78
0.78
0.79
0.79
0.79
0.80
0.80
0.80
0.79
0.77
0.76
0.75
0.74
0.72
0.71
0.70
0.69
0.68
0.67
0.66
0.66
0.66
0.67
0.68
0.69
0.7
0.71
0.7
0.69
0.68
0.67
0.66
0.65
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Incidence
of Smoking
in 12-17
Age Group

Youth
Consumption

Average
Nominal
Price Per
Pack

Fraction

Billions

$ (Current)

0.07
0.07
0.07
0.07
0.07
0.07
0.07
0.07
0.07
0.06
0.06
0.06
0.06
0.06
0.06
0.05
0.05
0.05
0.05
0.05
0.05
0.04
0.04
0.04
0.04
0.04
0.04
0.04
0.04
0.03
0.03
0.03
0.03
0.03
0.03
0.03
0.03
0.03
0.02
0.02
0.02
0.02
0.02
0.02
0.02
0.02

5.62
5.47
5.32
5.18
5.18
5.18
5.18
5.18
5.18
5.03
4.88
4.73
4.59
4.44
4.44
4.29
4.14
3.99
3.85
3.70
3.70
3.55
3.40
3.25
3.11
2.96
2.96
2.96
2.96
2.81
2.66
2.51
2.37
2.22
2.08
2.02
2.02
2.02
2.02
1.92
1.82
1.71
1.62
1.52
1.45
1.38

5.17
5.42
5.71
6.01
6.35
6.66
7.00
7.36
7.74
8.13
8.52
8.94
9.36
9.83
10.28
10.75
11.24
11.76
12.29
12.85
13.47
14.07
14.70
15.36
16.04
16.90
17.64
18.47
19.28
20.18
21.06
21.97
22.99
23.98
25.01
26.05
27.14
28.28
29.47
30.70
32.00
33.34
34.74
36.20
37.72
39.30

Historical / Base Case Forecast U.S. Adult Per Capita and Total Consumption of
Cigarettes (1965 – 2055)

1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009

Per Capita
Consumption

Growth Rate

Total
Consumption

Total
Consumption

(%)

(billions)

(billions of packs)

(%)

4259
4287
4280
4186
3993
3985
4037
4043
4148
4141
4123
4092
4051
3967
3861
3849
3836
3739
3488
3446
3370
3274
3197
3096
2926
2826
2727
2647
2542
2524
2505
2482
2423
2320
2136
2056
2026
1979
1837
1791
1738
1694
1650
1606
1560

1.53
0.66
-0.16
-2.20
-4.61
-0.20
1.30
0.15
2.60
-0.17
-0.43
-0.75
-1.00
-2.07
-2.67
-0.31
-0.34
-2.53
-6.71
-1.20
-2.21
-2.85
-2.35
-3.16
-5.49
-3.14
-3.50
-2.93
-3.97
-0.71
-0.75
-0.84
-2.50
-4.25
-7.93
-3.75
-1.46
-2.32
-7.18
-2.50
-2.96
-2.51
-2.62
-2.69
-2.84

528.70
541.20
549.20
545.70
528.90
536.40
555.10
566.80
589.70
599.00
607.20
613.50
617.00
616.00
621.50
631.50
640.00
634.00
600.00
600.40
594.00
583.80
575.00
562.50
540.00
525.00
510.00
500.00
485.00
486.00
487.00
487.00
480.00
465.00
435.00
430.00
425.00
415.00
400.00
393.00
385.10
378.67
372.43
366.17
359.37

26.44
27.06
27.46
27.29
26.45
26.82
27.76
28.34
29.49
29.95
30.36
30.68
30.85
30.80
31.08
31.58
32.00
31.70
30.00
30.02
29.70
29.19
28.75
28.13
27.00
26.25
25.50
25.00
24.25
24.30
24.35
24.35
24.00
23.25
21.75
21.50
21.25
20.75
20.00
19.65
19.25
18.93
18.62
18.31
17.97

3.42
2.36
1.48
-0.64
-3.08
1.42
3.49
2.11
4.04
1.58
1.37
1.04
0.57
-0.16
0.89
1.61
1.35
-0.94
-5.36
0.07
-1.07
-1.72
-1.51
-2.17
-4.00
-2.78
-2.86
-1.96
-3.00
0.21
0.21
0.00
-1.44
-3.13
-6.45
-1.15
-1.16
-2.35
-3.61
-1.75
-2.01
-1.67
-1.65
-1.68
-1.86
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Growth Rate

Historical / Base Case Forecast U.S. Adult Per Capita and Total Consumption of
Cigarettes (1965 – 2055) (Cont.)

2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2049
2050
2051
2052
2053
2054
2055

Per Capita
Consumption

Growth Rate

Total
Consumption

Total
Consumption

(%)

(billions)

(billions of packs)

(%)

1518
1477
1437
1399
1360
1325
1290
1256
1223
1191
1161
1131
1103
1075
1048
1023
998
973
950
927
904
881
860
839
819
798
778
759
741
723
705
688
672
656
640
625
610
595
581
567
554
541
528
515
503
491

-2.73
-2.66
-2.70
-2.69
-2.76
-2.62
-2.61
-2.63
-2.62
-2.61
-2.53
-2.56
-2.51
-2.54
-2.49
-2.45
-2.44
-2.44
-2.43
-2.43
-2.49
-2.45
-2.42
-2.41
-2.41
-2.59
-2.49
-2.45
-2.42
-2.44
-2.41
-2.38
-2.43
-2.42
-2.41
-2.38
-2.38
-2.38
-2.37
-2.37
-2.38
-2.37
-2.38
-2.38
-2.38
-2.38

353.07
346.82
340.38
333.89
327.38
321.60
315.88
310.02
304.28
298.49
293.13
287.77
282.63
277.53
272.80
268.13
263.58
259.12
254.77
250.49
246.28
242.04
237.93
233.89
229.87
225.49
221.53
217.67
213.95
210.08
206.33
202.69
198.98
195.36
191.82
188.40
185.17
182.01
178.94
175.83
172.75
169.71
166.70
163.73
160.83
157.96

17.65
17.34
17.02
16.69
16.37
16.08
15.79
15.50
15.21
14.92
14.66
14.39
14.13
13.88
13.64
13.41
13.18
12.96
12.74
12.52
12.31
12.10
11.90
11.69
11.49
11.27
11.08
10.88
10.70
10.50
10.32
10.13
9.95
9.77
9.59
9.42
9.26
9.10
8.95
8.79
8.64
8.49
8.34
8.19
8.04
7.90

-1.76
-1.77
-1.86
-1.91
-1.95
-1.77
-1.78
-1.85
-1.85
-1.90
-1.80
-1.83
-1.79
-1.81
-1.71
-1.71
-1.70
-1.69
-1.68
-1.68
-1.68
-1.72
-1.70
-1.70
-1.72
-1.91
-1.76
-1.74
-1.71
-1.81
-1.79
-1.77
-1.83
-1.82
-1.81
-1.78
-1.72
-1.70
-1.69
-1.74
-1.75
-1.76
-1.77
-1.78
-1.77
-1.78
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Growth Rate

Base Case and Alternative Forecasts of Total U.S. Cigarette Consumption
Year

2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2049
2050
2051
2052
2053
2054
2055

Base Case Forecast

Low Case 1:
-0.4 Price Elasticity of Demand

High Forecast:
Lower Price Assumption

Cigarettes
(billions)

Packs
(billions)

Growth
Rate (%)

Cigarettes
(billions)

Packs
(billions)

Growth
Rate (%)

Cigarettes
(billions)

Packs
(billions)

Growth
Rate (%)

393.00
385.10
378.67
372.43
366.17
359.37
353.07
346.82
340.38
333.89
327.38
321.60
315.88
310.02
304.28
298.49
293.13
287.77
282.63
277.53
272.80
268.13
263.58
259.12
254.77
250.49
246.28
242.04
237.93
233.89
229.87
225.49
221.53
217.67
213.95
210.08
206.33
202.69
198.98
195.36
191.82
188.40
185.17
182.01
178.94
175.83
172.75
169.71
166.70
163.73
160.83
157.96

19.65
19.25
18.93
18.62
18.31
17.97
17.65
17.34
17.02
16.69
16.37
16.08
15.79
15.50
15.21
14.92
14.66
14.39
14.13
13.88
13.64
13.41
13.18
12.96
12.74
12.52
12.31
12.10
11.90
11.69
11.49
11.27
11.08
10.88
10.70
10.50
10.32
10.13
9.95
9.77
9.59
9.42
9.26
9.10
8.95
8.79
8.64
8.49
8.34
8.19
8.04
7.90

-1.75
-2.01
-1.67
-1.65
-1.68
-1.86
-1.76
-1.77
-1.86
-1.91
-1.95
-1.77
-1.78
-1.85
-1.85
-1.90
-1.80
-1.83
-1.79
-1.81
-1.71
-1.71
-1.70
-1.69
-1.68
-1.68
-1.68
-1.72
-1.70
-1.70
-1.72
-1.91
-1.76
-1.74
-1.71
-1.81
-1.79
-1.77
-1.83
-1.82
-1.81
-1.78
-1.72
-1.70
-1.69
-1.74
-1.75
-1.76
-1.77
-1.78
-1.77
-1.78

393.00
384.39
377.13
369.97
362.68
354.93
347.85
340.90
333.78
326.65
319.46
313.25
307.02
300.68
294.51
288.29
282.59
276.87
271.48
266.06
261.10
256.22
251.45
246.80
242.26
237.83
233.37
229.01
224.77
220.62
216.50
211.88
207.86
203.89
200.12
196.16
192.38
188.71
184.94
181.34
177.81
174.43
171.24
168.12
165.08
162.02
158.99
156.01
153.07
150.16
147.33
144.53

19.65
19.22
18.86
18.50
18.13
17.75
17.39
17.04
16.69
16.33
15.97
15.66
15.35
15.03
14.73
14.41
14.13
13.84
13.57
13.30
13.05
12.81
12.57
12.34
12.11
11.89
11.67
11.45
11.24
11.03
10.83
10.59
10.39
10.19
10.01
9.81
9.62
9.44
9.25
9.07
8.89
8.72
8.56
8.41
8.25
8.10
7.95
7.80
7.65
7.51
7.37
7.23

-1.75
-2.19
-1.89
-1.90
-1.97
-2.14
-2.00
-2.00
-2.09
-2.14
-2.20
-1.95
-1.99
-2.06
-2.05
-2.11
-1.98
-2.03
-1.95
-2.00
-1.87
-1.87
-1.86
-1.85
-1.84
-1.83
-1.87
-1.87
-1.85
-1.85
-1.87
-2.14
-1.90
-1.91
-1.85
-1.98
-1.93
-1.91
-2.00
-1.95
-1.94
-1.90
-1.83
-1.82
-1.81
-1.85
-1.87
-1.88
-1.88
-1.90
-1.89
-1.90

393.00
385.77
379.99
374.33
368.45
362.16
356.35
350.62
344.63
338.58
332.52
327.14
321.81
316.36
311.01
305.56
300.53
295.49
290.69
285.90
281.49
277.12
272.85
268.65
264.54
260.52
256.53
252.53
248.64
244.79
240.98
236.75
232.97
229.29
225.74
221.99
218.38
214.85
211.25
207.77
204.35
201.04
197.93
194.88
191.91
188.89
185.89
182.93
179.99
177.08
174.23
171.41

19.65
19.29
19.00
18.72
18.42
18.11
17.82
17.53
17.23
16.93
16.63
16.36
16.09
15.82
15.55
15.28
15.03
14.77
14.53
14.30
14.07
13.86
13.64
13.43
13.23
13.03
12.83
12.63
12.43
12.24
12.05
11.84
11.65
11.46
11.29
11.10
10.92
10.74
10.56
10.39
10.22
10.05
9.90
9.74
9.60
9.44
9.29
9.15
9.00
8.85
8.71
8.57

-1.75
-1.84
-1.50
-1.49
-1.57
-1.71
-1.61
-1.61
-1.71
-1.76
-1.79
-1.62
-1.63
-1.69
-1.69
-1.75
-1.65
-1.68
-1.63
-1.65
-1.55
-1.55
-1.54
-1.54
-1.53
-1.52
-1.53
-1.56
-1.54
-1.55
-1.56
-1.76
-1.60
-1.58
-1.55
-1.66
-1.63
-1.62
-1.68
-1.65
-1.64
-1.62
-1.55
-1.54
-1.53
-1.57
-1.59
-1.60
-1.60
-1.62
-1.61
-1.62
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Base Case Forecast and Low Case Extreme Projections
Year

2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2049
2050
2051
2052
2053
2054
2055

Base Case Forecast

Low Case 2:
-0.5 Price Elasticity of Demand

Low Case 3:
Large MSA in 2006

Cigarettes
(billions)

Packs
(billions)

Growth
Rate (%)

Cigarettes
(billions)

Packs
(billions)

Growth
Rate (%)

Cigarettes
(billions)

Packs
(billions)

Growth
Rate (%)

393.00
385.10
378.67
372.43
366.17
359.37
353.07
346.82
340.38
333.89
327.38
321.60
315.88
310.02
304.28
298.49
293.13
287.77
282.63
277.53
272.80
268.13
263.58
259.12
254.77
250.49
246.28
242.04
237.93
233.89
229.87
225.49
221.53
217.67
213.95
210.08
206.33
202.69
198.98
195.36
191.82
188.40
185.17
182.01
178.94
175.83
172.75
169.71
166.70
163.73
160.83
157.96

19.65
19.25
18.93
18.62
18.31
17.97
17.65
17.34
17.02
16.69
16.37
16.08
15.79
15.50
15.21
14.92
14.66
14.39
14.13
13.88
13.64
13.41
13.18
12.96
12.74
12.52
12.31
12.10
11.90
11.69
11.49
11.27
11.08
10.88
10.70
10.50
10.32
10.13
9.95
9.77
9.59
9.42
9.26
9.10
8.95
8.79
8.64
8.49
8.34
8.19
8.04
7.90

-1.75
-2.01
-1.67
-1.65
-1.68
-1.86
-1.76
-1.77
-1.86
-1.91
-1.95
-1.77
-1.78
-1.85
-1.85
-1.90
-1.80
-1.83
-1.79
-1.81
-1.71
-1.71
-1.70
-1.69
-1.68
-1.68
-1.68
-1.72
-1.70
-1.70
-1.72
-1.91
-1.76
-1.74
-1.71
-1.81
-1.79
-1.77
-1.83
-1.82
-1.81
-1.78
-1.72
-1.70
-1.69
-1.74
-1.75
-1.76
-1.77
-1.78
-1.77
-1.78

393.00
383.57
375.32
367.15
358.92
350.14
342.25
334.52
326.70
318.93
310.99
304.32
297.53
290.71
284.07
277.42
271.44
265.34
259.67
253.92
248.73
243.63
238.66
233.81
229.11
224.51
219.86
215.37
211.02
206.77
202.57
197.74
193.65
189.61
185.80
181.77
177.97
174.30
170.50
166.92
163.43
160.05
156.85
153.73
150.70
147.66
144.66
141.71
138.80
135.93
133.14
130.39

19.65
19.18
18.77
18.36
17.95
17.51
17.11
16.73
16.33
15.95
15.55
15.22
14.88
14.54
14.20
13.87
13.57
13.27
12.98
12.70
12.44
12.18
11.93
11.69
11.46
11.23
10.99
10.77
10.55
10.34
10.13
9.89
9.68
9.48
9.29
9.09
8.90
8.71
8.53
8.35
8.17
8.00
7.84
7.69
7.54
7.38
7.23
7.09
6.94
6.80
6.66
6.52

-1.75
-2.40
-2.15
-2.18
-2.24
-2.45
-2.26
-2.26
-2.34
-2.38
-2.49
-2.15
-2.23
-2.29
-2.28
-2.34
-2.16
-2.25
-2.14
-2.22
-2.05
-2.05
-2.04
-2.03
-2.01
-2.01
-2.07
-2.04
-2.02
-2.02
-2.03
-2.39
-2.07
-2.09
-2.01
-2.17
-2.09
-2.07
-2.18
-2.10
-2.09
-2.07
-2.00
-1.99
-1.97
-2.02
-2.04
-2.04
-2.05
-2.07
-2.05
-2.07

393.00
385.10
329.88
304.51
299.39
293.83
288.68
283.57
278.30
273.00
267.67
262.95
258.27
253.48
248.79
244.05
239.67
235.29
231.09
226.92
223.05
219.23
215.51
211.86
208.31
204.81
201.36
197.90
194.54
191.23
187.95
184.37
181.13
177.98
174.93
171.77
168.70
165.72
162.69
159.73
156.84
154.05
151.40
148.82
146.31
143.77
141.25
138.76
136.31
133.87
131.50
129.16

19.65
19.25
16.49
15.23
14.97
14.69
14.43
14.18
13.92
13.65
13.38
13.15
12.91
12.67
12.44
12.20
11.98
11.76
11.55
11.35
11.15
10.96
10.78
10.59
10.42
10.24
10.07
9.89
9.73
9.56
9.40
9.22
9.06
8.90
8.75
8.59
8.43
8.29
8.13
7.99
8.35
7.70
7.57
7.44
7.32
7.19
7.06
6.94
6.82
6.69
6.58
6.46

-1.75
-2.01
-14.34
-7.69
-1.68
-1.86
-1.76
-1.77
-1.86
-1.91
-1.95
-1.77
-1.78
-1.85
-1.85
-1.90
-1.80
-1.83
-1.79
-1.81
-1.71
-1.71
-1.70
-1.69
-1.68
-1.68
-1.68
-1.72
-1.70
-1.70
-1.72
-1.91
-1.76
-1.74
-1.71
-1.81
-1.79
-1.77
-1.83
-1.82
-1.81
-1.78
-1.72
-1.70
-1.69
-1.74
-1.75
-1.76
-1.77
-1.78
-1.77
-1.78
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Alternative Constant Rate Decline Projections
3.5%
Decline Per Year

Year

2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033
2034
2035
2036
2037
2038
2039
2040
2041
2042
2043
2044
2045
2046
2047
2048
2049
2050
2051
2052
2053
2054
2055

4.0%
Decline Per Year

Cigarettes
(billions)

Packs (billions)

Growth Rate
(%)

Cigarettes
(billions)

Packs (billions)

Growth Rate
(%)

393.00
379.25
365.97
353.16
340.80
328.87
317.36
306.26
295.54
285.19
275.21
265.58
256.28
247.31
238.66
230.30
222.24
214.47
206.96
199.72
192.73
185.98
179.47
173.19
167.13
161.28
155.63
150.19
144.93
139.86
134.96
130.24
125.68
121.28
117.04
112.94
108.99
105.17
101.49
97.94
94.51
91.20
88.01
84.93
81.96
79.09
76.32
73.65
71.07
68.59
66.18
63.87

19.65
18.96
18.30
17.66
17.04
16.44
15.87
15.31
14.78
14.26
13.76
13.28
12.81
12.37
11.93
11.52
11.11
10.72
10.35
9.99
9.64
9.30
8.97
8.66
8.36
8.06
7.78
7.51
7.25
6.99
6.75
6.51
6.28
6.06
5.85
5.65
5.45
5.26
5.07
4.90
4.73
4.56
4.40
4.25
4.10
3.95
3.82
3.68
3.55
3.43
3.31
3.19

-1.75
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5
-3.5

393.00
377.28
362.19
347.70
333.79
320.44
307.62
295.32
283.51
272.17
261.28
250.83
240.79
231.16
221.92
213.04
204.52
196.34
188.48
180.94
173.71
166.76
160.09
153.68
147.54
141.64
135.97
130.53
125.31
120.30
115.49
110.87
106.43
102.17
98.09
94.16
90.40
86.78
83.31
79.98
76.78
73.71
70.76
67.93
65.21
62.60
60.10
57.70
55.39
53.17
51.05
49.00

19.65
18.86
18.11
17.39
16.69
16.02
15.38
14.77
14.18
13.61
13.06
12.54
12.04
11.56
11.10
10.65
10.23
9.82
9.42
9.05
8.69
8.34
8.00
7.68
7.38
7.08
6.80
6.53
6.27
6.01
5.77
5.54
5.32
5.11
4.90
4.71
4.52
4.34
4.17
4.00
3.84
3.69
3.54
3.40
3.26
3.13
3.00
2.88
2.77
2.66
2.55
2.45

-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
-4.00
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[Closing Date], 2005

Children’s Trust
San Juan, Puerto Rico
Merrill Lynch, Pierce, Fenner
& Smith Incorporated
New York, New York
Children’s Trust
Tobacco Settlement Asset-Backed Bonds, Series 2005
(Final Opinion)
Ladies and Gentlemen:
We have acted as special tax counsel in connection with the reoffering by Merrill
Lynch, Pierce, Fenner & Smith Incorporated (“Merrill Lynch”) of $2,490,000,000 maturity
amount of the Tobacco Settlement Asset-Backed Bonds, Series 2005 (the “Bonds”) issued by the
Children’s Trust (the “Issuer”), consisting of Series 2005A in a maturity amount of
$1,315,000,000 and Series 2005B in a maturity amount of $1,175,000,000. The Issuer was
created pursuant to the Children’s Trust Act (the “Act”), which is Act No. 173 of the Legislature
of Puerto Rico, approved on July 30, 1990, as amended. The Bonds were issued pursuant to an
Amended and Restated Original Indenture, amended and restated as of June 1, 2005 (the
“Indenture”), by and between the Issuer and Deutsche Bank Trust Company Americas, as trustee
(the “Trustee”), and a Series 2005 Supplement thereto dated June 30, 2005 (the “Series 2005
Supplement”). Capitalized terms not otherwise defined herein shall have the meanings ascribed
thereto in the Indenture.
In such connection, we have reviewed the Indenture, the Series 2005 Supplement,
the Tax Certificate executed by the Issuer, including exhibits executed by the Department of the
Treasury of the Commonwealth of Puerto Rico (the “Treasury Department”), the Office of
Management and Budget of the Commonwealth of Puerto Rico (the “Office of Management”),
the Puerto Rico Aqueduct and Sewer Authority (the “Authority”), the Government Development
Bank For Puerto Rico (the “Development Bank”) and Merrill Lynch, Pierce, Fenner & Smith
Incorporated (“Merrill Lynch”), dated June 30, 2005 (collectively, the “Original Tax
Certificate”), the Supplemental Tax Certificates of the Issuer, the Treasury Department, the
Office of Management, the Authority and the Development Bank, each dated the date hereof
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(each, a “Supplemental Tax Certificate”), certificates of the Issuer, Merrill Lynch, the Trustee
and others, opinions of Sidley Austin Brown & Wood LLP (“Sidley”), counsel to the
Development Bank, counsel to the Trustee and others, and such other documents, certificates,
opinions and matters to the extent we deemed necessary to render the opinions set forth herein.
Certain agreements, requirements and procedures contained or referred to in the
Indenture, the Series 2005 Supplement, the Original Tax Certificate, the Supplemental Tax
Certificates and other relevant documents may be changed and certain actions (including,
without limitation, defeasance of the Bonds) may be taken or omitted under the circumstances
and subject to the terms and conditions set forth in such documents. No opinion is expressed
herein as to any Bond or the interest thereon if any such change occurs or action is taken or
omitted upon the advice or approval of counsel other than ourselves.
The opinions expressed herein are based on an analysis of existing laws,
regulations, rulings and court decisions and cover certain matters not directly addressed by such
authorities. Such opinions may be affected by actions taken or omitted or events occurring after
the date hereof. We have not undertaken to determine, or to inform any person, whether any
such actions are taken or omitted or events do occur or any other matters come to our attention
after the date hereof. We disclaim any obligation to update this letter. We have assumed the
genuineness of all documents and signatures presented to us (whether as originals or copies) and
the due and legal execution and delivery thereof by, and validity against, any parties other than
the Issuer. We have assumed, without undertaking to verify, the accuracy of the factual matters
represented, warranted or certified in the documents, and of the legal conclusions contained in
the opinions, referred to in the second paragraph hereof. Furthermore, we have assumed
compliance with all covenants and agreements contained in the Indenture, the Series 2005
Supplement, the Original Tax Certificate, the Supplemental Tax Certificates, including without
limitation covenants and agreements compliance with which is necessary to assure that future
actions, omissions or events will not cause interest on the Bonds to be included in gross income
for federal income tax purposes. We call attention to the fact that the rights and obligations
under the Bonds, the Indenture, the Series 2005 Supplement, the Original Tax Certificate, the
Supplemental Tax Certificates and their enforceability may be subject to bankruptcy, insolvency,
reorganization, arrangement, fraudulent conveyance, moratorium or other laws relating to or
affecting creditors’ rights, to the application of equitable principles, to the exercise of judicial
discretion in appropriate cases and to the limitations on legal remedies against entities such as
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the Issuer. We express no opinion with respect to any indemnification, contribution, penalty,
choice of law, choice of forum, waiver or severability provisions contained in the foregoing
documents, nor do we express any opinion with respect to the state or quality of title to or
interest in any of the assets described in or as subject to the lien of the Indenture, or the accuracy
or sufficiency of the description contained therein of, or the remedies available to enforce liens
on, any such property. We also express no opinion regarding the accreted value table or
calculation set forth or referred to in any of the Bonds, Original Tax Certificate, Indenture or
Series 2005 Supplement. Finally, we undertake no responsibility for the accuracy, completeness
or fairness of the Limited Offering Memorandum or other offering material relating to the Bonds
and express no opinion with respect thereto.
In rendering the opinions set forth below, we have specifically relied on the
opinions of Sidley, dated and delivered on June 30, 2005 to the Issuer, relating to the validity and
due authorization of the Bonds and the Indenture.
Interest on the Bonds, including any original issue discount, is excluded from
gross income for federal income tax purposes under Section 103 of the Internal Revenue Code of
1986. Interest on the Bonds is not a specific preference item for purposes of the federal
individual or corporate alternative minimum taxes, although we observe that it is included in
adjusted current earnings in calculating corporate alternative minimum taxable income. The
Bonds, their transfer and the income therefrom, including any profit made on the sale thereof, are
free and exempt from taxation by the Commonwealth of Puerto Rico and by any municipality,
county or any other political subdivision thereof. We express no opinion regarding other tax
consequences relating to the ownership or disposition of, or the accrual or receipt of interest on,
the Bonds.
Faithfully yours,
ORRICK, HERRINGTON & SUTCLIFFE LLP
per
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Liquidity Reserve Account .............................. 22
Liquidity Reserve Requirement....................... 22
Litigating Releasing Parties Offset .................. 34
Lorillard ........................................................... 42
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Relative Market Share......................................30
Released Parties ...............................................29
Released Party..................................................29
Releasing Parties..............................................28
Reynolds American..........................................42
Reynolds Tobacco............................................42
RICO ................................................................60
SEC ..................................................................41
Second Crossover Date ................................1, 16
Semiannual Period ...........................................25
Serial Maturity .................................................20
Series 2005 Bonds..............................................1
SPMs................................................................27
Star ...................................................................61
State-Specific Finality......................................37
Stipulating Defendants.....................................54

Stipulation........................................................ 54
Surplus Collections.......................................... 17
Swap Contract.................................................. 25
Tobacco Consumption Report ......................... 62
Tobacco Products ............................................ 37
Tobacco Settlement Revenues......................... 22
Transaction Counsel .......................................... 8
TSRs ................................................................ 22
Turbo Redemption Account ............................ 23
Turbo Redemption Date .................................. 17
Undertaking ..................................................... 82
United States.................................................... 30
USDA .............................................................. 44
USDA-ERS...................................................... 44
Vector .............................................................. 42
Volume Adjustment......................................... 32

F-2

[THIS PAGE INTENTIONALLY LEFT BLANK]

[THIS PAGE INTENTIONALLY LEFT BLANK]

Children’s Trust • Tobacco Settlement Asset-Backed Bonds, Series 2005

Recycled Paper - Printed by
IMAGEMASTER 800.452.5152

