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$195,878,970.40
Children’s Trust
Tobacco Settlement Asset-Backed Bonds, Series 2008

MATURITY SCHEDULES, YIELDS AND CUSIP NUMBERS

$139,003,082.40
Tobacco Settlement Asset-Backed Bonds, Series 2008A

Initial Principal

Amount per Projected Final
Maturity Initial $5,000 Accreted Approximate Turbo Projected
Principal Value at Maturity Yield to Redemption Average CUSIP
(May 15) Amount Maturity Date Value** Maturity Date Date* Life (years)* No.1
$139,003,082.40 $127.40 $5,455,380,000.00 7.625% May 15, 2035 234 16876QBL2
$56,875,888.00

Tobacco Settlement Asset-Backed Bonds, Series 2008B

Initial Principal

Amount per
$100,000 Projected Final
Maturity Initial Accreted Value Approximate Turbo Projected
Principal at Maturity Yield to Redemption Average CUSIP
May 15) Amount Maturity Date Value** Maturity Date Date* Life (years)* No.t
$56,875,888.00 $1,789.00 $3,179,200,000.00 8.375% May 15, 2040 29.4 16876QBM0O

Assumes Turbo Redemption Payments are made based on the receipt of Surplus Collections, as defined herein, in accordance with the
Global Insight Base Case Forecast and other structuring assumptions. See “SUMMARY OF BOND STRUCTURING
ASSUMPTIONS AND AMORTIZATION” herein. No assurance can be given that these structuring assumptions will be realized.
Represents Accreted Value at the Maturity Date. However, Turbo Redemption Payments will be made subject to the Priority of
Payment Rules (as defined herein) to the extent of available Surplus Collections at the Accreted Value calculated as of the
Redemption Date.

Copyright 2007, American Bankers Association. CUSIP data herein are provided by Standard & Poor’s CUSIP Service Bureau, a
Division of The McGraw Hill Companies, Inc. The CUSIP numbers listed above are being provided solely for the convenience of
Bondholders only at the time of issuance of the Series 2008 Bonds and the Trust and Underwriters do not make any representation
with respect to such numbers or undertake any responsibility for their accuracy now or at any time in the future. The CUSIP number
for a specific maturity is subject to being changed after the issuance of the Series 2008 Bonds as a result of procurement of secondary
market portfolio insurance or other similar enhancement by investors that may be applicable to all or a portion of certain maturities of
the Series 2008 Bonds or the defeasance and call for redemption of a portion of a maturity of the Series 2008 Bonds.
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Certain persons participating in this offering may engage in transactions that stabilize or maintain
the prices of the Series 2008 Bonds at levels above those which might otherwise prevail in the open market, or
otherwise affect the prices of the Series 2008 Bonds, including over allotment and stabilizing transactions.
Such stabilizing, if commenced, may be discontinued at any time.

No dealer, broker, salesperson or other person is authorized in connection with any offering made
hereby to give any information or make any representation other than as contained herein, and, if given or
made, such information or representations must not be relied upon as having been authorized by the Trust,
the Commonwealth or the Underwriters. This Offering Circular does not constitute an offer to sell, or a
solicitation of an offer to buy, any of the Series 2008 Bonds by any person in any jurisdiction in which it is
unlawful for such person to make such an offer or solicitation.

There is currently a limited secondary market for securities such as the Series 2008 Bonds. There
can be no assurance that a secondary market for the Series 2008 Bonds will develop or, if one develops, that it
will provide Bondholders with liquidity or that it will continue for the life of the Series 2008 Bonds.

This Offering Circular has been prepared by the Trust and contains information furnished by 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 “CERTAIN INFORMATION RELATING TO THE
DOMESTIC TOBACCO INDUSTRY” herein). The participants in such industry have not provided any
information to the Trust for use in connection with this offering. In certain cases, tobacco industry information
provided herein (such as market share data) may be derived from sources which are inconsistent or in conflict with
each other. The Trust and the Commonwealth have no independent knowledge of any facts indicating that the
information under “CERTAIN INFORMATION RELATING TO THE DOMESTIC TOBACCO
INDUSTRY” herein is inaccurate in any material respect, but have not independently verified this information and
cannot and do not warrant the accuracy or completeness of this information. The information contained under
“TOBACCO CONSUMPTION REPORT” herein and in Appendix A 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 Offering Circular 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 A to, or under “CERTAIN INFORMATION RELATING TO
THE DOMESTIC TOBACCO INDUSTRY” in, this Offering Circular 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 Offering Circular 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 Pledged TSRs (see “RISK
FACTORS” and “SUMMARY OF THE MASTER SETTLEMENT AGREEMENT” herein), the inclusion in
this Offering Circular of such forecasts, projections and estimates should not be regarded as a representation by the
Trust, the Commonwealth, Global Insight or the Underwriters that such forecasts, projections and estimates will
occur. Such forecasts, projections and estimates are not intended as representations of fact or guarantees of results.

ER I3 EEINT

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

The Series 2008 Bonds are exempt securities under Section 3(a)(2) of the U.S. Securities Act of 1933
(the “Securities Act”) and have not been and will not be registered under the Securities Act, or with any
securities regulatory authority of any state or other jurisdiction of the United States. The Series 2008 Bonds
have not been approved or disapproved by the United States Securities and Exchange Commission, any state
or other securities commission or any other regulatory agency, nor has any of the foregoing passed upon the
accuracy or adequacy of this Offering Circular. Any representation to the contrary is a criminal offense.

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

This Summary Statement is subject in all respects to more complete information contained in this
Offering Circular and should not be considered a complete statement of the facts material to making an
investment decision. The offering of the Series 2008 Bonds to potential investors is made only by means
of the entire Offering Circular. For locations of definitions of certain terms used herein, see Appendix E.

Overview ........

Subordination

The Tobacco Settlement Asset-Backed Bonds, Series 2008 (the “Series
2008 Bonds” or the “Bonds”) are being 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
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 annual and strategic contribution fund payments (such
payments, as more fully defined herein, the “TSRs”) to be made by such
participating manufacturers under the MSA.

The Series 2008 Bonds are being issued pursuant to an Indenture, entered
into as of September 1, 2002 and amended and restated as of April 1,
2008 (together with the supplements thereto, the “Indenture”), between
the Trust and Deutsche Bank Trust Company Americas, as trustee (the
“Indenture Trustee”). The Series 2008 Bonds are being issued in two
series, the Tobacco Settlement Asset-Backed Bonds, Series 2008A (the
“Series 2008A Bonds”) and the Tobacco Settlement Asset-Backed
Bonds, Series 2008B (the “Series 2008B Bonds™). In addition to the
Series 2008 Bonds, the Indenture permits the issuance of Additional
Bonds, as defined herein, subject to the satisfaction of certain conditions
described herein and therein.

The Trust will use the proceeds from the issuance of the Series 2008
Bonds to pay certain operating expenses of the Commonwealth, to make
grants to unrelated third parties and to pay the costs of issuance of the
Series 2008 Bonds.

The Series 2008 Bonds are subordinated to the Trust’s Tobacco
Settlement Asset-Backed Bonds, Series 2002 (the “Series 2002
Bonds”) and the Trust’s Tobacco Settlement Asset-Backed Bonds,
Series 2005 (the “Series 2005 Bonds”) and are not entitled to receive
any payments until the date when the Series 2002 Bonds and the
Series 2005 Bonds are no longer Outstanding (the “Series 2008
Crossover Date”). Until the Series 2008 Crossover Date, the Series
2008 Bonds will not be deemed Outstanding under the Indenture for
purposes of the flow of revenues, Events of Default and remedies. In
addition, the Series 2008B Bonds are subordinated to the Series
2008A Bonds and are not entitled to receive any payments until the
date when the Series 2008A Bonds are no longer Outstanding. The
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Collateral....................................

Litigation Regarding MSA and
Related Statutes.........................

Master Settlement Agreement...

rules described in this section are referred to as the “Priority of
Payment Rules”.

The Series 2008 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 Series 2008 Crossover
Date (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™).

The proceeds of the Series 2008 Bonds and other assets of the Trust
(other than the Pledged TSRs) are not pledged to the payment of, and are
therefore not available to the Holders of, the Series 2008 Bonds. There
is no Liquidity Reserve Account for the Series 2008 Bonds.

The Series 2008 Bonds shall not constitute a debt of the
Commonwealth or any of its instrumentalities or political
subdivisions, other than the Trust, and neither the Commonwealth
nor any such instrumentalities or political subdivisions, other than
the Trust, shall be liable for the same, and the Series 2008 Bonds
shall be payable only from those funds pledged for their payment.

Numerous lawsuits have been filed challenging the MSA and related
statutes, including two cases (Grand River and Freedom Holdings) that
are pending in the U.S. District Court for the Southern District of New
York and two cases (Xcaliber and A.B. Coker) that are pending in the
U.S. District Courts in Louisiana. All of these cases are described in
“RISK FACTORS” herein. The Commonwealth is not a defendant in
any of these cases. The plaintiffs in those cases seek, infer alia, a
determination that the MSA and the state statutes enacted pursuant to the
MSA conflict with and are preempted by the federal antitrust laws and
that the state statutes enacted pursuant to the MSA violate the Commerce
Clause and other provisions of the U.S. Constitution. A determination in
any of these cases that the MSA or a defendant state’s legislation enacted
pursuant to the MSA is void or unenforceable (a) could have a materially
adverse effect on the payments by PMs under the MSA and the amount
and/or the timing of Pledged TSRs available to the Trust, (b) could result
in an extension of the Series 2008 Crossover Date, (c¢) could lead to a
decrease in the market value and/or liquidity of the Series 2008 Bonds
(even prior to the Series 2008 Crossover Date), and (d) in certain
circumstances could result in the complete loss of a Bondholder’s
investment. See “RISK FACTORS” and “LEGAL
CONSIDERATIONS” herein.

The MSA was entered into on November 23, 1998, among the attorneys
general of 46 states, the Commonwealth, the District of Columbia,
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Guam, the U.S. Virgin Islands, American Samoa and the Commonwealth
of the Northern Mariana Islands (collectively, the “Settling States™) and
the four largest United States tobacco manufacturers: Philip Morris
Incorporated (“Philip Morris”), R.J. Reynolds Tobacco Company
(“Reynolds Tobacco”), Brown & Williamson Tobacco Corporation
(“B&W?”) and Lorillard Tobacco Company (“Lorillard”) (collectively,
the “Original Participating Manufacturers” or “OPMs”).

On January 5, 2004, Reynolds American Inc. (“Reynolds American”)
was incorporated as a holding company to facilitate the combination of
the U.S. assets, liabilities and operations of B&W with those of Reynolds
Tobacco, which occurred on June 30, 2004. References herein to the
“Original Participating Manufacturers” or “OPMs” mean, for the
period prior to June 30, 2004, collectively, Philip Morris, Reynolds
Tobacco, B&W and Lorillard and for the period on and after June 30,
2004, collectively Philip Morris, Reynolds American and Lorillard. As
reported by the OPMs, the OPMs accounted for approximately 86.4% of
the U.S. domestic cigarette market in 2007, based upon shipments.

The MSA is an industry-wide settlement of litigation between the
Settling States and the Participating Manufacturers (as defined below).
The MSA provides for tobacco companies other than the OPMs to
become parties to the MSA. Tobacco companies that become parties to
the MSA after the OPMs are referred to herein as “Subsequent
Participating Manufacturers” or “SPMs,” and the SPMs, together with
the OPMs, are referred to herein as the “Participating Manufacturers”
or “PMs.” Tobacco companies that do not become parties to the MSA
are referred to herein as “Non-Participating Manufacturers” or
“NPMs.” See “SUMMARY OF THE MSA” herein and Appendix B.

MSA Payments ......................... Under the MSA, the OPMs are required to pay to the Settling States:

(a) five initial payments, all of which have been paid (the
“Initial Payments”);

(b) annual payments on each April 15, commencing April
15, 2000 and continuing in perpetuity (of which the 2000 through 2008
annual payments have already been paid) (the “Annual Payments™) in
the following base amounts (subject to adjustment as described herein):

Market share information for the OPMs based on domestic industry shipments may be materially different from Relative
Market Share for purposes of the MSA and the respective obligations of OPMs to contribute to Annual Payments and
Strategic Contribution Fund Payments. See “SUMMARY OF THE MASTER SETTLEMENT AGREEMENT-Annual
Payments” herein. Additionally, aggregate market share information is based on information as reported by Loews
Corporation (the parent corporation of Lorillard) and is different from that utilized in the bond structuring assumptions and
may differ from the market share information as reported by the OPMs for purposes of their filings with the Securities and
Exchange Commission. See “SUMMARY OF BOND STRUCTURING ASSUMPTIONS AND AMORTIZATION”
and “CERTAIN INFORMATION RELATING TO THE DOMESTIC TOBACCO INDUSTRY” herein.  The
aggregate market share information used in the Cash Flow Assumptions may differ materially from the market share
information used by MSA Auditor in calculating the adjustments to Annual Payments and Strategic Contribution Fund
Payments. See “SUMMARY OF THE MASTER SETTLEMENT AGREEMENT-Adjustments to Payments” herein.
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Year Base Amount’ Year Base Amount’

2000 $4,500,000,000 2010 $8,139,000,000
2001 5,000,000,000 2011 8,139,000,000
2002 6,500,000,000 2012 8,139,000,000
2003 6,500,000,000 2013 8,139,000,000
2004 8,000,000,000 2014 8,139,000,000
2005 8,000,000,000 2015 8,139,000,000
2006 8,000,000,000 2016 8,139,000,000
2007 8,000,000,000 2017 8,139,000,000
2008" 8,139,000,000 Thereafter  9,000,000,000
2009 8,139,000,000
(©) ten annual payments of $861 million (subject to

adjustment as described herein) on each April 15, commencing April 15,
2008 and continuing through April 15, 2017 (the “Strategic
Contribution Fund Payments”™).

The Annual Payments and Strategic Contribution Fund Payments due
under the MSA are subject to numerous adjustments, some of which may
be material. Such adjustments include, among others, reductions for
decreased domestic cigarette shipments, reductions for amounts paid by
OPMs to four states which had previously settled their claims against the
PMs independently of the MSA and increases related to inflation of not
less than 3% each year.

Under the MSA, each OPM is required to pay an allocable portion of
each Annual Payment and Strategic Contribution Fund Payment based
on its relative market share of the United States cigarette market during
the preceding calendar year, subject to certain adjustments as described
herein. Each SPM has Annual Payment and Strategic Contribution Fund
Payment obligations under the MSA (separate from the payment
obligations of the OPMs) according to its market share only if its market
share exceeds the higher of its 1998 market share or 125% of its 1997
market share. The SPMs had no payment obligation with respect to the
Initial Payments. The payment obligations under the MSA follow
tobacco product brands if they are transferred by any of the PMs.
Payments by the PMs are required to be made to Citibank, N.A., as the
escrow agent appointed pursuant to the MSA (the “MSA Escrow
Agent”), which is required, in turn, to remit an allocable share of such
payments to the Commonwealth. The MSA Escrow Agent has been
directed to remit all Pledged TSRs directly to the Trustee. Such direction
is irrevocable until after all Bonds have been repaid.

Under the MSA, the Commonwealth is entitled to 1.1212774% of the
Annual Payments and 1.6531733% of the Strategic Contribution Fund
Payments made by PMs under the MSA and distributed through the

As described herein, the base amounts of Annual Payments are subject to various adjustments that have resulted in reduced
Annual Payments in certain prior years. See “RISK FACTORS-Decline in Cigarette Consumption Materially Beyond
Forecasted Levels May Adversely Affect Payments,” “—Other Potential Payment Decreases Under the Terms of the
MSA,” and “SUMMARY OF THE MASTER SETTLEMENT AGREEMENT-Annual Payments” herein.
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Industry Overview .....................

Cigarette Consumption .............

Tobacco Consumption

Report

National Escrow Agreement, entered into on December 23, 1998 (the
“National Escrow Agreement”), among the Settling States, the OPMs
and the MSA Escrow Agent.

See “SUMMARY OF THE MSA” herein and “THE INDENTURE” in
Appendix D.

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

As described in the Tobacco Consumption Report, domestic cigarette
consumption grew dramatically in the 20th century, reaching a peak of
640 billion cigarettes in 1981. Consumption declined in the 1980s and
1990s, falling to an estimated 377 billion cigarettes in 2006 and is
estimated to fall to 368 billion cigarettes in 2007. A number of factors
affect consumption, including, but not limited to, pricing, industry
advertising, expenditures, health warnings, restrictions on smoking in
public places, nicotine dependence, youth consumption, general
population trends and disposable income. See “TOBACCO
CONSUMPTION REPORT” herein and Appendix A.

Global Insight (USA), Inc. (“Global Insight”), an international
econometric and consulting firm has been retained by the Trust to
forecast cigarette consumption in the United States from 2008 through
2057. Global Insight considered the impact of demographics, cigarette
prices, disposable income, employment and unemployment, industry
advertising expenditures, the future effects of the incidence of smoking
among underage youth, and qualitative variables that captured the impact
of anti-smoking regulations, legislation and health warnings. Global
Insight found the following variables to be effective in building an
empirical model of adult per capita cigarette consumption: real cigarette
prices, real per capita disposable personal income, the impact of
restrictions on smoking in public places and the trend over time in
individual behavior and preferences. Using data from 1965 to 2003 and
an analysis of these variables, Global Insight constructed an empirical
model of adult per capita cigarette consumption (“CPC”) for the United
States. Using standard multivariate regression analysis to determine the
relationship between such variables and CPC along with Global Insight’s
standard adult population growth statistics and adjustments for non adult
smoking, Global Insight projected adult cigarette consumption out to
2057. Global Insight’s report, entitled “A Forecast of U.S. Cigarette
Consumption (2008-2057) for Children’s Trust” (the “Tobacco
Consumption Report”), is attached hereto as Appendix A and should be
read in its entirety for an understanding of the assumptions on which it is
based and the conclusions it reaches. The Tobacco Consumption Report
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Interest..............

Bond Maturities

is subject to certain disclaimers and qualifications described in Appendix
A.

While the Tobacco Consumption Report is based on United States
cigarette consumption, MSA payments are computed based in part on
cigarette shipments in or to the 50 United States, the District of
Columbia and Puerto Rico. 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. See “TOBACCO CONSUMPTION REPORT”
herein.  The projections and forecasts regarding future cigarette
consumption included in the Tobacco Consumption Report are estimates
which have been prepared on the basis of certain assumptions and
hypotheses. No representation or warranty of any kind is or can be made
with respect to the accuracy or completeness of, and no representation or
warranty should be inferred from, these projections and forecasts. Actual
cigarette consumption will differ from projected cigarette consumption.

The Trust is a not-for-profit corporate entity created by the
Commonwealth under the Act. The Trust is a public instrumentality of,
but separate and apart from, the Commonwealth.

The Series 2008 Bonds will be issued pursuant to the Indenture. It is
expected that the Series 2008 Bonds will be delivered in book-entry form
through the facilities of The Depository Trust Company, New York, New
York (“DTC”), on or about May 1, 2008 (the “Closing Date”).
Individual purchases of beneficial ownership interests in the Series
2008 A Bonds may be made in the principal amounts representing $5,000
in Maturity Amount or any integral multiple thereof. Individual
purchases of beneficial ownership interests in the Series 2008B Bonds
may only be made in principal amounts representing $100,000 in
Maturity Amount or any integral multiple of $5,000 in Maturity Amount
in excess thereof. Beneficial owners of the Series 2008 Bonds will not
receive physical delivery of bond certificates. See “THE SERIES 2008
BONDS-Book Entry Only System” herein.

The Series 2008 Bonds will be dated the date of their delivery and will
accrete interest at the respective rates per annum as described on the
inside cover hereof and as further described herein.

Interest on each Series 2008 Bond will not be payable currently but will
accrete from the dated date thereof, which interest will be compounded
on May 15, 2008 and each Distribution Date thereafter through and
including the Maturity Date or earlier redemption date of such Bond.
See Appendix F — TABLE OF ACCRETED VALUES.

Principal and accreted interest on the Series 2008 A Bonds are payable on
May 15, 2057, and principal and accreted interest on the Series 2008B
Bonds are payable on May 15, 2057 (each such date, a “Maturity
Date”). There are no scheduled dates for payment of principal of or
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Maturities ..................

Turbo Redemption Payments....

Actual Payments of Principal ...

Optional Redemption

accreted interest on the Series 2008 Bonds other than their respective
Maturity Dates.

The “Maturity” of a Series 2008 Bond represents the minimum amount
that the Trust must pay as of the applicable Maturity Date in order to
avoid the occurrence of an Event of Default as described herein. The
amount payable on each of the Maturities on their respective Maturity
Dates is referred to herein as “principal.” The “principal” or “principal
amount” of any Series 2008 Bond is the Accreted Value therecof. The
ratings of the Series 2008 Bonds address the ability of the Trust to
pay the Accreted Value of the 2008 Bonds by their respective
Maturity Dates. Principal payments when due will be paid from
Collections. A failure by the Trust to pay the principal of a Series 2008
Bond on its applicable Maturity Date will constitute an Event of Default
under the Indenture.

Subject to the Priority of Payment Rules, the Series 2008 Bonds are
subject to mandatory redemption after the Series 2008 Crossover Date in
whole or in part prior to their respective stated maturity dates from
Surplus Collections (as such term is defined below) on deposit in the
Turbo Redemption Account on each Distribution Date (each, a “Turbo
Redemption Date”) at the redemption price of 100% of the Accreted
Value thereof. The Indenture does not permit open market purchases of
Series 2008 Bonds to be applied in satisfaction of Turbo Redemption
Payments. See “THE SERIES 2008 BONDS — Turbo Redemption.”
The ratings of the Series 2008 Bonds do not address the payment of
Turbo Redemption Payments.

“Surplus Collections” are those Collections which are in excess of
Indenture requirements for the funding of Operating Expenses, 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.

Due to a number of factors, including actual consumption of cigarettes in
the United States, the amount of available Collections may fluctuate
from year to year. As a result, Collections received by the Trust may be
insufficient to pay principal or sufficient to pay principal but insufficient
to pay Turbo Redemption Payments. Failure to pay principal of a Series
2008 Bond on its Maturity Date is an Event of Default. Failure to pay
Turbo Redemption Payments is not an Event of Default.

The Series 2008 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 of 100% of the Accreted Value thereof.

At its sole discretion the Trust may select dates, amounts, interest rates
and maturities of those Series 2008 Bonds subject to optional
redemption.
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Events of Default;

Extraordinary Prepayment .......

Lump Sum Prepayment

The occurrence of any of the following events will constitute an “Event
of Default” under the Indenture: (i) failure to pay principal of or interest
on the Bonds when due; (ii) failure of the Trust to observe or perform
any other provision of the Indenture which is not remedied within 30
days after notice thereof has been given to the Trust by the Indenture
Trustee or to the Trust and the Indenture Trustee by holders of not less
than 25% in principal amount of the Outstanding Bonds; (iii) the
institution of bankruptcy, reorganization, arrangement or insolvency
proceedings by or against the Trust and, if instituted against the Trust,
are not dismissed within 60 days; (iv) failure of the Commonwealth to
observe or perform its covenant to (A) defend the rights of the Trust to
receive the Pledged TSRs up to the maximum allowed by the MSA; (B)
diligently enforce the Model Statute; (C) not amend the MSA in a way
that may materially alter the rights of the Bondholders or of those
persons and entities that enter into contracts with the Trust; (D) not limit
or alter the rights of the Trust to fulfill the terms of its agreements with
the Bondholders; or (E) not, in any way impair the rights and remedies of
the Bondholders 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
Bondholders, are fully paid and discharged and which failure is not
remedied within 30 days after notice thereof has been given to the
Commonwealth and the Trust by the Indenture Trustee or to the
Commonwealth and the Indenture Trustee by the Trust; (v) failure of the
Commonwealth to pay promptly to the Indenture Trustee any Pledged
TSRs received by it; and (vi) consent or acquiescence by the
Commonwealth to 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 the Bonds.

If an Event of Default has occurred and is continuing, amounts on
deposit in the Liquidity Reserve Account and the Extraordinary
Prepayment Account, in that order, will be applied on each Distribution
Date in the following order but subject to the Priority of Payment Rules:
first, to pay interest on overdue interest on the Bonds (to the extent
legally permissible) pro rata without regard to their order of maturity;
second, to pay overdue interest on the Bonds then due pro rata without
regard to their order of maturity; third, to pay interest then currently due
on the Bonds pro rata without regard to their order of maturity; and
fourth, to prepay the Bonds pro rata without regard to their order of
maturity, at the principal amount thereof without premium.

Subject to the Priority of Payment Rules, the Series 2008 Bonds are
subject to mandatory prepayment at any time prior to their respective
stated maturity dates, in whole or in part, from amounts on deposit in the
Lump Sum Prepayment Account at a prepayment price of 100% of the
Accreted Value thereof.
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No Liquidity Reserve Account
for the Series 2008 Bonds.........

Distributions and Priorities ......

Amounts in the Liquidity Reserve Account are not available as security
for the Series 2008 Bonds.

The Indenture Trustee will deposit all Collections in the Collection
Account promptly after receipt.

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:

(1)

(i)

(iii)

(iv)

)

(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 for Operating Expenses in the amount
specified by an officer’s certificate (provided that such amounts
paid pursuant to clauses (a) and (b)(1) shall not exceed $200,000
(in the Fiscal Year ended June 30, 2003), adjusted for inflation,
plus any arbitrage and rebate penalties, 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
providers 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;

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 Outstanding 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;

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
(i1) above) to equal the principal of Outstanding Bonds due during
the current Fiscal Year;

unless an Event of Default has occurred and is continuing and until
the Series 2005 Crossover Date, to the Liquidity Reserve Account
an amount sufficient to cause the amount on deposit therein to
equal the Liquidity Reserve Requirement;

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 clauses
(i1) and (iii) above, to equal interest due on Bonds Outstanding on
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the second succeeding Distribution Date and, in the case of interest
on variable-rate Bonds and swap payments to deposit in separate
subaccounts within the Debt Service Account, Bond interest and
swap payments due during the Semiannual Period including such
Distribution Date (in each case, after giving effect to the expected
Turbo Redemption Payments 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) in the amounts and to the accounts specified by Series Supplement
for payments relating to termination and certain other payments on
swaps, term out and subordinate payments with respect to credit
enhancement and any other subordinate payments specified by the
Indenture (collectively, the “Junior Payments”);

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

(ix) to the Trust 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.

After making the deposits set forth above, the Trustee shall compare (i)
the amount on deposit in the Liquidity Reserve Account to (ii) the
principal amount of Series 2002 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
Outstanding Series 2002 Bonds in full on such Distribution Date. Any
amounts remaining in the Liquidity Reserve Account after the retirement
of the Outstanding Series 2002 Bonds shall be deposited in the Turbo
Redemption Account.

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:

(i)  from the Debt Service Account and the Liquidity Reserve
Account, in that order, to pay interest on the Outstanding Bonds
(including interest on overdue interest, if any) and swap payments

S-10




Additional Bonds

due on such Distribution Date, together with any similar amounts
due and unpaid on prior Distribution Dates;

(i) 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 the Maturities of Outstanding Bonds
then due on such Distribution Date;

(iii)) unless an Event of Default has occurred and is continuing and until
the Series 2005 Crossover Date, from the Liquidity Reserve
Account, any amount remaining in excess of the Liquidity Reserve
Requirement, to the Debt Service Account;

(iv) if an Event of Default has occurred and is continuing, from the
Liquidity Reserve Account and the Extraordinary Prepayments
Account, in that order, to pay Extraordinary Prepayments on
Outstanding Bonds;

(v)  unless an Event of Default has occurred and is continuing, from
the Lump Sum Prepayment Account, to pay Lump Sum
Prepayments;

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

(vii)) from the Turbo Redemption Account, to pay Turbo Redemption
Payments of the Term Bonds (including, after the Series 2008
Crossover Date, the Series 2008 Bonds).

Except as described in the following paragraph, additional Bonds may be
issued only 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
(a “Rating Confirmation”), (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.

The Trust has agreed not to issue Additional Bonds for the purpose of
renewing or refunding Bonds if the effect thereof would be to extend the
Series 2008 Crossover Date, as computed on the basis of new projections
on the date of sale of such Additional Bonds.

In addition to Additional Bonds issued for the purpose of renewing or
refunding Bonds authorized pursuant to the preceding paragraph,
additional Series of Bonds may be issued as Additional Bonds at the
discretion of the Trust but only if: (1) no payments of principal of or
interest on such Additional Bonds will be due prior to the Series 2008
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Covenanmts ..............ceeeeeeenn.....

Continuing Disclosure...............

Crossover Date; (2) upon the issuance of such Additional Bonds, the
amount on deposit in the Liquidity Reserve Account following the
issuance of the Additional Bonds will be at least equal to the Liquidity
Reserve Requirement; (3) no Event of Default has occurred and is
continuing after the date of issuance of such Additional Bonds; (4) the
expected weighted average life of each Turbo Term Bond that will
remain Outstanding after the Series 2008 Crossover Date as computed on
the basis of new projections on the date of sale of the Additional Bonds
will not exceed (x) the remaining expected weighted average life of each
such Turbo Term Bond as computed by the Trust on the basis of new
projections, assuming that no such Additional Bonds are issued, plus (y)
one year; and (5) a Rating Confirmation is received for any Bonds that
will remain Outstanding after the Series 2008 Crossover Date which are
then rated by a Rating Agency.

Pursuant to the Act, the Trust has included in the Indenture the
Commonwealth’s pledge and agreement with the Holders of the
Outstanding Bonds that the Commonwealth (i) shall defend the rights of
the Trust to receive the Pledged TSRs up to the maximum allowed by the
MSA,; (ii) shall diligently enforce the Model Statute; (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) will not 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. The Trust and the
Commonwealth have each covenanted not to impair the exclusion of
interest on the Series 2008 Bonds from gross income for federal income
tax purposes. See “THE INDENTURE” for a description of the
covenants made by the Trust.

Pursuant to the Indenture, the Trust has agreed to provide, or cause to be
provided, to each nationally recognized municipal securities information
repository and any State information repository for purposes of Rule
15¢2-12(b)(5) adopted by the Securities and Exchange Commission
(each a “Repository”) certain annual financial information and operating
data and in a timely manner, notice of certain material events. See
“CONTINUING DISCLOSURE UNDERTAKING” herein.

The ratings for the Series 2008 Bonds address only the payment of the
Accreted Value of such Bonds by their respective Maturity Dates. The
ratings do not address the payment of Turbo Redemption Payments of
the Series 2008 Bonds. The Series 2008 Bonds were structured to
produce cash flow stress test performance necessary for the Trust to
achieve the targeted credit ratings. A credit rating is not a
recommendation to buy, sell or hold securities, and such rating may be
subject to revision or withdrawal at any time. See “RATING” herein.
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Risk Factors ................ccco....... Reference is made to “RISK FACTORS” herein for a description of
certain considerations relevant to an investment in the Series 2008

Bonds.

Legal Considerations ................ Reference is made to “LEGAL CONSIDERATIONS” herein for a
description of certain legal issues relevant to an investment in the Series
2008 Bonds.

Tax Matters ............................... In the opinion of Transaction Counsel, under existing law and assuming

compliance with the tax covenants described herein, and the accuracy of
certain representations and certifications made by the Trust and the
Commonwealth described herein, original issue discount (including the
Accretions as defined herein) on the Series 2008 Bonds is excluded from
gross income for Federal income tax purposes under Section 103 of the
Code. Transaction Counsel is also of the opinion that such original issue
discount (including Accretions) is not treated as a preference item in
calculating the alternative minimum tax imposed under the Code with
respect to individuals and corporations.  Original issue discount
(including Accretions) on the Series 2008 Bonds is, however, included in
the adjusted current earnings of certain corporations for purposes of
computing the alternative minimum tax imposed on such corporations.
In addition, in the opinion of Transaction Counsel, under existing
statutes, original issue discount (including the Accretions) on the Series
2008 Bonds is exempt from state, Commonwealth and local income
taxation. See “TAX MATTERS” herein regarding certain other tax
considerations.

Availability of Documents......... Included herein are brief summaries of certain documents and reports,
which summaries do not purport to be complete or definitive, and
reference is made to such documents and reports for full and complete
statements of the contents thereof. Copies of the Indenture may be
obtained by written request from the Trustee at Deutsche Bank Trust
Company Americas, 60 Wall Street, MSNYC 60-2715, New York, New
York 10005, Attn: Municipal Group.

Any statements in this Offering Circular involving matters of opinion, whether or not expressly so
stated, are intended as such and not as representations of fact. This Offering Circular is not to be
construed as a contract or agreement among the Trust or the Commonwealth and the Bondholders.
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INTRODUCTORY STATEMENT

This Offering Circular sets forth information concerning the $195,878,970.40 Tobacco
Settlement Asset-Backed Bonds, Series 2008 (the “Series 2008 Bonds”) issued by the Children’s
Trust (the “Trust”™).

The Trust is a not-for-profit corporate entity established by the Commonwealth pursuant
to the Act. The Series 2008 Bonds are being issued pursuant to the Indenture. The Indenture
permits the issuance of bonds senior to the Series 2008 Bonds only for refunding purposes and
permits the issuance of bonds on a parity with the Series 2008 Bonds for any purpose, in each
case subject to the satisfaction of certain conditions described herein and therein (any such bonds
being “Additional Bonds”). The Series 2008 Bonds, together with the Series 2002 Bonds, the
Series 2005 Bonds and any Additional Bonds issued under the Indenture, are referred to herein as
the “Bonds”. See “THE SERIES 2008 BONDS — Additional Bonds” herein.

The Series 2008 Bonds shall not constitute a debt of the Commonwealth or any of its
instrumentalities or political subdivisions, other than the Trust, and neither the
Commonwealth nor any such instrumentalities or political subdivisions, other than the
Trust, shall be liable for the same, and the Series 2008 Bonds shall be payable only from
those funds pledged for their payment. The Trust 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 smoking-related 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 Annual Payments and 1.6531733% of the
Strategic Contribution Fund Payments made by the PMs under the MSA.

Under the Indenture, the Series 2008 Bonds are, and any Additional 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 Fund Payments under the MSA on or after the
Series 2008 Crossover Date (the “Pledged TSRs”). Prior to the Series 2008 Crossover Date (the
date on which the Series 2002 Bonds and the Series 2005 Bonds or any bonds issued to refund
them are no longer Outstanding) the Pledged TSRs secure the Series 2002 Bonds and the Series
2005 Bonds. See “SECURITY FOR THE BONDS.”

Certain methodologies and assumptions were utilized to establish, for the Series 2008
Bonds, the maturities and projected Turbo Redemption Payments, as described under
“SUMMARY OF BOND STRUCTURING ASSUMPTIONS AND AMORTIZATION”
herein. The amount and timing of payments on the Series 2008 Bonds may be affected by
various factors. See “RISK FACTORS” herein.



RISK FACTORS

The Series 2008 Bonds differ from many other tax-exempt securities in a number of
respects. Prospective investors should carefully consider the factors set forth below regarding an
investment in the Series 2008 Bonds as well as other information contained in this Offering
Circular. The following discussion of risks is not meant to be a complete list of the risks
associated with the purchase of the Series 2008 Bonds and the order of presentation does not
necessarily reflect the relative importance of the various risks. Potential purchasers of the Series
2008 Bonds are advised to consider the following factors, among others, and to review the other
information in this Offering Circular in evaluating the Series 2008 Bonds. Any one or more of
the risks discussed, and others, could lead to a decrease in the market value and/or the liquidity
of the Series 2008 Bonds, or, in certain circumstances, could lead to a complete loss of a
Bondholder’s investment. There can be no assurance that other risk factors will not become
material in the future.

Litigation Challenging the MSA, the Qualifying Statutes and Related Legislation

General Overview. Certain smokers, consumer groups, cigarette importers, cigarette
wholesalers, cigarette distributors, cigarette manufacturers, Native American tribes, taxpayers,
taxpayers’ groups and other parties have instituted lawsuits against various PMs, certain of the
Settling States and other public entities challenging the MSA and/or the Qualifying Statutes and
related legislation. One or more of the lawsuits, several of which remain pending, allege, among
other things, that the MSA and/or the Qualifying Statutes and related legislation are void or
unenforceable under the Commerce Clause and certain other provisions of the U.S. Constitution
and the federal antitrust laws, as described below under “Grand River, Freedom Holdings and
Related Cases” and “Other Litigation Challenging the MSA, Qualifying Statutes and Related
Legislation” in this subsection. In addition, some of the lawsuits allege that the MSA and/or
related state legislation are void or unenforceable under the federal civil rights laws, state
constitutions, consumer protection laws, and unfair competition laws. Certain of these lawsuits
seek, and, if ultimately successful, could result in, a determination that the MSA and/or the
Qualifying Statutes and related legislation are void or unenforceable. Certain of the lawsuits
further seek, among other things, an injunction against one or more of the Settling States from
collecting any moneys under the MSA and barring the PMs from collecting cigarette price
increases related to the MSA. In addition, class action lawsuits have been filed in several federal
and state courts alleging that under the federal Medicaid law, any amount of tobacco settlement
funds that the Settling States receive in excess of what they paid through the Medicaid program to
treat tobacco-related diseases should be paid directly to Medicaid recipients. To date, challenges
to the MSA or related legislation have not been ultimately successful, although three such
challenges (the Grand River and Freedom Holdings cases in federal court in New York, and the
Xcaliber case in federal court in Louisiana, all of which are discussed below) have survived initial
appellate review of motions to dismiss. Moreover, these three cases and the A.B. Coker case in
federal court in Louisiana (discussed below) are the only cases challenging the MSA or related
legislation that have proceeded to a stage of litigation where the ultimate outcome may be
determined by, among other things, findings of fact based on extrinsic evidence as to the
operation and impact of the MSA and the related statutes. In Grand River and Freedom
Holdings, certain decisions by the U.S. Court of Appeals for the Second Circuit have created
heightened uncertainty as a result of that court’s interpretation of federal antitrust immunity and
Commerce Clause doctrines as applied to the MSA and related statutes, which interpretation
appears to conflict with interpretations by other courts, which have rejected challenges to the
MSA and related statutes. Prior district court and appellate court decisions in Circuits other than
the Second Circuit rejecting such challenges (in the Third, Fourth, Fifth, Sixth, Ninth and Tenth



Circuits) have concluded that the MSA and related statutes do not violate the Commerce Clause
of the U.S. Constitution and/or are protected from antitrust challenges based on established
antitrust immunity doctrines. In addition, proceedings are pending or on appeal in certain other
cases, including two challenges by certain NPMs in federal court in Louisiana. One case
(Xcaliber) alleges inter alia, that the Louisiana Allocable Share Release Amendment violates the
rights of free speech, due process of law, and equal protection of the laws guaranteed under the
U.S. Constitution and the Louisiana Constitution and the federal antitrust laws. On March 1,
2006, the U.S. Court of Appeals for the Fifth Circuit vacated the district court’s dismissal of the
plaintiffs’ complaint in this case and remanded the case for reconsideration. The other case (4.B.
Coker) alleges that the MSA and Louisiana’s Complementary Legislation are violations of the
Commerce Clause, Due Process Clause and First Amendment of the U.S. Constitution and the
Federal Cigarette Labeling and Advertising Act. See “Other Litigation Challenging the MSA,
Qualifying Statutes and Related Legislation” in this subsection. The MSA and related state
legislation may also continue to be challenged in the future. A determination by a court having
jurisdiction over the Commonwealth and the Trust that the MSA or related Commonwealth
legislation is void or unenforceable (a) could have a materially adverse effect on the payments by
the PMs under the MSA and the amount and/or the timing of Pledged TSRs available to the Trust,
(b) could result in an extension of the Series 2008 Crossover Date, (¢) could lead to a decrease in
the market value and/or liquidity of the Series 2008 Bonds (even prior to the Series 2008
Crossover Date), and (d) in certain circumstances could lead to a complete loss of a Bondholder’s
investment. A determination by any court that the MSA or state legislation enacted pursuant to
the MSA is void or unenforceable could also lead to a decrease in the market value and/or
liquidity of the Series 2008 Bonds (even prior to the Series 2008 Crossover Date). See “LEGAL
CONSIDERATIONS” herein.

Qualifying Statute and Related Legislation. Under the MSA’s NPM Adjustment,
downward adjustments may be made to the Annual Payments and Strategic Contribution Fund
Payments payable by a PM if the PM experiences a loss of market share in the United States to
NPMs as a result of the PM’s participation in the MSA. See “Other Potential Payment
Decreases Under the Terms of the MSA-NPM Adjustment’ below and “SUMMARY OF
THE MASTER SETTLEMENT AGREEMENT-MSA Provisions Relating to
Model/Qualifying Statutes” herein. A Settling State may avoid the effect of this adjustment by
adopting and diligently enforcing a Qualifying Statute, as hereinafter described.  The
Commonwealth has adopted the Model Statute, which by definition is a Qualifying Statute under
the MSA. The Model Statute, in its original form, required an NPM to make escrow deposits
approximately in the amount that the NPM would have had to pay to all of the states had it been a
PM and further authorized the NPM to obtain from the applicable Settling State the release of the
amount by which the escrow deposit in that state exceeded that state’s allocable share of the total
payments that the NPM would have made as a PM. Legislation has been enacted in at least 44 of
the Settling States, including the Commonwealth, amending the Qualifying Statutes in those
states by eliminating the reference to the allocable share and limiting the possible release an NPM
may obtain under the statute to the excess above the total payment that the NPM would have paid
had it been a PM (each an “Allocable Share Release Amendment”). A majority of the PMs,
including all OPMs, have indicated in writing that the Commonwealth’s Model Statute, as
amended, will continue to constitute a Qualifying Statute within the meaning of the MSA. In
addition, at least 45 Settling States (including the Commonwealth) have passed legislation (often
termed “Complementary Legislation”) to further ensure that NPMs are making required escrow
payments under the states’ respective Qualifying Statutes. The Qualifying Statutes and related
legislation, like the MSA, have also been the subject of litigation alleging that the Qualifying
Statutes and related legislation violate certain provisions of the United States Constitution and/or
state constitutions and are preempted by federal antitrust laws. The lawsuits seek, among other
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things, injunctions against the enforcement of the Qualifying Statutes and the related legislation.
To date such challenges have not been ultimately successful, although the enforcement of
Allocable Share Release Amendments has been preliminarily enjoined in New York and certain
other states. Appeals are also possible in certain other cases. The Qualifying Statutes and related
legislation may also continue to be challenged in the future. Pending challenges to the Qualifying
Statutes and related legislation are described below under “Grand River, Freedom Holdings and
Related Cases” and “Other Litigation Challenging the MSA, Qualifying Statutes and Related
Legislation” in this subsection.

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

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

A determination that the Commonwealth’s Complementary Legislation is unenforceable
would not constitute a breach of the MSA or affect the enforceability of the Commonwealth’s
Model Statute; such a determination could, however, make enforcement of the Commonwealth’s
Model Statute against NPMs more difficult for the Commonwealth. See “SUMMARY OF THE
MASTER SETTLEMENT AGREEMENT-MSA Provisions Relating to Model/Qualifying
Statutes” herein.

Grand River, Freedom Holdings and Related Cases. Among the pending challenges to
the MSA and/or related state legislation are two lawsuits referred to herein as Grand River and
Freedom Holdings, both of which are pending in the U.S. District Court for the Southern District
of New York. The Grand River case is pending against the attorneys general of 31 states, but not
including the Commonwealth, and alleges, among other things, that: (1) the MSA creates an
unlawful output cartel under federal antitrust law, and state legislation enacted pursuant to the
MSA mandates or authorizes such cartel and is thus preempted by federal law; and (2) the MSA
and related statutes are invalid or unenforceable under the Commerce Clause and other provisions
of the U.S. Constitution. The plaintiff in Grand River seeks to enjoin the enforcement of the
Qualifying Statutes and Complementary Legislation by the Grand River Defendant States
(defined below). The Freedom Holdings case is pending against the attorney general and the
commissioner of taxation and finance of the State of New York and is based on the same
purported claims as the Grand River case (including, as discussed below, a Commerce Clause
claim asserted by the plaintiffs in their Second Supplemental and Amended Complaint following
a Second Circuit ruling on the issue in the Grand River case). The plaintiffs in Freedom Holdings
seek to enjoin the enforcement of New York’s Qualifying Statute and Complementary
Legislation. These suits have survived appellate review of motions to dismiss for failure to state
a claim upon which relief can be granted and Grand River is in the discovery phase of litigation
in preparation for the development of a factual record to support possible findings of fact that
may be used by the court in its decision as to the pending claims. The discovery deadline has
passed in Freedom Holdings, and a request has been made to permit five months of further
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discovery. Motions for summary judgment were fully submitted to the court on March 7, 2007.
To date, Grand River and Freedom Holdings, along with Xcaliber v. leyoub and A.B. Coker v.
Foti (both discussed below), are the only cases challenging the MSA or related legislation that
have survived initial appellate review of motions to dismiss. Moreover, these four cases are the
only cases challenging the MSA or related legislation that have proceeded to a stage of litigation
where the ultimate outcome may be determined by, among other things, findings of fact based on
extrinsic evidence as to the operation and impact of the MSA and the related legislation.

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

The plaintiffs appealed the dismissal of their other claims to the Second Circuit. On
September 28, 2005, the Second Circuit reinstated portions of the Commerce Clause challenge
and reinstated the non-New York attorneys general, as defendants, finding that a federal court in
New York could exercise personal jurisdiction over them, and affirmed the dismissal of certain
remaining claims, including the claim that the Qualifying Statute and related legislation violated
the Indian Commerce Clause of the U.S. Constitution. The case was remanded to the District
Court. On May 31, 2006, the District Court denied Grand River’s motion for a preliminary
injunction seeking to bar defendants from: (1) enforcing their states’ Allocable Share Release
Amendments; (2) denying Grand River’s application to become a party to the Master Settlement
Agreement; and (3) banning sales in the defendants’ states of Grand River-produced cigarettes.
The District Court held that Grand River failed to show either a likelihood of irreparable injury
absent an injunction or a likelihood of success on the merits of its claims. On June 7, 2006,
Grand River filed an appeal of this decision before the Second Circuit. Separately, Grand River
also filed a motion for an injunction pending appeal, which the District Court denied on June 29,
2006. On March 6, 2007, the Second Circuit denied Grand River’s appeal, solely on the basis
that the District Court had not abused its discretion in finding that plaintiff Grand River had failed
to show a likelihood of irreparable injury. On June 12, 2007, the Second Circuit issued a
judgment confirming its May 23, 2007 order denying plaintiff Grand River’s petition for a
rehearing.

The Grand River Defendant States are: Alabama, Alaska, Arizona, California, Colorado, Delaware, Georgia,
Idaho, Illinois, Indiana, lowa, Kansas, Louisiana, Maine, Maryland, Massachusetts, Michigan, Missouri, Montana,
Nebraska, New York, North Carolina, Ohio, Oregon, South Carolina, South Dakota, Tennessee, Washington,
Wisconsin, and Wyoming. The complaint was initially filed against 31 defendant states, but by stipulation so-
ordered by Judge Keenan on February 26, 2008, plaintiff and the State of Kentucky agreed to a voluntary
dismissal of the complaint as against those defendants.
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On October 12, 2005, the defendants filed a petition with the Second Circuit for rehearing
with regard to the Second Circuit’s ruling on the issue of personal jurisdiction. The plaintiffs
filed a petition with the Second Circuit for rehearing on the Indian Commerce Clause ruling. On
January 3, 2006, the Second Circuit denied all parties’ petitions for rehearing. On April 18, 2006
the non-New York defendants filed a petition for certiorari review with the U.S. Supreme Court
challenging the Second’s Circuit ruling on the issue of personal jurisdiction. See King v. Grand
River Enterprises Six Nations, Ltd. On October 10, 2006, the U.S. Supreme Court denied the
defendants’ petition for certiorari.

With regard to the Commerce Clause challenge, the Second Circuit in Grand River noted
that because it was reviewing a motion to dismiss, it was required to accept as true the material
facts alleged in the complaint and to draw all reasonable inferences in the plaintiffs’ favor. The
Second Circuit held that although each state’s Qualifying Statute and Complementary Legislation
apply to cigarette sales within such state, the plaintiffs sufficiently stated a possible claim that
these statutes together create a national or “interstate” regulatory policy and thereby exert
“extraterritorial control” over out-of-state transactions in contravention of the Commerce Clause.
The Second Circuit acknowledged that in Freedom Holdings (discussed below) it had ruled that
plaintiffs failed to state a claim that the state’s Complementary Legislation had violated the
Commerce Clause, but explained that it did so because plaintiffs there had not sufficiently alleged
an extraterritorial effect of that legislation. To date, 4.B. Coker (discussed below), Grand River,
and, as a technical matter, Freedom Holdings (pursuant to the grant of a motion to amend the
complaint in that matter to include a Commerce Clause claim), are the only cases in which a
Commerce Clause challenge to the MSA and related statutes has not been dismissed at the
pleading stage or at summary judgment. However, other such challenges are currently pending in
various jurisdictions. An adverse ruling on Commerce Clause grounds could potentially lead to
invalidation of the MSA and the Qualifying Statutes in their entirety and result in the complete
loss of a Bondholder’s investment.

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

Grand River remains pending before the U.S. District Court for the Southern District of
New York, wherein the defendants filed an answer to the complaint on October 25, 2006.
Currently, Grand River Enterprises Six Nations, Ltd. is the only plaintiff in the case. The District
Court has ruled that the pre-trial discovery period will conclude in July 2008. Any decision by
the Second Circuit in this case would not be subject to appeal as of right to the U.S. Supreme
Court. No assurance can be given: (1) that the Supreme Court would choose to hear and
determine any appeal relating to the validity or enforceability of MSA or related legislation in this
or any other case; or (2) as to the outcome of any petition of writ of certiorari or any appeal, even
if heard by the Supreme Court. A Supreme Court decision to affirm or to decline to review a
Second Circuit ruling that is adverse to the defendants in Grand River (which does not include the
Commonwealth) or other similar cases, challenging the validity or enforceability of the MSA or
related legislation, could ultimately result in the complete cessation of the Pledged TSRs
available to the Trust and, in any event, could lead to a decrease in the market value and/or
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liquidity of the Series 2008 Bonds (even prior to the Series 2008 Crossover Date). Moreover,
even if ultimately reversed by the Supreme Court, a Second Circuit decision adverse to the
defendants in Grand River could, unless stayed pending appeal at the discretion of the court, also
lead to a decrease in the market value and/or the liquidity of the Series 2008 Bonds (even prior to
the Series 2008 Crossover Date).

On April 16, 2002, in Freedom Holdings, Inc. v. Spitzer, certain cigarette importers filed
an action against the Attorney General and the Commissioner of Taxation and Finance of the
State of New York (the “New York State Defendants”), challenging New York’s
Complementary Legislation, alleging in their initial complaint that New York’s Complementary
Legislation enforces a market-sharing and price-fixing cartel, and allows the OPMs to charge
supra-competitive prices for their cigarettes.  Plaintiffs also alleged that New York’s
Complementary Legislation violates the Commerce Clause of the 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.

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

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



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

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

On February 6, 2006, the Southern District granted plaintiffs’ renewed motion for leave
to assert a claim under the Commerce Clause. On February 10, 2006, plaintiffs filed a Second
Supplemental and Amended Complaint. The plaintiffs now seek: (1) a declaratory judgment that
the operation of the MSA, New York’s Qualifying Statute and New York’s Complementary
Legislation implements an illegal per se output cartel in violation of the federal antitrust laws and
is preempted thereby; (2) a declaratory judgment that New York’s Qualifying Statute and
Complementary Legislation, together with the Qualifying Statutes and Complementary
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Legislation of other states, regulate interstate commerce in violation of the Commerce Clause of
the U.S. Constitution; and (3) an injunction permanently enjoining the enforcement of New
York’s Qualifying Statute and Complementary Legislation. The amended complaint does not
seek to enjoin the enforcement or administration of the MSA. On May 2, 2006, plaintiffs filed a
motion for summary judgment. On July 12, 2006, defendants filed a motion to dismiss the
Second Supplemental and Amended Complaint and cross-moved for summary judgment. A
hearing took place on December 11, 2006 to resolve certain discovery issues. The summary
judgment motion and cross-motion were fully submitted on March 7, 2007. A final decision by
Judge Alvin K. Hellerstein of the Southern District remains pending in Freedom Holdings.

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

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

In addition, an adverse decision by the Second Circuit in Freedom Holdings regarding the
enforceability of the MSA and related statutes under federal antitrust law or the Commerce
Clause of the U.S. Constitution would be controlling law only within the Second Circuit, from
which no appeal as of right to the U.S. Supreme Court would exist. If, however, the Second
Circuit were to make a final determination in Freedom Holdings that: (1) the MSA constitutes a
per se federal antitrust violation, not immunized by the NP or Parker doctrines, or that New
York’s Qualifying Statute and Complementary Legislation authorize or mandate such a per se
violation; or (2) New York’s Qualifying Statute and New York’s Complementary Legislation
operate with the Qualifying Statutes and Complementary Legislation of other states to regulate
interstate commerce in violation of the Commerce Clause of the U.S. Constitution, such
determination could be considered to be in conflict with decisions rendered by other federal
courts that 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 U.S. 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 U.S.
Supreme Court would choose to hear and determine any appeal relating to the substantive merits
of Freedom Holdings. Any final decision by the U.S. Supreme Court on the substantive merits of
Freedom Holdings would be binding everywhere in the U.S., including in the Commonwealth.

Other Litigation Challenging the MSA, Qualifying Statutes and Related Legislation. In
addition to Freedom Holdings and Grand River, other cases remain pending in federal courts that
challenge the MSA, the Qualifying Statute, the Complementary Legislation and/or the Allocable
Share Release Amendment in California, Louisiana, Oklahoma, Kentucky, Tennessee, Arkansas
and Kansas. The issues raised in Freedom Holdings or Grand River are also raised in many of



these other cases, as briefly described below, by way of example only, and not as an exclusive or
complete list.

On March 28, 2005, the District Court for the Northern District of California in the
California case, Sanders v. Lockyer, dismissed an antitrust challenge to the MSA and California’s
Qualifying Statute and Complementary Legislation brought by a class of California consumers
against the State of California and the OPMs. The District Court, expressly unpersuaded by
Freedom Holdings, found the MSA to be the sovereign act of the state and further found
California’s Qualifying Statute and Complementary Legislation to be direct legislative activity
entitled to Parker immunity without the need for any additional MidCal analysis. The District
Court also found the MSA and California’s Qualifying Statute and Complementary Legislation to
be entitled to NP immunity. The plaintiffs appealed the dismissal to the Ninth Circuit Court of
Appeals. On September 26, 2007, the Ninth Circuit affirmed the District Court ruling that
Sanders had failed (i) to show that the MSA implementing statutes are per se illegal under the
Sherman Act, (ii) to show that any of the defendants are liable under either the Sherman Act or
California antitrust law or (iii) to state a claim entitling him to relief. In upholding the district
court’s dismissal of the plaintiff’s claims challenging the MSA, the Ninth Circuit expressly
agreed with the Sixth Circuit’s reasoning in 7ritent and expressly declined to follow either the
Second Circuit’s approach in Freedom Holdings or the Third Circuit’s “hybrid restraint” analysis
of the MSA in Bedell. A petition for a writ of certiorari to the U.S. Supreme Court was filed in
February 2008; California’s opposition was filed on April 1, 2008 and the defendant
manufacturers’ opposition was filed on April 2, 2008.

Two cases are currently pending in Louisiana that challenge the MSA, Qualifying
Statutes, and/or related legislation. In Xcaliber International Limited, LLC v. leyoub, certain
NPMs have challenged the state’s Allocable Share Release Amendment on both federal and state
constitutional grounds. In March 2006, the Fifth Circuit Court of Appeals vacated the District
Court’s earlier dismissal of the action and remanded the case for further proceedings to review
the plaintiffs’ allegations that the Louisiana Allocable Share Release Amendment violates the
rights of free speech, due process of law, and equal protection of the laws guaranteed under the
U.S. Constitution and the Louisiana Constitution. On July 5, 2006, the plaintiff filed an
Amended Complaint, which is now pending before U.S. District Court for the Eastern District of
Louisiana. The Amended Complaint also alleges that the Louisiana Allocable Share Release
Amendment violates federal antitrust laws. On July 19, 2006, defendant filed a motion to dismiss
certain claims of the Amended Complaint, which the court denied on October 18, 2006. On
October 30, 2006, the defendant filed its answer to the Amended Complaint. A settlement
conference was held on February 5, 2007. A final pre-trial conference had been set for
September 6, 2007, with a bench trial to follow on September 24, 2007. This schedule, however,
has been suspended pending the resolution of certain discovery issues. The court has ordered that
dates for a final pre-trial conference and trial be set at a scheduling conference set for April 10,
2008. In A4.B. Coker v. Foti, filed in August 2005, certain NPMs and cigarette distributors
brought an action in a federal district court in Louisiana, seeking, among other relief: (1) a
declaration that the MSA and Louisiana’s Qualifying Statute and Complementary Legislation are
invalid as violations of the U.S. Constitution and the Federal Cigarette Labeling and Advertising
Act; and (2) an injunction barring the enforcement of the MSA and Louisiana’s Qualifying
Statute and Complementary Legislation. On November 2, 2005, the state defendant filed a
motion to dismiss the complaint for lack of jurisdiction. On November 9, 2006, the U.S. District
Court for the Western District of Louisiana granted in part and denied in part the defendant’s
motion to dismiss. The court allowed the case to proceed on claims that the MSA and
Louisiana’s Complementary Legislation are violations of the Commerce Clause, Due Process
Clause and First Amendment of the U.S. Constitution, and the Federal Cigarette Labeling and
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Advertising Act. The court dismissed the claims that alleged violation of the Tenth Amendment
of the U.S. Constitution. On December 12, 2006, the state defendant filed its answer to the
complaint. The judge has ordered all dispositive motions due by June 13, 2008. A trial date will
be set thereafter.

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

In the Kentucky case, Tritent International Corp. v. Commonwealth of Kentucky, the
plaintiffs seek a declaratory judgment that Kentucky’s Qualifying Statute and Complementary
Legislation conflict with federal antitrust laws and certain provisions of the U.S. Constitution.
On September 8, 2005, the District Court granted Kentucky’s motion to dismiss the complaint,
and on October 24, 2005, the District Court denied the plaintiffs’ subsequent motion for
reconsideration. The plaintiffs appealed the dismissal to the Sixth Circuit Court of Appeals. Oral
argument occurred on September 20, 2006, and on October 30, 2006, the Sixth Circuit affirmed
the District Court’s dismissal. On November 13, 2006, the plaintiffs filed a petition for en banc
rehearing, which petition was denied in February 2007. The Sixth Circuit’s October 30, 2006
decision is controlling law within the Sixth Circuit and is not subject to appeal as of right to the
U.S. Supreme Court. Plaintiffs did not file within the prescribed time period a petition for a writ
of certiorari with the U.S. Supreme Court with respect to the Sixth Circuit’s rulings in this case
and those rulings are final.

Similarly, in the Tennessee case, S&M Brands, Inc. v. Summers, the plaintiffs filed suit in
the U.S. District Court for the Middle District of Tennessee seeking a declaratory judgment that
the Tennessee Qualifying Statute (including the Allocable Share Release Amendment) and
Complementary Legislation also conflict with federal antitrust laws and certain provisions of the
U.S. Constitution. On June 1, 2005, the Sixth Circuit affirmed the District Court’s denial of
plaintiffs’ motion for a preliminary injunction with respect to the enforcement of Tennessee’s
Allocable Share Release Amendment. On October 6, 2005, the District Court granted
Tennessee’s motion to dismiss the complaint except that portion of the complaint that alleges that
the state’s retroactive enforcement of the state’s Allocable Share Release Provision violates
plaintiff’s constitutional rights, which issue was not raised by the state in its motion and was
therefore not addressed by the court. In its opinion, the District Court expressly rejected the
Second Circuit’s reasoning in sustaining antitrust challenges in the Freedom Holdings case and
the Third Circuit’s rationale for denying state action immunity in the Bedell and Mariana cases.
Instead, S&M Brands followed the Sanders and P77 line of cases and held that Qualifying Statute
and Complementary Legislation are direct state action, entitled to Parker immunity without the
need for MidCal analysis. On December 13, 2005, and in accordance with its October 6, 2005
decision, the District Court entered a final judgment dismissing the claims seeking a declaration
that the Tennessee Qualifying Statute violated federal antitrust laws and certain provisions of the
U.S. Constitution. On January 3, 2006, plaintiffs filed a notice of appeal of that judgment. On
April 19, 2007, the Sixth Circuit Court of Appeals affirmed the District Court’s December 12,
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2005 final judgment of dismissal. The Sixth Circuit’s April 19, 2007 decision is controlling law
within the Sixth Circuit and is not subject to appeal as of right to the U.S. Supreme Court.
Plaintiffs did not file within the prescribed period a petition for a writ of certiorari with the U.S.
Supreme Court with respect to the Sixth Circuit’s April 19, 2007 decision and that decision is
final. By separate decision filed November 28, 2005, the District Court also held that the state’s
retroactive application of its Allocable Share Release Amendment, which was effective as of
April 20, 2004, to 2003 cigarette sales was unconstitutional. Defendants’ appeal of the District
Court’s November 28, 2005 decision regarding retroactivity of Tennessee’s Allocable Share
Release Amendment was argued before the Sixth Circuit on April 26, 2007 and remains pending.

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

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

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 pre-trial proceedings with Freedom
Holdings. On June 16, 2005, the MDL Panel denied this motion. The MDL Panel’s denial of
this motion is not subject to appeal.

If there is an adverse ruling in one or more of the cases discussed above, it could have a
material adverse effect on the amount and/or timing of Pledged TSRs available to the Trust, could
result in an extension of the Series 2008 Crossover Date, and could lead to a decrease in the
market value and/or the liquidity of the Series 2008 Bonds (even prior to the Series 2008
Crossover Date) and, in certain circumstances, could lead to a complete loss of a Bondholder’s
investment. For a description of the opinions of Transaction Counsel addressing such matters,
see “LEGAL CONSIDERATIONS-MSA Enforceability” and “LEGAL
CONSIDERATIONS—Qualifying Statute Constitutionality” herein.

Litigation Seeking Monetary Relief from Tobacco Industry Participants

The tobacco industry has been the target of litigation for many years. Both individual
and class action lawsuits have been brought by or on behalf of smokers alleging that smoking has
been injurious to their health, and by non-smokers alleging harm from environmental tobacco
smoke (“ETS”), also known as “secondhand smoke.” Plaintiffs in these actions seek
compensatory and punitive damages aggregating billions of dollars. Philip Morris, for example,
has reported that, as of February 15, 2008, there were nine cases on appeal in which verdicts were
returned against Philip Morris, including: (1) a $74 billion punitive damages judgment against
Philip Morris in the Engle class action, which has been overturned on appeal by the Florida
Supreme Court; and (2) a compensatory and punitive damages verdict totaling approximately
$10.1 billion in the Price case in Illinois. On December 15, 2005, however, the Illinois Supreme
Court reversed the judgment against Philip Morris in Price and remanded the case to the trial
court with instructions to dismiss the case in its entirety. In its decision, the court held that the
defendant’s conduct alleged by the plaintiffs to be fraudulent under the Illinois Consumer Fraud
Act was specifically authorized by the Federal Trade Commission, and that the Illinois Consumer
Fraud Act specifically exempts conduct so authorized by a regulatory body acting under the
authority of the U.S. The court declined to review the case on the merits, concluding that the
action was barred entirely by the Illinois Consumer Fraud Act. In January 2006, the plaintiffs
filed a motion asking the court to reconsider its decision in Price. On May 5, 2006, the Supreme
Court of Illinois denied this motion. In October 2006, plaintiffs filed a petition for certiorari with
the U.S. Supreme Court. On November 27, 2006, the U.S. Supreme Court denied plaintiff’s
petition for certiorari. The trial court then entered an order of dismissal in December 2006. In
January 2007, the plaintiff filed a motion to vacate the dismissal, which motion was dismissed on
August 30, 2007. It has been reported that on May 2, 2007 the state trial court judge in the Price
case asked the Illinois Fifth District Appellate Court whether he has the authority to reopen the
Price case, citing possible new evidence presented in a case pending before the U.S. Supreme
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Court. It has also been reported that on May 17, 2007, Philip Morris petitioned the Illinois
Supreme Court for an order that would prevent the trial court judge from reopening the Price
case. On October 1, 2007, the U.S. Supreme Court denied defendants’ petition for certiorari and
on October 26, 2007, defendants filed a motion for rehearing of the U.S. Supreme Court’s denial
of defendants’ petition. See “CERTAIN INFORMATION RELATING TO THE
DOMESTIC TOBACCO INDUSTRY-Civil Litigation” herein.

There are a number of other proposed federal class action suits against manufacturers of
“light” cigarettes alleging that the manufacturers falsely represented the cigarettes as “light” to
mislead smokers into believing that the cigarettes delivered lower tar and nicotine and therefore
were safer than regular cigarettes. For example, on August 31, 2007, the First Circuit issued an
opinion in Good v. Altria Group Inc. holding that plaintiffs’ claims, although similar to those in
Price, are not preempted by the Federal Cigarette Labeling and Advertising Act (the “FCLAA”).
The court reasoned that plaintiffs’ claims of fraudulent misrepresentation under a Maine fraud
statute are neither expressly nor implicitly preempted by the FCLAA. The court also disagreed
with those courts, including the Price court, which have held that “lights” advertising is
authorized by the FTC and therefore beyond the reach of state consumer protection statutes. The
First Circuit denied defendant’s summary judgment motion and remanded the case to the U.S.
District Court for the District of Maine. The U.S. District Court for the District of Maine has
stayed proceedings pending the ruling of the U.S. Supreme Court on defendant’s petition for writ
of certiorari, which the court granted on January 18, 2008.

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

Pending claims related to tobacco products generally fall within four categories: (1)
smoking and health cases alleging personal injury and purporting to be brought on behalf of a
class of individual plaintiffs, including cases brought pursuant to a 1997 settlement agreement
involving claims by flight attendants on U.S. airlines alleging injury from exposure to ETS in
aircraft cabins (called the Broin II cases); (2) smoking and health cases alleging personal injury
brought on behalf of individual plaintiffs; (3) 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 (4) other tobacco-related litigation, including class action suits
alleging that the use of the terms “Lights” and “Ultra Lights” constitute deceptive and unfair trade
practices, suits by former asbestos manufacturers seeking contribution or reimbursement for
amounts expended in connection with the defense and payment of asbestos claims that were
allegedly caused in whole or in part by cigarette smoking, and various antitrust suits and suits by
foreign governments seeking to recover damages for taxes lost as a result of the allegedly illegal
importation of cigarettes into their jurisdictions. Plaintiffs seek various forms of relief, including
compensatory and punitive damages, treble/multiple damages and other statutory damages and
penalties, creation of medical monitoring and smoking cessation funds, disgorgement of profits,
legal fees, and injunctive and equitable relief. Defenses raised in these cases include lack of
proximate cause, statutes of limitation and preemption by the Federal Cigarette Labeling and
Advertising Act. A February 2007 California Supreme Court decision (Grisham v. Philip
Morris) regarding a statute of limitations issue in an individual case has held that the plaintiff
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need not have filed suit when she realized she was addicted, thus permitting her lawsuit to go
forward after a lower court had held her claim to be time-barred. This decision could lead to an
increase in individual lawsuits in California.

The ultimate outcome of these and any other pending or future lawsuits is uncertain.
Verdicts of substantial magnitude that are enforceable as to one or more PMs, if they occur, could
encourage commencement of additional litigation, or could negatively affect perceptions of
potential triers of fact with respect to the tobacco industry, possibly to the detriment of pending
litigation. An unfavorable outcome or settlement or one or more adverse judgments could result
in a decision by the affected PMs to substantially increase cigarette prices, thereby reducing
cigarette consumption beyond what is forecast in the 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 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, could lead to a decrease in the
market value and/or the liquidity of the Series 2008 Bonds (even prior to the Series 2008
Crossover Date), could have a material adverse effect on the amount and/or timing of Pledged
TSRs available to the Trust and could result in an extension of the Series 2008 Crossover Date.
See “CERTAIN INFORMATION RELATING TO THE DOMESTIC TOBACCO
INDUSTRY-Civil Litigation” and “LEGAL CONSIDERATIONS” herein.

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 U.S. has declined since its peak in 1981 of 640 billion cigarettes to an
estimated 377 billion cigarettes in 2006. Adult per capita cigarette consumption (total
consumption divided by the number of people 18 years and older) has been declining since 1964.
The Tobacco Consumption Report forecasts a continued decline in total cigarette consumption at
an average annual rate of 1.79% to 149 billion cigarettes in 2057 under the Global Insight Base
Case Forecast, as defined herein, which represents a decline in per capita consumption at an
average rate of 2.47% 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. For a more detailed discussion of the Global
Insight methodology, see “TOBACCO CONSUMPTION REPORT” herein and Appendix A —
TOBACCO CONSUMPTION REPORT attached hereto.

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.
In June 2006, the FDA has approved Varenicline, a Pfizer product to be marketed as Chantix, for
use as a prescription medicine. It is intended to satisfy nicotine cravings without being
pleasurable or addictive. The drug binds to the same brain receptor as nicotine. Tests indicate
that it is more effective as a cessation aid then Zyban. Pfizer has introduced Chantix with a novel
marketing program, GETQUIT, an integrated consumer support system which emphasizes
personalized treatment advice with regular phone and email contact. Pfizer reports that through
June 2007, nearly 2.5 million prescriptions have been filled.

15



Several new drugs may also appear on the market in the near future. On May 14, 2005,
Cytos Biotechnology AG, announced that it had successfully completed Phase II testing of a virus
based vaccine, which is genetically engineered to cause an immune system response against
nicotine and its effects. Novartis has acquired the license to the vaccine and has reported positive
results toward Phase III trials. Nabi Biopharmaceuticals has successfully completed its Phase 1IB
clinical trials for NicVAX, a vaccine to prevent and treat nicotine addiction. It triggers antibodies
that bind with nicotine molecules. In 2006, NicVAX received Fast Track Designation from the
FDA, which is intended to expedite its review process. Phase III trials are the remaining step
before a license application. The Xenova Group is set to begin Phase II testing of its similar
vaccine, Ta Nic. Positive results were also reported in July 2006 by Somaxon Pharmaceuticals
from a pilot Phase II study of Nalmefene. Nalmefene has been used for over 10 years for the
reversal of opioid drug effects. Somaxon Pharmaceuticals is seeking to develop it as a treatment
for impulse control disorders. In 2008, Evotec AG announced it would launch a Phase II study of
EVT 302, a drug intended to ease smoker's cravings and nicotine withdrawal symptoms after
cigarette deprivation. Global Insight expects that products such as these will continue to be
developed and that their introduction and use will contribute to the trend decline in smoking. One
SPM has also introduced a cigarette with reportedly little or no nicotine. Future FDA regulation
could also include regulation of nicotine content in cigarettes to non addictive levels. Such new
products or similar products, if successful, or such FDA regulation, if enacted, could have a
material adverse effect on cigarette consumption.

Smokeless Tobacco Products. Smokeless tobacco products have been available for
centuries. As cigarette consumption expanded in the last century, the use of smokeless products
declined. Chewing tobacco and snuff are the most significant components. Snuff is a ground or
powdered form of tobacco that is placed under the lip to dissolve. It delivers nicotine effectively
to the body. Moist snuff is both smoke-free and can be spit free. According to the Tobacco
Consumption Report, chewing tobacco and dry snuff consumption has been declining in the U.S.
in this decade, but moist snuff consumption has increased at an annual rate of more than 5% since
2002, and by 10.4% in 2006, when over 5 million consumers purchased 1.1 billion cans. Snuff is
now being marketed to adult cigarette smokers as an alternative to cigarettes. UST Inc., the
largest producer of moist smokeless tobacco, is explicitly targeting adult smoker conversion in its
growth strategy. The industry is responding to both the proliferation of indoor smoking bans and
to a perception that smokeless use is a less harmful mode of tobacco and nicotine usage than
cigarettes. In 2006, the three largest U.S. cigarette manufacturers entered the market. Philip
Morris introduced a snuff product, Taboka, Reynolds American acquired Conwood Company,
L.P., the nation’s second largest smokeless tobacco manufacturer, and introduced Camel Snus, a
snuff product, and Lorillard entered into an agreement with Swedish Match North America to
develop smokeless tobacco product in the U.S. Product development has continued in 2007, most
recently with the introduction by Philip Morris of a Marlboro snus product. In October 2007,
Altria announced that it would accelerate the development of snuff and less-harmful cigarettes to
counter a decline in smoking. In 2008, Liggett announced it would introduce Grand Prix Snus.

Advocates of the use of snuff as part of a tobacco harm reduction strategy point to
Sweden, where ‘snus,” a moist snuff manufactured by Swedish Match, use has increased sharply
since 1970, and where cigarette smoking incidence among males has declined to levels well
below that of other countries. A review of the literature on the Swedish experience concludes
that snus, relative to cigarettes, delivers lower concentrations of some harmful chemicals, and
does not appear to cause cancer or respiratory diseases. They conclude that snus use appears to
have contributed to the unusually low rates of smoking among Swedish men. The Sweden
experience is unique, even with respect to its Northern European neighbors. It is not clear
whether it could be replicated elsewhere. Public health advocates in the U.S. emphasize that
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smokeless use results in both nicotine dependence and to increased risks of oral cancer among
other health concerns. Snuff use is also often criticized as a gateway to cigarette use. In 2008 a
new firm, Fuisz Tobacco, was formed to commercialize a film-based smokeless tobacco product.
The thin film strip would be spitless and would dissolve entirely in the cheek.

See “CERTAIN INFORMATION RELATING TO THE DOMESTIC TOBACCO
INDUSTRY—-Regulatory Issues—Smokeless Tobacco Products” herein and Appendix A —
TOBACCO CONSUMPTION REPORT.

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 amount and/or timing of Pledged TSRs available to the Trust and could
result in an extension of the Series 2008 Crossover Date.

Regulatory Restrictions and Legislative Initiatives. The tobacco industry is subject to a
wide range of laws and regulations regarding the marketing, sale, taxation and use of tobacco
products imposed by local, state, federal and foreign governments. Various state governments
have adopted or are considering, among other things, legislation and regulations that would
increase their excise taxes on cigarettes, restrict displays and advertising of tobacco products,
establish ignition propensity standards for cigarettes, raise the minimum age to possess or
purchase tobacco products, ban the sale of “flavored” cigarette brands, require the disclosure of
ingredients used in the manufacture of tobacco products, impose restrictions on smoking in public
and private areas, restrict the sale of tobacco products directly to consumers or other unlicensed
recipients, including over the Internet, and charge state employees who smoke higher health
insurance premiums than non-smoking state employees. Five states, Alabama, Georgia, Idaho,
Kentucky, and West Virginia, charge higher health insurance premiums to smokers than
non-smokers, and a number of states have implemented legislation that allows employers to
provide incentives to employees who do not smoke. Several large corporations, including Meijer
Inc., Gannett Co., American Financial Group Inc., PepsiCo Inc., and Northwest Airlines, are now
charging smokers higher health insurance premiums. In addition, the U.S. Congress may
consider legislation further increasing the federal excise tax, regulation of cigarette manufacturing
and sale by the FDA, amendments to the Federal Cigarette Labeling and Advertising Act to
require additional warnings, reduction or elimination of the tax deductibility of advertising
expenses, implementation of a national standard for “fire safe” cigarettes, regulation of the retail
sale of cigarettes over the Internet and in other non face to face retail transactions, such as by mail
order and telephone, and banning the delivery of cigarettes by the U.S. Postal Service. In March
2005, for example, bipartisan legislation was reintroduced in the U.S. Congress, which would
provide the FDA with broad authority to regulate tobacco products. A bi partisan group of
lawmakers, Massachusetts Senator Edward M. Kennedy, Texas Senator John Cornyn, California
Representative Henry Waxman and Virginia Representative Tom Davis, on February 15, 2007
introduced the Family Smoking Prevention and Tobacco Control Act, legislation aimed at placing
tobacco products under the authority of the FDA. The bill would give the FDA broad regulatory
authority over the sale, distribution, and advertising of tobacco products. Such legislation would,
among other anticipated changes, permit the FDA to regulate tar and other ingredients in
cigarettes, permit the FDA to strengthen warning labels, reduce nicotine levels in tobacco
products, police false or misleading advertising and marketing aimed at children and would
require manufacturers to provide the FDA with lists of ingredients and additives in their products,
including nicotine. Philip Morris has indicated its strong support for this legislation. The Senate
Health Committee approved the legislation on August 1, 2007 by a 13 to 8 vote, including an
amendment requiring that all cigarette packages be half covered by warning labels with colored
graphic. A committee of the House of Representatives began holding hearings on October 3,
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2007 on whether the FDA should be given the power to regulate tobacco products. On October
12, 2007, the House of Representatives passed a tax bill containing new tax breaks for
corporations and a buyout for tobacco farmers, but omitting the FDA broad authority to regulate
tobacco products. It has been reported that on April 2, 2008, a bill granting the FDA new power
over tobacco-product ingredients and marketing, but not a ban on nicotine, passed the House
Energy and Commerce Committee for a vote by the full House of Representatives later in the
spring. It has been recently reported that various states have requested the Alcohol Tax and
Trade Bureau to categorize “little cigars” as another form of cigarettes that require federal
regulation. No assurance can be given that future legislation or administrative regulations will
not seek to further regulate, restrict or discourage the manufacture, sale and use of cigarettes.

Cigarettes are also currently subject to substantial excise taxes in the U.S. The federal
excise tax has remained constant, at $0.39 per pack, since 2002. The U.S. Congress has adopted
legislation which would raise the federal excise tax. In August, the Senate and House of
Representatives passed bills with $0.61 and $0.45 increases to the tax, respectively. The increase
to the federal excise tax is designed to provide funding for the State Children’s Health Insurance
Program (“SCHIP”). On September 25, 2007, the House of Representatives passed a new bill
with a $0.61 increase by a vote of 265 to 159. On September 27, 2007, the Senate voted 67 to 29
to reauthorize and expand SCHIP funded in part by a $0.61 increase in the federal excise tax on
cigarettes. On October 3, 2007, the President vetoed the bill, and on October 18, 2007, the House
of Representatives failed to override the Presidential veto. Subsequent override attempts in
November and in January 2008 also failed. If enacted as proposed above, the federal excise tax
would equal $1.00 per pack. According to the Tobacco Consumption Report, should the federal
excise tax increase to $1.00 per pack, the resulting price increase, would, according to its model,
lead to a sharper, one time, consumption decline of 4.3%, or 15.5 billion cigarettes, by 2010. The
difference with Global Insight’s Base Case forecast would be somewhat lower over the longer
term, because forecast assumptions incorporate the likelihood of significant excise tax increases
over time. It is not possible at this time to assess the likelihood that this or any other proposal to
increase the federal excise tax will or will not become law.

All states, the District of Columbia, and the Commonwealth of Puerto Rico currently
impose taxes at levels ranging from $0.07 per pack in South Carolina to $2.75 per pack in New
York. In addition, certain municipalities also impose an excise tax on cigarettes ranging up to
$1.50 per pack in New York City and $2.68 per pack in Chicago, which includes the Cook
County tax of $2.00 per pack. According to the Tobacco Consumption Report, excise tax
increases were enacted in 20 states and in New York City in 2002, in 13 states in 2003, in 11
states in 2004, and in 8 states (Kentucky, Maine, Minnesota, New Hampshire, North Carolina,
Ohio, Virginia, and Washington) in 2005. The increase in Minnesota was not a tax increase, but
rather the imposition of a “Health Impact Fee,” which has the same effect on consumer prices.
The Tobacco Consumption Report considers any such fees as equivalent to excise taxes.

In 2006, Texas passed a budget that raised the state excise tax by $1.00 in January 2007,
and Hawaii, New Jersey, North Carolina, and Vermont enacted legislation which raised excise
taxes. In the November 2006 elections, referenda passed in Arizona and South Dakota raising
excise taxes. In 2007, Connecticut, Delaware, lowa, Indiana, New Hampshire and Tennessee
each increased its excise taxes. These actions increased the average state excise tax to $1.074 per
pack in July 2007. In October, Wisconsin enacted a $1.25 increase, and in November Maryland
enacted a $1.00 increase. These actions pushed the average state excise tax to $1.116 in January
2008. New York State in April 2008 enacted an increase of $1.25 per pack, which will raise the
weighted average excise tax to $1.195. It is expected that other states will also enact increases in
2008 and in future years. Georgia, Kansas, Massachusetts, Pennsylvania, South Carolina, and
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Utah are now considering excise tax increases. In Massachusetts, the House of Representatives
has approved an increase of $1.00 per pack. Although California voters rejected a ballot initiative
on November 7, 2006 that would have raised the tax from $0.87 to $3.47 per pack, California
lawmakers have introduced a bill which would raise the tax by $2.00 per pack.

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

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 29 states and a number of large cities. In
1998, California imposed a comprehensive smoking ban for all indoor workplaces, including
restaurants and bars. Delaware followed suit in 2002, and in 2003, Connecticut, Maine, New
York, and Florida passed similar comprehensive bans, as did the cities of Boston and Dallas.
Since then, Arizona, Arkansas, Colorado, the District of Columbia, Hawaii, Illinois, Iowa,
Louisiana, Maryland, Massachusetts, Minnesota, Montana, Nebraska, Nevada, New Hampshire,
New Jersey, New Mexico, Ohio, Oregon, Rhode Island, Tennessee, Utah, Vermont, Washington,
and Puerto Rico established similar bans, as did the cities of Baltimore, Chicago, Houston, and
Philadelphia. The New Mexico, Washington State and Chicago restrictions are stronger than
those in other states as they include a ban on outdoor smoking within 25 feet of the entrances of
restaurants and other public places. It is expected that these restrictions will continue to
proliferate. For example, in 2008, at least § states, Alabama, Kansas, Michigan, Missouri, North
Carolina, Pennsylvania, South Carolina and Tennessee, are considering legislation which would
enact comprehensive bans.

The American Nonsmokers’ Rights Foundation documents clean indoor air ordinances by
local governments throughout the U.S. As of April 1, 2008, there were 2,791 municipalities with
local laws that restrict where smoking is allowed, including 1,242 municipalities that restrict
smoking in one or more outdoor areas. Of these, 554 local governments required workplaces to
be 100% smoke free, and 100% smoke free conditions were required for restaurants by 522
governments, and for bars by 393. The number of such ordinances grew rapidly beginning in the
1980s, from less than 200 in 1985 to over 1,000 by 1993, and 1,500 by 2001. The ordinances
completely restricting smoking in restaurants and bars have generally appeared in the past decade.
In 1993 only 13 municipalities prohibited all smoking in restaurants, and 6 in bars. These
numbers grew to 49 for restaurants and 32 for bars in 1998, and doubled again by 2001, to 100
and 74, respectively.

The first extensive outdoor smoking restrictions were instituted in March 2006 in
Calabasas, California. The City of Oakland and California municipalities of Belmont, Beverly
Hills, Dublin, El Cajon, Emeryville and Santa Monica have also established extensive outdoor
restrictions, as have Davis County and the City of Murray in Utah. Burbank, California, is
expected to follow suit. In the most restrictive version to date, the California cities, Belmont, and
Calabasas have approved ordinances which restrict smoking anywhere in the city except for
single-family detached homes. Many landlords and condominium associations have also
established smoke-free apartment policies. The Massachusetts Department of Public Health is
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conducting a survey of landlords, tenants, and condominium associations to assess the feasibility
of making residences smoke-free.

In the past year, San Diego City and Los Angeles, Santa Cruz and San Mateo Counties
have banned smoking at beaches and parks, joining over 30 other Southern California cities in
prohibiting smoking on the beach. The beach restrictions may soon become statewide. Chicago
approved beach and parkground smoking restrictions in October 2007. Sarasota County and
Boca Raton, Florida have banned smoking on their beaches, and Nassau County, New York and
Volusia County, Florida are also considering park and beach bans. At least 43 colleges
nationwide now prohibit smoking everywhere on campus. California, Illinois, Michigan and
Nevada have banned smoking in state prisons. Arkansas, California, Louisiana, Maine, Puerto
Rico, Texas and Rockland County, New York now prohibit smoking in a car where there are
children present, and similar legislation has been proposed in Arizona, California, Connecticut,
[llinois, Indiana, lowa, Kansas, Massachusetts, Montana, New Jersey, New York, Oregon, Rhode
Island, South Carolina, Utah and West Virginia.

In June 2006, the Office of the Surgeon General released a report, “The Health
Consequences of Involuntary Exposure to Tobacco Smoke.” It is a comprehensive review of
health effects of involuntary exposure to tobacco smoke. It concludes definitively that
secondhand smoke causes disease and adverse respiratory effects. It also concludes that policies
creating completely smoke-free environments are the most economical and efficient approaches
to providing protection to non-smokers. On September 18, 2007, the Office of the Surgeon
General released the report, “Children and Secondhand Smoke Exposure,” which concludes that
many children are exposed to secondhand smoke in the home and that establishing a completely
smoke-free home is the only way to eliminate secondhand smoke exposure in that setting. These
reports are expected to strengthen arguments in favor of further smoking restrictions across the
country. Further, the California Environmental Protection Agency Air Resources Board declared
environmental tobacco smoke to be a toxic air contaminant in 2006.

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

No assurance can be given that future 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 could have a material adverse effect
on the payments by PMs under the MSA, could lead to a decrease in the market value and/or the
liquidity of the Series 2008 Bonds (even prior to the Series 2008 Crossover Date), could have a
material adverse effect on the amount and/or timing of Pledged TSRs available to the Trust and
could result in an extension of the Series 2008 Crossover Date. See “CERTAIN
INFORMATION RELATING TO THE DOMESTIC TOBACCO INDUSTRY-Regulatory
Issues” herein.

Other Potential Payment Decreases Under the Terms of the MSA

Adjustments to MSA Payments. The MSA provides that the amounts payable by the PMs
are subject to numerous adjustments, offsets and recalculations, some of which are material.
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Such adjustments, offsets and recalculations, could reduce the Pledged TSRs available to the
Trust below the respective amounts required to pay principal or Accreted Value of the Series
2008 Bonds and could lead to a decrease in the market value and/or the liquidity of the Series
2008 Bonds, which in certain circumstances could lead to a complete loss of a Bondholder’s
investment. Both the Settling States and one or more of the PMs are disputing or have disputed
the calculations of some of the Initial Payments for the years 2000 through 2003, and some
Annual Payments for the years 2000 through 2008. No assurance can be given as to the
magnitude of the adjustments that may result upon resolution of those disputes. Any such
adjustments could trigger the Offset for Miscalculated or Disputed Payments. For additional
information regarding the MSA and the payment adjustments, see “SUMMARY OF THE
MASTER SETTLEMENT AGREEMENT” herein.

The assumptions used to project Collections (the source of the payments on the Series
2008 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 Other Factors. The assumptions used to project
Collections and structure the Series 2008 Bonds contemplate declining consumption of cigarettes
in the U.S. combined with a static relative market share of 5.14% 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 Fund Payments by the PMs due to application of the
Volume Adjustment, even for Settling States (including the Commonwealth) that have adopted
enforceable Qualifying Statutes and are diligently enforcing such statutes and are thus exempt
from the NPM Adjustment. One SPM has introduced a cigarette with reportedly no nicotine. If
consumers used this product to quit smoking, it could reduce the size of the cigarette market. The
capital costs required to establish a profitable cigarette manufacturing facility are relatively low,
and new cigarette manufacturers, whether SPMs or NPMs, are less likely than OPMs to be
subject to frequent litigation.

The Model Statute in its original form had required each NPM to make escrow deposits
approximately in the amount that the NPM would have had to pay had it been a PM, but entitled
the NPM to a release, from each Settling State in which the NPM had made an escrow deposit, of
the amount by which the escrow deposit exceeds that Settling State’s allocable share of the total
payments that the NPM would have been required to make had it been a PM. At least 44 Settling
States, including the Commonwealth, have enacted, and other states are considering enacting,
legislation that amends this provision in their Model/Qualifying Statutes, by eliminating the
reference to the allocable share and limiting the possible release an NPM may obtain to the excess
above the total payment that the NPM would have paid had it been a PM (so called “Allocable
Share Release Legislation”). The National Association of Attorneys General (“NAAG”) has
endorsed these legislative efforts. A majority of the PMs, including all OPMs, have indicated
their agreement in writing that in the event a Settling State enacts legislation substantially in the
form of the Allocable Share Release Legislation, such Settling State’s previously enacted Model

The aggregate market share of NPMs utilized in the Collection Methodology and Assumptions may differ
materially from the market share information utilized by the MSA Auditor when calculating the NPM
Adjustments.
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Statute or Qualifying Statute will continue to constitute a Model Statute or Qualifying Statute
within the meaning of the MSA. Following a challenge by NPMs, the U.S. District Court for the
Southern District of New York in September 2004 enjoined New York from enforcing its
Allocable Share Release Legislation. NPMs are also currently challenging Allocable Share
Release Legislation in the states of California, Arkansas, Kansas, Kentucky, Louisiana,
Oklahoma, and Tennessee. It is possible that NPMs will challenge such legislation in other
states. See “—Litigation Challenging the MSA, the Qualifying Statutes and Related
Legislation” herein. To the extent that either: (1) other jurisdictions do not enact or enforce
Allocable Share Release Legislation; or (2) a jurisdiction’s Allocable Share Release Legislation is
invalidated, NPMs could concentrate sales in such jurisdiction to take advantage of the absence of
Allocable Share Release Legislation by limiting the amount of its escrow payment obligations to
only a fraction of the payment it would have been required to make had it been a PM. Because
the price of cigarettes affects consumption, NPM cost advantage is one of the factors that has
resulted and could continue to result in increases in market share for the NPMs.

A significant loss of market share by PMs to NPMs could have a material adverse effect
on the payments by PMs under the MSA, could lead to a decrease in the market value and/or the
liquidity of the Series 2008 Bonds, could have a material adverse effect on the amount and/or
timing of Pledged TSRs available to the Trust and could result in an extension of the Series 2008
Crossover Date. See “SUMMARY OF THE MASTER SETTLEMENT AGREEMENT-
Adjustments to Payments” and “TOBACCO CONSUMPTION REPORT” herein.

NPM Adjustment

Description of the NPM Adjustment. The NPM Adjustment, measured by domestic sales
of cigarettes by NPMs, operates in certain circumstances to reduce the payments of the PMs
under the MSA in the event of losses in market share to NPMs during a calendar year as a result
of the MSA. Three conditions must be met in order to trigger an NPM Adjustment for one or
more Settling States: (1) a Market Share Loss (as defined in the MSA) for the applicable year
must exist, which means that the aggregate market share of the PMs in any year must fall more
than 2% below the aggregate market share held by those same PMs in 1997 (a condition that has
existed for every year since 2000); (2) a nationally recognized firm of economic consultants must
determine that the disadvantages experienced as a result of the provisions of the MSA were a
significant factor contributing to the market share loss for the year in question; and (3) the
Settling States in question must be found to not have diligently enforced their Qualifying
Statutes.” The Settling States and the PMs selected The Brattle Group in May 2004 as current
economic consultants responsible for making the significant factor determinations for sales years
2003-2005. A new economic consultant will be selected jointly by the Settling States and the
PMs for the 2006 significant factor determination.

Application of the NPM Adjustment. The entire NPM Adjustment is ultimately applied
to a subsequent year’s Annual Payment and Strategic Contribution Fund Payment due to those
Settling States: (1) that have been found to have not diligently enforced their Qualifying Statutes
throughout the year; or (2) that have enacted a Model Statute or Qualifying Statute that is
declared invalid or unenforceable by a court of competent jurisdiction. The 1997 market share
percentage for the PMs, less 2%, is defined in the MSA as the “Base Aggregate Participating
Manufacturer Market Share.” If the PMs’ actual aggregate market share is between 0% and

s

The NPM Adjustment does not apply at all if the number of cigarettes shipped in or to the United States in the
year prior to the year in which the payment is due by all manufacturers that were PMs prior to December 7, 1998
exceeds the number of cigarettes shipped in or to the United States by all such PMs in 1997.
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16%% less than the Base Aggregate Participating Manufacturer Market Share, the amounts paid
by the PMs would be decreased by three times the percentage decrease in the PMs’ actual
aggregate market share. If, however, the PMs’ market share loss is greater than 16%:%, then the
NPM Adjustment will equal 50% plus an amount determined by formula as set forth in the
footnote below.”

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

Regardless of how the NPM Adjustment is calculated, it is always subtracted from the
total Annual Payments and Strategic Contribution Fund Payments due from the PMs and then
ultimately allocated on a Pro Rata (as defined in the MSA) basis only among those Settling
States: (1) that have been proven to have not diligently enforced their Qualifying Statute; or (2)
that have enacted a Model Statute or Qualifying Statute that is declared invalid or unenforceable
by a court of competent jurisdiction.”” However, the practical effect of a decision by a PM to
claim an NPM Adjustment for a given year and pay its portion of the amount of such claimed
NPM Adjustment into the Disputed Payments Account, or withhold payment of such amount,
would be to reduce the payments to all Settling States on a pro rata basis until, for any particular
Settling State, a resolution is reached regarding the diligent enforcement dispute for such state for
such year or until, for all Settling States, a global settlement is reached for all such disputes for
such year. If the PMs make a claim for an NPM Adjustment for any particular year and the
Commonwealth is determined to be one of a few states (or the only state) not to have diligently
enforced its Model Statute or Qualifying Statute in such year, the amount of the NPM Adjustment
applied to the Commonwealth in the year following such determination could be as great as the
amount of Annual Payments and Strategic Contribution Fund Payments that could otherwise have
been received by the Commonwealth in such year, and could have a material adverse effect on
the amount and/or timing of Pledged TSRs available to the Trust and could result in an extension
of the Series 2008 Crossover Date. In the view of the Secretary of Justice of the Commonwealth,
the Commonwealth has been and is diligently enforcing its Model Statute. The Commonwealth
has also covenanted in the Act to diligently enforce its Model Statute.

Settlement of Calendar 1999 through 2002 NPM Adjustment Claims. In June 2003, the
OPMs and the Settling States settled all NPM Adjustment claims for the years 1999 through
2002, subject, however, under limited circumstances, to the reinstatement of an OPM’s right to an
NPM Adjustment for the years 2001 and 2002. In connection therewith, the OPMs and the
Settling States agreed prospectively that OPMs claiming an NPM Adjustment for any year will
not make such a deposit into the Disputed Payments Account or withhold payment with respect
thereto unless and until the selected economic consultants determine that the disadvantages of the
MSA were a significant factor contributing to the market share loss giving rise to the alleged
NPM Adjustment. If the selected economic consultants make such a “significant factor”
determination regarding a year for which one or more OPMs have claimed an NPM Adjustment,
such OPMs may, in fact, either make a deposit into the Disputed Payments Account or withhold

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

NPM Adjustment = 50% +
[50% / (Base Aggregate Participating Manufacturer Market Share — 16%:%)]
x [market share loss — 16%%)]
If a court of competent jurisdiction declares a Settling State’s Qualifying Statute to be invalid or unenforceable,

then the NPM Adjustment for such state is limited to no more, on a yearly basis, than 65% of the amount of such
state’s allocated payment.

ok
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payment reflecting the claimed NPM Adjustment. See “SUMMARY OF THE MASTER
SETTLEMENT AGREEMENT-Adjustments to Payments” herein.

The Commonwealth has indicated that the 2005 Annual Payments by the OPMs were
made without a diversion of any portion thereof into the Disputed Payments Account for the
Settling States. According to the Commonwealth, however, it has been reported that 11 SPMs
paid approximately $84 million of their 2005 Annual Payments into the Disputed Payments
Account for the Settling States as a result of alleged disputes, including disputes related to NPM
Adjustments. Unlike the OPMs, the SPMs had not agreed, as part of their settlement of calendar
1999 through 2002 NPM Adjustment Claims, to await the finding of a significant factor
determination before taking such action. Of this $84 million, approximately $44 million
represented payments by six SPMs relating to cigarettes sold in 2003. Following litigation
brought by the State of New York challenging such actions, the six SPMs released such $44
million to the Settling States. Such release of money, however, does not represent final
settlement of any alleged disputes. In addition, more than $18 million due from various SPMs
was withheld on April 15, 2005.

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

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

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

In their April 18, 2006 statement, the co-chairs of the NAAG Tobacco Committee
restated that the Settling States believe that no NPM Adjustment would be found to apply and,
thus, the Settling States are entitled to receive the full payment due under the MSA. They stated
that each Settling State has enacted a Model Statute, that the Settling States all believe they have
diligently enforced their Model Statute, and that they will ultimately receive the money in
dispute. The statement further stated that the issues of diligent enforcement are not subject to
arbitration and will be litigated in the courts of each Settling State. Many of the Settling States
have initiated legal action in their state courts to ensure full payment. On September 13, 20006,
Reynolds American and certain other PMs sent letters to the Settling States that had not yet
objected to arbitration of the NPM Adjustment or that had not yet filed legal proceedings relating
to the dispute regarding a claimed NPM Adjustment for 2003 in their respective state courts.
These letters stated that unless the Settling States indicated otherwise, it would be assumed that
these Settling States would not object to such arbitration. All but one of the Settling States that
received these letters responded that they would not agree to submit the dispute to arbitration and
would oppose any effort to compel arbitration of the dispute. PMs have filed motions in the
courts of each of these Settling States (except certain of the Territories) to compel arbitration.

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

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

Calendar 2005 NPM Adjustment. The PMs have reported that the Brattle Group on
February 7, 2008 made its final “significant factor” determination to the effect that the
disadvantages experienced as a result of the MSA were a “significant factor” contributing to the
Market Share Loss for calendar year 2005. The Brattle Group determined that the MSA was a
significant factor in explaining 3.9% points of a 5.6% point market share loss experienced by the
PMs. On April 15, 2008, Philip Morris reported that it made its full $4 billion payment, which
amount includes approximately $156 million that Philip Morris disputes it owes by operation of
the calendar 2005 NPM Adjustment. On April 15, 2008, Reynolds American made its full $2.251
billion payment and paid approximately $431 million of its 2008 annual payment into the
Disputed Payments Account based on a claim of entitlement to an NPM Adjustment for 2005.
There is no certainty that the PMs will ultimately receive any calendar year 2005 NPM
Adjustment. If the PMs do receive such an adjustment, the adjustment may be applied as a credit
against future MSA payments and would be allocated among the PMs pursuant to the MSA’s
provisions for allocation of the NPM Adjustment among the PMs.

Resolution of Diligent Enforcement Disputes. As previously noted, any Settling State
that adopts, maintains and diligently enforces its Qualifying Statute is exempt from the NPM
Adjustment. The Commonwealth has adopted the Model Statute (which is a Qualifying Statute
under the MSA). No provision of the MSA, however, attempts to define what activities, if
undertaken by a Settling State, would constitute diligent enforcement. Furthermore, the MSA
does not explicitly state which party bears the burden of proving or disproving whether a Settling
State has diligently enforced its Qualifying Statute, or whether any diligent enforcement dispute
would be resolved in state courts or through arbitration. As of March 5, 2008, 47 of 48 state
courts that have thus far considered the issue of whether a diligent enforcement dispute should be
resolved in state courts or through arbitration have held in favor of the arbitration process.
Thirty-three states have final orders compelling arbitration and 12 states have orders to compel
arbitration that are at various stages of appellate review, including writs and appeals. Some of
these courts have suggested that such an arbitration proceeding should be before a single national
panel. On June 7, 2007, the North Dakota Supreme Court reversed the decision of the lower
court and ruled that a diligent enforcement dispute should be resolved through arbitration. On the
other hand, on May 31, 2007, a Louisiana trial court has concluded that such a dispute is not
subject to arbitration. Certain of these decisions are the subject of appeals and, because the time
period for taking appeals has not yet expired in all cases, further appeals can be expected. The
Commonwealth’s proceeding against the PMs has resulted in a final decision that its diligent
enforcement dispute should be resolved through arbitration. The trial court judge in a similar
proceeding by the State of New York has ruled that the State of New York is entitled to its own,
separate arbitration on its diligent enforcement dispute with the PMs. The PMs have appealed the
state court ruling approving a New York-specific arbitration and instead are seeking to have a
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single nationwide arbitration panel to determine a resolution of the diligent enforcement dispute
between the PMs and all Settling States. As of February 16, 2008, 19 Settling States, not
including the Commonwealth, had reportedly agreed to a multi-state arbitration.

The MSA provides that arbitration, if required by the MSA, will be governed by the
United States Federal Arbitration Act. The decision of an arbitration panel under the Federal
Arbitration Act may only be overturned under limited circumstances, including a showing of a
manifest disregard of the law by the panel. At the present time, there are hearings pending in
many other states regarding whether arbitration is the appropriate forum for these disputes. The
Attorney Generals of the Settling States continue to believe that the court in each Settling State
that retains continuing jurisdiction over the MSA should make the determination as to diligent
enforcement of such state’s Qualifying Statute. Regardless of the forum in which a diligent
enforcement dispute is heard, no assurance can be given as to how long it will take to resolve
such a dispute with finality.

Effect of Complementary Legislation. At least 45 of the Settling States, including the
Commonwealth, have passed legislation (often termed “Complementary Legislation™) to further
ensure that NPMs are making required escrow payments under the Qualifying Statutes. Pursuant
to the Commonwealth’s Complementary Legislation, any tobacco products manufacturer that
sells cigarettes in the Commonwealth, be it directly or through a distributor, retailer or
intermediary similar to other intermediaries, is required to certify annually that it is either (a) a
PM or (b) an NPM and is in full compliance with the Commonwealth’s Model Statute, including
the payment of the quarterly partial payments required under the Commonwealth’s Model
Statute. The Secretary of the Treasury shall prepare an official list including all tobacco products
manufacturers that have submitted the updated and true certified forms pursuant to the
Commonwealth’s Model Statute and of all the families of brands included in such certification.
No natural or juridical person, including any tobacco products manufacturer, may sell cigarettes
to consumers in the Commonwealth unless such tobacco product manufacturer is included in the
then current official list. Any cigarettes that have been sold, offered for sale or possessed in the
Commonwealth in violation of Complementary Legislation shall be deemed contraband and
subject to seizure and confiscation.

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

Conclusion. Future NPM Adjustment claims remain possible for calendar year 2006, and

all future years. In addition, the “diligent enforcement” exemption afforded a Settling State is
based on actual enforcement efforts for the calendar year preceding each Annual Payment, and
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could be disputed by a PM even after the final resolution of a diligent enforcement dispute related
to a prior year. If the other preconditions to an NPM Adjustment exist for a given year, disputes
regarding diligent enforcement for such year may be expected if the market share of the NPMs
results in an NPM Adjustment that, absent the protection of the Qualifying Statutes, would apply.

Future NPM Adjustments could be as large as, or larger than, the reported potential $1.2
billion calendar 2003 NPM Adjustment and $1.14 billion calendar 2004 NPM Adjustment.
Although a Settling State that diligently enforces its Qualifying Statute is exempt from the NPM
Adjustment, many procedural uncertainties, as described above, still remain regarding the
resolution of a dispute regarding diligent enforcement. A decision by the PMs to pay the amount
of a claimed NPM Adjustment into the Disputed Payments Account or to withhold payment of
such an amount pending the resolution of the dispute could lead to a decrease in the market value
and/or the liquidity of the Series 2008 Bonds (even prior to the Series 2008 Crossover Date) and
could have a material adverse effect on the amounts of Pledged TSRs available to the Trust to
make Turbo Redemption Payments and other payments on the Series 2008 Bonds during such
period. Should a PM be determined with finality to be entitled to an NPM Adjustment in a future
year due to an absence of diligent enforcement by the Commonwealth of its Model Statute, the
application of the NPM Adjustment could lead to a decrease in the market value and/or the
liquidity of the Series 2008 Bonds (even prior to the Series 2008 Crossover Date), could also
have a material adverse effect on the amount and/or timing of Pledged TSRs available to the
Trust and could result in an extension of the Series 2008 Crossover Date.

Altria has reported that a resolution of the NPM Adjustment disputes for the calendar
years 2003, 2004 and 2005 are unlikely to occur prior to late 2008. Settlement discussions are
currently ongoing between the Attorneys General of the Settling States and the OPMs in an
attempt to effect a national settlement of both outstanding and subsequent NPM Adjustment
claims, with the goal of replacing the current NPM Adjustment dispute resolution methodology
with one that is more predictable and less subjective. Any such settlement in a given Settling
State would have to be approved by such Settling State. Pursuant to the Act, the Commonwealth
has covenanted not to amend the MSA in any manner that may materially alter the rights of
Bondholders. See “Disputed or Recalculated Payments” below. The structuring assumptions
for the Series 2008 Bonds do not include any NPM Adjustments, nor do they include
withholdings or Disputed Payment Account deposits relating to PM claims of entitlement to NPM
Adjustments or any settlement of NPM Adjustment claims. See “SUMMARY OF BOND
STRUCTURING ASSUMPTIONS AND AMORTIZATION?” herein.

Disputed or Recalculated Payments and Disputes under the Terms of the MSA.
Miscalculations or recalculations by the MSA Auditor or disputed calculations by any of the
parties to the MSA, such as those described above under “NPM Adjustment,” have resulted and
could in the future result in offsets to, or delays in disbursements of, payments to the Settling
States pending resolution of the disputed item in accordance with the provisions of the MSA. By
way of example, on August 30, 2004, one of the SPMs (Liggett) announced that it had notified
the attorneys generals of 46 states that it intended to initiate proceedings against the attorneys
general for violating the terms of the MSA. It alleged that the attorneys general violated its rights
and the MSA by extending unauthorized favorable financial terms to Miami-based Vibo
Corporation d/b/a General Tobacco when, on August 19, 2004, the attorneys general entered into
an agreement with General Tobacco allowing it to become an SPM. General Tobacco imports
discount cigarettes manufactured in Colombia, South America. In the notice sent to the attorneys
general, Liggett indicated that it would seek to enforce the terms of the MSA, void the agreement
with General Tobacco and enjoin the Settling States and NAAG from listing General Tobacco as
a PM on their websites. On August 18, 2005, Liggett and an additional four SPMs filed a motion
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to enforce the MSA in Kentucky. The Commonwealth of Kentucky filed its opposition, and the
SPMs replied. General Tobacco intervened in the case and filed its opposition to the other SPMs’
motion. The SPMs replied, and a hearing was held on the issue on November §, 2005. On
January 26, 2006 the court upheld the agreement by which General Tobacco became an SPM. An
appeal was filed to the Kentucky Court of Appeals on February 14, 2006, and oral arguments
were heard in March 2006. The Kentucky Court of Appeals, on August 24, 2007, upheld a lower
court decision denying a motion that sought to void the 2004 Agreement that permitted General
Tobacco to join the MSA.

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 Fund Payments. The diversion of disputed payments to the Disputed Payments
Account, the withholding of all or a portion of any disputed amounts or the application of offsets
against future payments could lead to a decrease in the market value and/or the liquidity of the
Series 2008 Bonds (even prior to the Series 2008 Crossover Date), could also have a material
adverse effect on the amount and/or timing of Pledged TSRs available to the Trust and could lead
to an extension of the Series 2008 Crossover Date. Amounts held in the Disputed Payments
Account could be released to those Settling States which, in the future, are found to have
diligently enforced their Model Statutes, or pursuant to a settlement of the disputes among the
Settling States and the PMs. Such a release could cause the Series 2008 Crossover Date to occur
earlier than projected herein. The structuring assumptions for the Series 2008 Bonds do not
factor in an offset for miscalculated or disputed payments or any release of funds currently held in
the Disputed Payments Account. See “SUMMARY OF THE MASTER SETTLEMENT
AGREEMENT-Adjustments to Payments—Offset for Miscalculated or Disputed Payments”
herein.

On June 3, 2005, the State of California filed an application in San Diego County
Superior Court seeking an enforcement order against Bekenton USA, Inc. (“Bekenton”), to
compel Bekenton to comply with its full payment obligations under the MSA. On June 29, 2005,
Bekenton filed a motion to file a suit, alleging that the State of California breached the Most
Favored Nation (“MFN”) provisions of the MSA by allowing three other SPMs (Farmer’s
Tobacco Co., General Tobacco, and Premier Manufacturing Incorporated) to join the MSA under
more favorable terms. In a tentative ruling dated November 1, 2005, the Superior Court granted
Bekenton’s motion to file suit based on this allegation. In its initial complaint, Bekenton had
further alleged that: (1) California’s agreements with Farmer’s Tobacco, General Tobacco and
Premier (the “Three Agreements”), which required them to make certain back payments (as
required by the MSA) as a precondition to joining the MSA, permitted such back payments to be
made on an extended time frame; and (2) this time frame effectively “relieved” Farmer’s
Tobacco, General Tobacco and Premier of certain payment obligations as PMs. Bekenton
claimed that it was entitled to a similar relief under another clause of the MSA (the “Relief
Clause”), which requires that if any PM is relieved of a payment obligation, such relief becomes
applicable to all of the PMs. In its November 1, 2005 tentative ruling, the Superior Court denied
Bekenton’s motion to file suit under the Relief Clause, ruling that: (1) because the Three
Agreements were preconditions to allowing Farmer’s Tobacco, General Tobacco and Premier to
become PMs, these companies were not “PMs” for purposes of the Relief Clause; and (2) even if
Farmer’s Tobacco, General Tobacco and Premier are PMs for purposes of the Relief Clause, the
payment schedules in the Three Agreements did not relieve them of any obligations. On March
15, 2006, the Superior Court adopted the November 1, 2005 tentative ruling as its final order.
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Bekenton is involved in similar disputes in Kentucky and lowa. In the Kentucky case,
Bekenton failed to make its full MSA payment of approximately $7.7 million in April 2005, and,
instead, paid only $198,000, less than 3% of the total payment due. The Commonwealth of
Kentucky commenced an action against Bekenton in which Bekenton claimed that under the
Relief Clause it was entitled to reduce its payment as a consequence of Kentucky’s agreement
with General Tobacco, which was similar to the agreement described above between the State of
California and General Tobacco. On April 14, 2006, the court dismissed Bekenton’s claim for a
reduction, holding that the Relief Clause was not applicable since the General Tobacco agreement
did not relieve General Tobacco of any payment obligations.

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

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

Other Risks Relating to the MSA and Related Statutes

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

Amendments, Waivers and Termination. As a settlement agreement between the PMs and
the Settling States, the MSA is subject to amendment in accordance with its terms, and may be
terminated upon consent of the parties thereto.  Parties to the MSA, including the
Commonwealth, may waive the performance provisions of the MSA. The Trust is not a party to
the MSA; accordingly, the Trust has no right to challenge any such amendment, waiver or
termination. While the economic interests of the Commonwealth and the Bondholders will
presumably 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
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Trust’s ability to make payments to the Bondholders. The Commonwealth has agreed, pursuant
to the Act, that it shall not amend the MSA in a way that may materially alter the rights of the
Bondholders. See “SUMMARY OF THE MASTER SETTLEMENT AGREEMENT-
Amendments and Waivers” herein.

Reliance on Commonwealth Enforcement of the MSA and Commonwealth
Non-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
agreed, pursuant to the Act, to defend the rights of the Trust to receive the Pledged TSRs up to
the maximum allowed by the MSA; however, no assurance can be given that the Commonwealth
will enforce any particular provision of the MSA. Failure to do so may 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 2008 Bonds. In that event, the Bondholders, the Trustee
or the Trust may assert claims based on contractual, fiduciary or constitutional rights, but no
prediction can be made as to the disposition of such claims. See “LEGAL
CONSIDERATIONS?” herein.

Bankruptcy of a PM May Delay, Reduce, or Eliminate Payments of Pledged TSRs

The only significant source of payment for the Bonds is the Pledged TSRs that are paid
by the PMs. Therefore, if one or more PMs were to become a debtor in a case under Title 11 of
the United States Code (the “Bankruptcy Code”), there could be delays in or reductions or
elimination of payments on the Series 2008 Bonds, and Bondholders and beneficial owners of the
Series 2008 Bonds could incur losses on their investments. Philip Morris, by way of example,
prior to the resolution of the dispute in the Price case in Illinois in the spring of 2003 over the size
of the required appeal bond, had publicly stated that it would not have been possible for it to post
the $12 billion bond initially ordered by the trial judge. Philip Morris also publicly stated at that
time that there was a risk that immediate enforcement of the judgment would force a bankruptcy.
Certain SPMs, including Cutting Edge Enterprises, Inc. and Carolina Tobacco Company have
filed for bankruptcy relief. In the case of Cutting Edge Enterprises Inc. v. National Association
of Attorneys General, several state attorneys general were defendants in an action in federal court
in the Southern District of New York where Cutting Edge, a PM, sought to cause the National
Association of Attorneys General and the respective states to list the PM’s brands which had been
purchased from a NPM on their respective web sites, alleging that their refusal to do so violates
federal antitrust laws, the Commerce Clause, and laws prohibiting tortious interference with
business relations. The court dismissed this case on March 6, 2007 for lack of personal
jurisdiction and the appeal period has expired. Having filed a voluntary petition in bankruptcy on
April 16, 2007, Cutting Edge as debtor-in-possession has filed similar claims that are now
pending against the same defendants in the U.S. Bankruptcy Court for the Middle District of
North Carolina. In the bankruptcy case of Carolina Tobacco Company, the court temporarily
stayed the enforcement of the states’ claims against Carolina Tobacco Company and required that
it not be eliminated from the states’ Attorney General’s list of approved manufacturers. The
bankruptcy court has given Carolina Tobacco Company an extension of time to make its past due
and current NPM Payments.

In the event of the bankruptcy of a PM, unless approval of the bankruptcy court is
obtained, the automatic stay provisions of the Bankruptcy Code could prevent any action by the
Commonwealth, the Trust, the Trustee, the Bondholders, or the beneficial owners of the Series
2008 Bonds to collect any Pledged TSRs or any other amounts owing by the bankrupt PM. In
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addition, even if the bankrupt PM wanted to continue paying Pledged Tobacco Assets, 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 determined in a
bankruptcy case to be an “executory contract” under the Bankruptcy Code, the bankrupt PM may
be able to repudiate the MSA and stop making payments under it. Furthermore, payments
previously made to the Bondholders or the beneficial owners of the Bonds could be avoided as
preferential payments, so that the Bondholders and the beneficial owners of the Bonds would be
required to return such payments to the bankrupt PM. Also, the bankrupt PM may have the
power to alter the terms of its payment obligations under the MSA without the consent, and even
over the objection of the Commonwealth, the Trust, the Trustee, the Bondholders, or the
beneficial owners of the Bonds. Finally, while there are provisions of the MSA that purport to
deal with the situation when a PM goes into bankruptcy (including provisions regarding the
termination of that PM’s obligations — see “SUMMARY OF THE MASTER SETTLEMENT
AGREEMENT-Termination of Agreement”), such provisions may be unenforceable. There
may be other possible effects of a bankruptcy of a PM that could result in delays or reductions or
elimination of payments to the Bondholders or the beneficial owners of the Bonds. Regardless of
any specific adverse determination in a PM bankruptcy proceeding, the fact of a PM bankruptcy
proceeding could have an adverse effect on the timing of receipt, amount and value of the
Pledged TSRs, could result in an extension of the Series 2008 Crossover Date and thus could
have an adverse effect on the liquidity and value of the Series 2008 Bonds (even prior to the
Series 2008 Crossover Date). For a further discussion of certain bankruptcy issues, see “LEGAL
CONSIDERATIONS?” herein.

Uncertainty as to Timing of Turbo Redemption

No assurance can be given as to the timing of the Series 2008 Crossover Date or the
timing of Turbo Redemption Payments with respect to the Series 2008 Bonds. No assurance can
be given that actual cigarette consumption in the United States during the term of the Series 2008
Bonds will be as assumed, or that the other assumptions underlying the Series 2008 Bond
Structuring Assumptions, as defined herein, 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 Series 2008 Bond Structuring
Assumptions, the amount of Collections available to make Turbo Redemption Payments will be
affected and the resulting weighted average lives of the Series 2008 Bonds will vary. Any
reinvestment risks from faster amortization or extension risks from slower amortization of the
Series 2008 Bonds than anticipated will be borne entirely by the Holders of the Series 2008
Bonds. See “SUMMARY OF BOND STRUCTURING ASSUMPTIONS AND
AMORTIZATION” herein. In addition, future increases in the rate of inflation above 3% per
annum in the absence of other factors would materially shorten the life of the Series 2008 Bonds.
No assurance can be given that these structuring assumptions, upon which the projections of the
Series 2008 Bonds’ Turbo Redemption Payments are based, will be realized. The ratings of the
Series 2008 Bonds address the payment of Accreted Value of the Series 2008 Bonds by their
respective Maturity Dates.

Subordinate Nature of the Series 2008 Bonds

No payments will be made with respect to any Series 2008A Bond until all Series 2002
Bonds and Series 2005 Bonds, or any Bonds issued to refund Series 2002 Bonds or Series 2005
Bonds, have been paid in full, and no payments will be made with respect to any Series 2008B
Bond until all Series 2008A Bonds have been paid in full. Until the Series 2008 Crossover Date,
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the Series 2008 Bonds will not be deemed Outstanding under the Indenture for purposes of the
flow of revenues, Events of Default and remedies.

Bonds Secured Solely by the Collateral

The Series 2008 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 2008 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 2008 Bonds. The Trust’s only source of funds for payments on the Series
2008 Bonds is the Collections and amounts on deposit in pledged funds and accounts pursuant to
the Indenture. The Trust has no taxing power. Investors in the Series 2008 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 2008 Bonds; Price Volatility

There is currently a limited secondary market for securities such as the Series 2008
Bonds. The Underwriters are under no obligation to make a secondary market. There can be no
assurance that a secondary market for the Series 2008 Bonds will develop, or if a secondary
market does develop, that it will provide Bondholders with liquidity or that it will continue for the
life of the Series 2008 Bonds. Tobacco settlement securitization bonds generally have also
exhibited greater price volatility than traditional municipal bonds. Any purchaser of the Series
2008 Bonds must be prepared to hold such securities for an indefinite period of time or until
redemption or final payment thereof.

No Current Interest

The Series 2008 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 the Rating of the Series 2008 Bonds; Reduction, Suspension or
Withdrawal of a Rating

Any rating assigned to the Series 2008 Bonds by a Rating Agency will reflect such
Rating Agency’s assessment of the likelihood of the payment of the maturity value of such Bonds
by their Maturity Date. Any such rating will not address the likelihood that the Turbo
Redemption Payments will be made according to the projected Turbo Redemption schedule. The
ratings of the Series 2008 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

33



occur, could adversely affect the availability of a market for, or the market price of, the Series
2008 Bonds.

Fitch’s view of the tobacco industry is a key factor in its ratings of tobacco settlement
securitizations. Fitch recently revised its outlook on the unsecured credit profile of the tobacco
industry from negative to stable.

LEGAL CONSIDERATIONS

The following discussion summarizes some, but not all, of the possible legal issues that
could affect the Series 2008 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 are incomplete summaries of such
opinions and are qualified in their entirety by reference to the actual opinions.

Bankruptcy of a PM

Because the only significant source of payment for the Series 2008 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 the
Bankruptcy Code, there could be delays or reductions in or elimination of payments on the Series
2008 Bonds. See “RISK FACTORS — Bankruptcy of PMs May Delay, Reduce, or Eliminate
Payments” herein.

In the bankruptcy of a PM, the automatic stay provisions of the Bankruptcy Code could
prevent (unless approval of the bankruptcy court was obtained) any action by the Commonwealth,
the Trust, the Trustee, the Bondholders, or the Beneficial 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. Transaction Counsel will render an opinion to the Trust that, subject to all the
assumptions, qualifications, and limitations set forth therein, if a PM were to become the debtor
in a case under the Bankruptcy Code, and the matter were properly briefed and presented to a
federal court with jurisdiction over such bankruptcy case, the court, exercising reasonable
judgment after full consideration of all relevant factors, would hold that the MSA is an
“executory contract” under Section 365 of the Bankruptcy Code. Certain of the assumptions
contained in this opinion will be assumptions that certain facts or circumstances will exist or
occur, and Transaction Counsel can provide no assurance that such facts or circumstances will
exist or occur as assumed in the opinion. This opinion will be based on an analysis of existing
laws and court decisions, and will cover certain matters not directly addressed by such authorities.
There are no court decisions directly on point, there are court decisions that could be viewed as
contrary to the conclusions expressed in the opinion, and the matter is not free from doubt.
Accordingly, no assurance can be given that a particular court would not hold that the MSA is not
an executory contract, thus resulting in delays or reductions in, or elimination of, payments on the
Series 2008 Bonds.

If the MSA is an “executory contract” under the Bankruptcy Code, the bankrupt PM may

be able to repudiate the MSA and stop making payments under it, thus resulting in delays or
reductions in, or elimination of, payments on the Series 2008 Bonds.
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Furthermore, payments previously made to the holders of the Series 2008 Bonds or the
Beneficial Owners could be avoided as preferential payments, so that the Bondholders and the
Beneficial Owners would be required to return such payments to the bankrupt PM. Also, the
bankrupt PM may have the power to alter the terms of its payment obligations under the MSA
without the consent, and even over the objection, of the Commonwealth, the Trust, the Trustee,
the Bondholders, and the Beneficial Owners. Finally, while there are provisions of the MSA that
purport to deal with the situation when a PM goes into bankruptcy, such provisions may be
unenforceable. There may be other possible effects of a bankruptcy of a PM that could result in
delays or reductions in, or elimination of, payments on the Series 2008 Bonds.

MSA Enforceability

Most of the major provisions of the MSA are not severable. If a court materially
modifies, renders unenforceable or finds unlawful any nonseverable provision, the Attorneys
General of the Settling States and the OPMs are required by the MSA to attempt to negotiate
substitute terms. However, if any OPM does not agree to the substitute terms, the MSA would
terminate in all Settling States affected by the court’s ruling. Even if substitute terms are agreed
upon, payments under such terms may be less than payments under the MSA and could reduce
the amount of Pledged TSRs available to make payments on the Series 2008 Bonds.

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

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

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

Qualifying Statute Constitutionality

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

In rendering the opinions described below, Transaction Counsel considered the claims
asserted in the federal and state actions described above under the caption “RISK FACTORS —
Litigation Challenging the MSA, the Qualifying Statutes and Related Legislation” that it believes
are representative of the legal theories that an opponent of the Qualifying Statute would advance
in an attempt to invalidate the Qualifying Statute. Subject to the assumptions and qualifications
set forth below, Transaction Counsel will render an opinion to the Trust that, subject to all the
facts, assumptions and qualifications set forth therein, and although there can be no assurance that
a court applying existing legal principles would not hold otherwise, if the matter were properly
briefed and presented to a court, that a court applying existing legal principles to the facts would
find the Commonwealth’s Model Statute to be constitutional and enforceable and not violative of
the antitrust laws in all material respects under federal and Commonwealth law. In rendering its
opinion, Transaction Counsel will rely upon a letter dated February 7, 2001, from counsel to the
OPMs confirming that the OPMs would not dispute that the Commonwealth’s Model Statute
constitutes a “model statute” under the MSA.

Limitations on Opinions of Counsel

A court’s decision regarding the matters upon which a lawyer is opining would be based
on such court’s own analysis and interpretation of the factual evidence before it and of applicable
legal principles. Thus, if a court reached a result different from that expressed in an opinion, such
as that the MSA is void or voidable or that the Commonwealth’s Model Statute is unenforceable,
it would not necessarily constitute reversible error or be inconsistent with that opinion. An
opinion of counsel is not a prediction of what a particular court (including any appellate court)
that reached the issue on the merits would hold, but, instead, is the opinion of such counsel as to
the proper result to be reached by a court applying existing legal rules to the facts as properly
found after appropriate briefing and argument and, in addition, is not a guarantee, warranty or
representation, but rather reflects the informed professional judgment of such counsel as to
specific questions of law. Opinions of counsel are not binding on any court or party to a court
proceeding. The descriptions of the opinions set forth herein are summaries, do not purport to be
complete and are qualified in their 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 2008 Bonds. In
that event, the Bondholders, the Trustee, or the Trust may assert claims based on contractual,
fiduciary, or constitutional rights, but no prediction can be made as to the disposition of such
claims.

Contractual Remedies. Pursuant to the Act, the Commonwealth has covenanted, among
other things, to defend the Trust’s rights to receive the Pledged TSRs up to the maximum allowed
by the MSA. Thus, if the Commonwealth violates such covenant and agreement so as to impair
the Trust’s right receive the Pledged TSRs, the Trustee, as assignee of the Trust’s rights, could
seek to compel the Commonwealth to honor such covenant.

Constitutional Claims. The Bondholders are further entitled to the benefit of the
prohibitions in the Contract Clause of the United States and Commonwealth Constitutions against
any impairment of the obligation of contracts. This prohibition, although not absolute, is
particularly strong when applied to a jurisdiction’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 Bondholders’ 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.

No Assurance as to the Outcome of Litigation

With respect to all matters of litigation that have been brought and may in the future be
brought against the PMs, or involving the enforceability of the MSA or constitutionality of the
Commonwealth’s Model Statute or the enforcement of the right to the Pledged TSRs or otherwise
filed in connection with the tobacco industry, the outcome of such litigation, in general, cannot be
determined with certainty and depends, among other things, on (i) the issues being appropriately
presented and argued before the courts (including the applicable appellate courts) and (ii) on the
courts, having been presented with such issues, correctly applying applicable legal principles in
reaching appropriate decisions regarding the merits. In addition, the courts may, in their exercise
of equitable jurisdiction, reach judgments based not upon the legal merits but upon a balancing of
the equities among the parties. Accordingly, no assurance can be given as to the outcome of any
such litigation and any such adverse outcome could have a material and adverse impact on the
amounts of Pledged TSRs available to the Trust to make payments on the Series 2008 Bonds.
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Commonwealth and the Trust Not Eligible to Declare Bankruptcy

Transaction Counsel will render an opinion to the Trust that neither the Commonwealth
nor the Trust can be a debtor under any chapter of the United States Bankruptcy Code without an
amendment thereto.

THE SERIES 2008 BONDS

The following summary describes certain terms of the Series 2008 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 2008 Bonds. Copies of the Indenture may be obtained
upon written request to the Indenture Trustee.

It is expected that the Series 2008 Bonds will be delivered in book-entry form through the
facilities of The Depository Trust Company, New York, New York (“DTC”), on or about May 1,
2008 (the “Closing Date”). Individual purchases of beneficial ownership interests in the Series
2008A Bonds may be made in the principal amounts representing $5,000 in Maturity Amount or
any integral multiple thereof. Individual purchases of beneficial ownership interests in the Series
2008B Bonds may only be made in principal amounts representing $100,000 in Maturity Amount
or any integral multiple of $5,000 in Maturity Amount in excess thereof. Beneficial owners of
the Series 2008 Bonds will not receive physical delivery of bond certificates. See “— Book-Entry
Only System” below.

Payments on Maturity Date

The maturity amount of each Series 2008 Bond represents principal and interest accreted
thereon to its Maturity Date and is payable on its Maturity Date. The Maturity Date for the Series
2008A Bonds is May 15, 2057, and the Maturity Date for the Series 2008B Bonds is May 15,
2057. Interest on the Series 2008 Bonds is not payable on a current basis, and there are no
scheduled dates for payment of principal and accreted interest other than the Maturity Dates.

Subordination

The Series 2008 Bonds are subordinated to the Series 2002 Bonds and the Series 2005
Bonds and are not entitled to receive any payments until the date when the Series 2002 Bonds and
the Series 2005 Bonds (or any bonds issued to refund any such Bonds) are no longer Outstanding
(the “Series 2008 Crossover Date”). Until the Series 2008 Crossover Date, the Series 2008
Bonds will not be deemed Outstanding under the Indenture for purposes of the flow of revenues,
Events of Default and remedies. In addition, the Series 2008 B Bonds are subordinated to the
Series 2008 A Bonds and are not entitled to receive any payments until the date when the Series
2008A Bonds are no longer Outstanding. The rules described in this section are referred to as the
“Priority of Payment Rules”.

Turbo Redemption

After the Series 2008 Crossover Date, the Series 2008 A Bonds are subject to mandatory
redemption, in whole or in part, prior to their 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 “Turbo Redemption Date”) at the redemption price equal to
the Accreted Value thereof (as defined below), without premium.
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After the Series 2008A Bonds have been fully repaid or redeemed, the Series 2008B
Bonds are subject to mandatory redemption in whole or in part prior to their 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 2008 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 2008 A Bonds or Series 2008B Bonds on any redemption date shall be to reduce the
outstanding maturity amounts of such Series 2008A Bonds or Series 2008B 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 2008A Bonds or Series 2008B 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 2008 Bonds.

“Accreted Value” means, for each $5,000 in Maturity Amount of the Series 2008A
Bonds and for each $100,000 in Maturity Amount of the Series 2008B Bonds, (a) prior to the
Maturity Date (i) as of any date listed under the caption “Payment Date” in the Accreted Value
Table in Appendix F (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 Maturity Date, $5,000 for the Series 2008 A Bonds and
$100,000 for the Series 2008B Bonds. The “principal” or “principal amount” of any Series 2008
Bond is the Accreted Value thereof.

Optional Redemption

The Series 2008 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 of 100% of the Accreted Value
thereof.

Notice of Redemption

Thirty days’ notice shall be given to the registered holders of the Series 2008 Bonds to be
redeemed prior to the Maturity Date thereof.

Extraordinary Prepayment

If an Event of Default has occurred and is continuing after the Series 2008 Crossover
Date, amounts on deposit in the Extraordinary Prepayment Account will be applied on each
Distribution Date to redeem, first, the Series 2008 A Bonds and second, the Series 2008B Bonds,
in each case pro rata at the Accreted Value thereof, without premium (any such redemption of a
Series 2008 Bond, an “Extraordinary Prepayment”).
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Lump Sum Prepayment

Subject to the Priority of Payment Rules, the Series 2008 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 equal to the Accreted Value thereof, without
premium. Any prepayment of the Series 2008 Bonds from the Lump Sum Prepayment Account
will be applied pro rata to redeem, first, all the Series 2008 A Bonds and second, all the Series
2008B 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 2008 Bonds will bear interest at a rate equal to
7.625% per annum, in the case of the Series 2008 A Bonds, and 8.375% per annum, in the case of
the Series 2008B Bonds, from the date when such amount was due until such amount is paid.

Additional Bonds

Except as described in the following two paragraphs, Additional Bonds may be issued
only for the purpose of renewing or refunding Bonds of no lower priority, and subject to the
following conditions: (i) a Rating Confirmation from each Rating Agency then rating the Bonds,
(i1) 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.

The Trust has agreed not to issue Additional Bonds for the purpose of renewing or
refunding Bonds if the effect thereof would be to extend the Series 2008 Crossover Date, as
computed on the basis of new projections on the date of sale of such Additional Bonds.

In addition to Additional Bonds issued for the purpose of renewing or refunding Bonds
authorized pursuant to the preceding paragraph, additional Series of Bonds may be issued as
Additional Bonds at the discretion of the Trust but only if: (1) no payments of principal of or
interest on such Additional Bonds will be due prior to the Series 2008 Crossover Date; (2) upon
the issuance of such Additional Bonds, the amount on deposit in the Liquidity Reserve Account
following the issuance of the Additional Bonds will be at least equal to the Liquidity Reserve
Requirement; (3) no Event of Default has occurred and is continuing after the date of issuance of
such Additional Bonds; (4) the expected weighted average life of each Turbo Term Bond that will
remain Outstanding after the Series 2008 Crossover Date as computed on the basis of new
projections on the date of sale of the Additional Bonds will not exceed (x) the remaining expected
weighted average life of each such Turbo Term Bond as computed by the Trust on the basis of
new projections, assuming that no such Additional Bonds are issued, plus (y) one year; and (5) a
Rating Confirmation is received for any Bonds that will remain Outstanding after the Series 2008
Crossover Date which are then rated by a Rating Agency.

Book-Entry Only System
The Series 2008 Bonds are expected to be available only in book-entry form. The
Depository Trust Company, New York, New York (“DTC”), will act as securities depository for

the Series 2008 Bonds. The Series 2008 Bonds will be issued as fully-registered securities
registered in the name of Cede & Co. (DTC’s partnership nominee) or such other name as may be
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requested by an authorized representative of DTC. One fully-registered Series 2008 Bond
certificate will be issued for each maturity of each series of the Bonds, each in the aggregate
principal amount of such maturity, and will be deposited with DTC. The description that
follows is based solely on information furnished by DTC. The Trust does not assume any
responsibility for the accuracy or adequacy of the information included in such description.

DTC, the world’s largest depository, is a limited-purpose trust company organized under
the New York Banking Law, a “banking organization” with 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 and Exchange Act of 1934. DTC
holds and provides asset servicing for over 3.5 million issues of U.S. and non-U.S. equity,
corporate and municipal debt issues, and money market instrument from over 100 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, 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, Fixed Income Clearing Corporation, and Emerging Markets Clearing
Corporation (NSCC, FICC, 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 non-U.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 its Participants are on file with the Securities and Exchange
Commission. More information about DTC can be found at www.dtcc.com and www.dtc.org.

For so long as the Series 2008 Bonds are issued in book-entry form through the facilities
of DTC, any Beneficial Owner desiring to cause the Trust or the Indenture Trustee to comply
with any of its obligations with respect to the Series 2008 Bonds must make arrangements with
the Direct Participant or Indirect Participant through whom such Beneficial Owner’s ownership
interest in the Series 2008 Bonds is recorded in order for the Direct Participant in whose DTC
account such ownership interest is recorded to make the instructions to DTC described above.

Neither the Trust, the Trustee nor any Underwriter (other than in its capacity, if any, as a
Direct Participant or Indirect Participant) will have any obligation to Direct Participants or
Indirect Participants or the persons for whom they act as nominees with respect to DTC’s
procedures or any procedures or arrangements between Direct Participants, Indirect Participants
and the persons for whom they act relating to the making of any demand by Cede & Co. as the
registered owner of the Series 2008 Bonds, the adherence to such procedures or arrangements, or
the effectiveness of any action taken pursuant to such procedures or arrangements.

Accreted Value, Turbo Redemption Payments and other redemptions on the Series 2008
Bonds registered in the name of Cede & Co. will be made to DTC. DTC’s practice is to credit
Direct Participants’ accounts upon DTC’s receipt of funds and corresponding detail information
from the Trust or the Indenture Trustee, on a Distribution Date in accordance with their respective
holdings shown on DTC’s records. Payments by Direct and Indirect Participants to Beneficial
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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 Direct and Indirect 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 Accreted Value, Turbo Redemption Payments and other redemptions
on the Series 2008 Bonds is the responsibility of the Trust or the Indenture Trustee, disbursement
of such payments to Direct Participants shall be the responsibility of DTC, and disbursement of
such payments to the Beneficial Owners shall be the responsibility of Direct and Indirect
Participants.

So long as Cede & Co. is the registered owner of the Series 2008 Bonds, as nominee for
DTC, references in this Offering Circular to Owners or registered owners of the Series 2008
Bonds (other than under “TAX MATTERS” herein) shall mean Cede & Co., as aforesaid, and
shall not mean the Beneficial Owners of the Series 2008 Bonds.

As long as the book-entry system is used for the Series 2008 Bonds, the Indenture
Trustee and the Trust will give any notice of redemption or any other notices required to be given
to Owners only to DTC or its nominee. Any failure of DTC to advise any Direct Participant, or
of any Direct Participant to notify any Indirect Participant, or of any Direct Participant or Indirect
Participant to notify any Beneficial Owner, of any such notice and its content or effect will not
affect the validity of the redemption of the Series 2008 Bonds called for redemption or of any
other action premised on such notice. 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 should make appropriate arrangements with their broker or
dealer to receive notices (including notices of redemption) and other information regarding
the Series 2008 Bonds that may be so conveyed to Direct Participants and Indirect
Participants.

For every transfer and exchange of a beneficial ownership interest in the Series 2008
Bonds, the Beneficial Owner may be charged a sum sufficient to cover any tax, fee or other
governmental charge, that may be imposed in relation thereto.

Neither the Trust nor the Indenture Trustee will have any responsibility or
obligation to DTC Participants, Beneficial Owners or other nominees of such Beneficial
Owners for (1) sending transaction statements; (2) maintaining, supervising or reviewing,
or the accuracy of, any records maintained by DTC or any DTC Participant or other
nominees of such Beneficial Owners; (3) payment or the timeliness of payment by DTC to
any DTC Participant, or by any DTC Participant or other nominees of Beneficial Owners to
any Beneficial Owner, of any amount due in respect of the Accreted Value of or redemption
premium, if any, on the Series 2008 Bonds; (4) delivery or timely delivery by DTC to any
DTC Participant, or by any DTC Participant or other nominees of Beneficial Owners to any
Beneficial Owners, of any notice (including notice of redemption) or other communication
which is required or permitted under the terms of the Indenture to be given to Owners;
(5) the selection of the Beneficial Owners to receive payment in the event of any partial
redemption of the Series 2008 Bonds; or (6) any action taken by DTC or its nominee as the
registered owner of the Series 2008 Bonds.

42



None of the Trust, the Indenture Trustee or the Underwriters can give any assurance that
DTC or DTC Participants will distribute payments of premium, Accreted Value, Turbo
Redemption Payments and other redemptions on the Series 2008 Bonds paid to DTC or its
nominee, or send any redemption or other notices, to the Beneficial Owners, or that they will do
so in a timely manner or that DTC will act in the manner described in this Offering Circular.

Distributions in respect of the Series 2008 Bonds will be forwarded by the Indenture
Trustee to DTC, and DTC will be responsible for forwarding those payments to participants, each
of which will be responsible for disbursing payments to the Owners it represents or, if applicable,
to indirect participants. Accordingly, Owners may experience delays in the receipt of payments
in respect of their Series 2008 Bonds. Under DTC’s procedures, DTC will take actions permitted
to be taken by holders of the Series 2008 Bonds under the Indenture only at the direction of one
or more participants to whose account the Series 2008 Bonds are credited and whose aggregate
holdings represent no less than any minimum amount of percentage interests or voting rights
required therefor. DTC may take conflicting actions as to any action of Owners to the extent that
participants authorize the actions. None of the Trust, the Indenture Trustee or any of their
respective affiliates will have any liability for any aspect of the records relating to, or payments
made on account of, beneficial ownership interests in the Series 2008 Bonds or for maintaining,
supervising or reviewing any records relating to the beneficial ownership interests.

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 2008 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 Date”) in order to avoid an Event of Default as described herein. A schedule of
projected Turbo Redemptions and principal payments for the Series 2002 Bonds is set forth under
“PROJECTED TURBO REDEMPTION” and “SUMMARY OF BOND STRUCTURING
ASSUMPTIONS AND AMORTIZATION.” This schedule has been calculated in accordance
with the Cash Flow Assumptions and using Global Insight's Base Case Forecast.

Payments of principal required by the Serial Maturities and each of the Maturities will be

made from Collections and, if necessary, the Liquidity Reserve Account. A failure by the Trust
to pay the principal of a Series 2002 Bond on its respective Maturity Date will constitute an Event
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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 Liquidity
Reserve Account and the Extraordinary Prepayment Account, in that order, 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.

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.

No Series 2008 Bonds will be paid until no Series 2005 Bonds or Bonds issued to refund
Series 2005 Bonds are Outstanding.
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Payments on Maturity Date

The maturity amount of each Series 2005 Bond represents principal and interest accreted
thereon to its Maturity Date and is payable on its Maturity Date. The Maturity Date for the Series
2005A Bonds is May 15, 2050, and the 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 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 “Series 2005
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 “Series 2005A Crossover Date”).

Turbo Redemption

On or after the Series 2005 Crossover Date, the Series 2005A Bonds are subject to
mandatory redemption in whole or in part prior to their 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 “Turbo Redemption Date”) at the
redemption price equal to the Accreted Value thereof (as defined below), without premium.

On or after the Series 2005A Crossover Date, the Series 2005B Bonds are subject to
mandatory redemption in whole or in part prior to their 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 Maturity Date (i) as of any date listed under the Accreted Value Table therefor in
the Series Supplement for the Series 2005 Bonds, the amount set forth opposite that date in that
table, and (ii) as of any date that is not listed in that Accreted Value Table, an amount for that
date that shall be determined by the Indenture Trustee based on linear interpolation between the
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amounts shown in that Accreted Value Table opposite the two dates that are closest to such date,
and (b) as of any date on or after the Maturity Date, $5,000.

A schedule of Turbo Redemptions and principal payments for the Series 2005 Bonds is
set forth under “PROJECTED TURBO REDEMPTION” and “SUMMARY OF BOND
STRUCTURING ASSUMPTIONS AND AMORTIZATION.” This schedule has been
calculated in accordance with the Cash Flow Assumptions and using Global Insight's Base Case
Forecast.

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:

For redemption in the 12 months ending: Redemption price
May 14, 2016 105% of Accreted Value redeemed
May 14, 2017 104% of Accreted Value redeemed
May 14, 2018 103% of Accreted Value redeemed
May 14, 2019 102% of Accreted Value redeemed
May 14, 2020 101% of Accreted Value redeemed
Thereafter 100% of Accreted Value redeemed

Extraordinary Prepayment

If an Event of Default has occurred and is continuing after the Series 2005 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 Series 2005A 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 Series 2005 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 Series 2005A 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

82% per annum, in the case of the Series 2005A Bonds, and 9%4% per annum, in the case of the
Series 2005B Bonds, from the date when such amount was due until such amount is paid.
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PROJECTED TURBO REDEMPTION

The outstanding amounts of the Series 2002 Bonds, the Series 2005 Bonds and the Series
2008 Bonds shown in the table below have been projected based on current balances, outstanding
2002 Bond interest rates, outstanding 2005 Bond accretion rates, assumed 2008 Bond accretion
rates, the terms of the outstanding Series 2002 Bonds, Series 2005 Bonds and the assumed terms
of the Series 2008 Bonds, and the forecast of TSRs reflecting the Global Insight Base Case
Consumption Forecast and the Cash Flow Assumptions and other Structuring Assumptions
outlined under “SUMMARY OF BOND STRUCTURING ASSUMPTIONS AND
AMORTIZATION.”

[The remainder of this page intentionally left blank]
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Projected Turbo Redemption and Principal Payment for Series 2002 Bonds, Series 2005
Bonds, Series 2008 A Bonds and Series 2008 B Bonds

Turbo
Redemption Outstanding Outstanding
Date Series 2q02 Series 20*05 Series ZOQSA Series 2098B
(May 15) Bonds Bonds Bonds Bonds Total

2008 $27,460,000 B ) B $27,460,000
2009 38,375,000 R } R 38,375,000
2010 41,450,000 R } R 41,450,000
2011 44,730,000 B ) B 44,730,000
2012 48,150,000 B ) B 48,150,000
2013 51,700,000 B ) B 51,700,000
2014 55,410,000 B ) B 55,410,000
2015 59,395,000 B ) B 59,395,000
2016 63,885,000 B ) B 63,885,000
2017 68,635,000 R } R 68,635,000
2018 68,570,000 R } R 68,570,000
2019 73,555,000 B ) B 73,555,000
2020 78,790,000 B ) B 78,790,000
2021 84,430,000 B ) B 84,430,000
2022 90,435,000 B ) B 90,435,000
2023 96,885,000 B ) B 96,885,000
2024 116,200,000 69,902,081 ) B 186,102,081
2025 ) 105,350,035 } R 105,350,035
2026 ) 106,725,309 } R 106,725,309
2027 ) 108,131,191 ) B 108,131,191
2028 ) 38,126,818 71,435,049 B 109,561,867
2029 - - 111,029,654 - 111,029,654
2030 - - 112,515,874 - 112,515,874
2031 - - 114,024,077 - 114,024,077
2032 - - 115,501,739 - 115,501,739
2033 - - 117,034,162 - 117,034,162
2034 - - 118,582,391 - 118,582,391
2035 - - 31,291,999 88,842,582 120,134,581
2036 - - - 121,483,972 121,483,972
2037 - - - 123,028,116 123,028,116
2038 - - - 124,616,489 124,616,489
2039 - - - 126,262,528 126,262,528
2040 - - - 44,254,562 44,254,562

Turbo Redemptions of Series 2005 Bonds, Series 2008A Bonds and Series 2008B Bonds are shown at the
Accreted Value thereof. Assumes Turbo Redemptions are made based on the receipt of Surplus Collections in
accordance with the Global Insight Base Case Forecast and other structuring assumptions. No assurance can be
given that these structuring assumptions will be realized. See “SUMMARY OF BOND STRUCTURING
ASSUMPTIONS AND AMORTIZATION” herein.
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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 Fund Payments made by the PMs 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 the 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 shall not
constitute a debt of the Commonwealth or any of its instrumentalities or political subdivisions,
other than the Trust, and neither the Commonwealth nor any such instrumentalities or political
subdivisions, other than the Trust, shall be liable for the same, and the Bonds shall be only
payable from those funds pledged for their payment.

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
Annual Payments and Strategic Contribution Fund 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 Pledged
TSRs. 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.”
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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 Series
2005 Crossover Date and thereafter is not currently required to be funded. Amounts in the
Liquidity Reserve Account are not available as security for the Series 2005 Bonds and the Series
2008 Bonds.

Amounts in the Liquidity Reserve Account will be available to pay principal of and
interest on the Series 2002 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 Redemption Payments on the Series 2002 Bonds. Until
the Series 2005 Crossover Date, amounts withdrawn from the Liquidity Reserve Account will be
replenished from Collections as described in “Flow of Funds” below. Until the Series 2005
Crossover Date, 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.

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 Redemption
Payments of the Series 2002 Bonds, the Series 2005 Bonds and the Series 2005 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:

(1) (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 Priority Payments, 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;
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(i1) 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 Outstanding Bonds
on the next succeeding Distribution Date, plus Parity 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;

(ii1) 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 (ii) above) to equal the principal of Outstanding Bonds due during
the current Fiscal Year;

(iv) unless an Event of Default has occurred and is continuing and until the Series
2005 Crossover Date, 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 (ii) and (iii) 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 Semiannual Period including such Distribution Date (in each case after
giving effect to the expected Turbo Redemption Payments 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;

(vil)  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 Outstanding Bonds in full on such Distribution Date.
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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:

(1) from the Debt Service Account and the Liquidity Reserve Account, in that order,
to pay interest on Outstanding Bonds (including interest on overdue interest, if any) and Parity
Payments due on such Distribution Date, together with any similar amounts due and unpaid on
prior Distribution Dates;

(i1) 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 the Maturities of
Outstanding Bonds then due on such Distribution Date;

(i)  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;

(iv) if an Event of Default has occurred and is continuing, from the Liquidity Reserve
Account and the Extraordinary Prepayment Account, to pay Extraordinary Prepayments on
Outstanding Bonds;

v) unless an Event of Default has occurred and is continuing, from the Lump Sum
Prepayment Account, to pay Lump Sum Prepayments;

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

(vii)  from the Turbo Redemption Account, to pay Turbo Redemption of the Term
Bonds (including, after the Series 2008 Crossover Date, the Series 2008 Bonds).

Available money will be allocated among each Series of Outstanding Bonds according to
the Priority of Payment Rules. Money available to pay Maturities on any Distribution Date will
be first allocated to the 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.

Definitions

“Debt Service” means interest, 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 Trust or the Indenture 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 Swaps 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.
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“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 swap payments 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.

“Semiannual Period” means (i) with respect to 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.

“Swap” means an interest rate exchange, currency exchange, cap, collar, hedge or similar
agreement entered into by the Trust.

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

(1) the failure to pay when due interest on any Bonds, or principal at Maturity of
Bonds;

(i1) failure by the Trust 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 Bonds then Outstanding, if a Majority in Interest of the Bonds declares an
Event of Default, 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) failure by the Commonwealth to observe or perform its Non-Impairment
Covenants as set forth below under the caption “Non-Impairment Covenants of Puerto Rico” and
which failure is not remedied within 30 days after written notice thereof is given to the Trust and
the Commonwealth by the Indenture Trustee or by the Trust to the Commonwealth and the
Indenture Trustee if a Majority in Interest of the Bonds declares an Event of Default;

v) failure by the Commonwealth 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
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(vi) consent or acquiescence by Puerto Rico to 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 their Maturities.

Non-Impairment Covenants of Puerto Rico

Pursuant to the Act, the Trust has included in the Indenture the Commonwealth’s pledge
and agreement with the Holders of the Outstanding Bonds that the Commonwealth (i) shall
defend the rights of the Trust to receive the Pledged TSRs up to the maximum allowed by the
MSA; (i) shall diligently enforce the Model Statute; (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.

USE OF PROCEEDS

The Trust will use the proceeds from the issuance of the Series 2008 Bonds to pay certain
operating expenses of the Commonwealth, to make grants to unrelated third parties and to pay the
costs of issuance of the Series 2008 Bonds.

SUMMARY OF THE MASTER SETTLEMENT AGREEMENT

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 B. Several amendments
have been made to the MSA which are not included in Appendix B. Except for those amendments
pursuant to which certain tobacco companies became SPMs (as defined below), such
amendments involve technical and administrative provisions not material to the summary below.

General

The MSA is an industry wide settlement of litigation between the Settling States
including the State 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 together with the 53
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.
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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 April 22, 2008, 56 PMs were parties to the
MSA. The chart below identifies each of the PMs which was a party to the MSA as of April 22,

2008:

OPMs

SPMs

Lorillard Tobacco Company

Philip Morris, USA (formerly
Philip Morris Incorporated)

Reynolds American, Inc. (formerly
R.J. Reynolds Tobacco
Company and Brown &
Williamson Tobacco
Corporation)

Bekenton, S.A.7

Canary Islands Cigar Co.

Caribbean-American Tobacco Corp.
(CATCORP)

Chancellor Tobacco Company, UK
Ltd.

Commonwealth Brands, Inc.

Cutting Edge Enterprises, Inc.”

Daughters & Ryan, Inc.

M/s. Dhanraj International”

Eastern Company S.A.E.

Ets L Lacroix Fils NV S.A.
(Belgium)

Farmer’s Tobacco Co. of Cynthiana,
Inc.

General Jack’s Incorporated

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

House of Prince A/S

Imperial Tobacco Limited/ITL
(USA) Limited

Imperial Tobacco Limited/ITL (UK)

Imperial Tobacco Mullingar (Ireland)

Imperial Tobacco Polska S.A.
(Poland)

Imperial Tobacco Production
Ukraine

Imperial Tobacco Sigara ve
Tutunculuk Sanayi Ve Ticaret
S.A. (Turkey)

International Tobacco Group (Las
Vegas), Inc.

Japan Tobacco International USA,
Inc.

King Maker Marketing

Konci G&D Management Group
(USA) Inc.

Kretek International

Lane Limited

Liberty Brands, LLC"

Liggett Group, Inc.

Lignum-2, Inc.

Mac Baren Tobacco Company A/S

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

NASCO Products Inc.

OO0OO Tabaksfacrik Reemtsma Wolga
(Russia)

P.T. Djarum

Pacific Stanford Manufacturing
Corporation

Peter Stokkebye Tobaksfabrik A/S

Planta Tabak-manufaktur Gmbh &
Co.

Poschl Tabak GmbH & Co. KG

Premier Manufacturing Incorporated

Reemtsma Cigarettenfacbriken
GmbH (Reemtsma)

Santa Fe Natural Tobacco Company,
Inc.

Sherman’s 1400 Broadway N.Y.C.
Inc.

Societe National d’Exploitation
Industrielle des Tabacs et
Allumettes (SEITA)

Tabacalera del Este, S.A. (TABESA)

Top Tobacco, LP

U.S. Flue-Cured Tobacco Growers,
Inc.

Van Nelle Tabak Nederland B.V.
(Netherlands)

Vector Tobacco Inc. (formerly Vector
Tobacco Inc. and Medallion
Company, Inc.)

Virginia Carolina Corporation, Inc.

Von Eicken Group

Wind River Tobacco Company, LLC

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

ZNF International, LLC (no current
brands)

The MSA restricts PMs from transferring their tobacco product brands, cigarette product
formulas and cigarette businesses (unless they are being transferred exclusively for use outside
the United States) to any entity that is not a PM under the MSA, unless the transferee agrees to
assume the obligations of the transferring PM under the MSA related to such brands, formulas or

*  Has filed for bankruptcy relief.
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businesses. The MSA expressly provides that the payment obligations of each PM are not the
obligation or responsibility of any affiliate of such PM and, further, that the remedies, penalties or
sanctions that may be imposed or assessed in connection with a breach or violation of the MSA
will only apply to the PMs and not against any other person or entity. Obligations of the SPMs,
to the extent that they differ from the obligations of the OPMs, are described below under
“Subsequent Participating Manufacturers” herein.

Scope of Release

Under the MSA, the PMs and the other Released Parties, as 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 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”
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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; MSA Escrow Agent

The MSA requires that the PMs make several types of payments, including Initial
Payments, Annual Payments and Strategic Contribution Fund Payments.” See “Initial
Payments,” “Annual Payments” and “Strategic Contribution Fund 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” and “—
Subsequent Participating Manufacturers” 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 for 2000, 2001, 2002, 2003, 2004, 2005, 2006, 2007 and 2008 (subject to
certain withholdings described in “RISK FACTORS-Other Potential Payment Decreases
Under the Terms of the MSA” herein). See “Payments Made to Date” below. Strategic
Contribution Fund 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 Fund Payments required to be made by the SPMs are based on increases in their
shipment market share. See “—Subsequent Participating Manufacturers.” Pursuant to an
escrow agreement (the “MSA Escrow Agreement”) established in conjunction with the MSA,
remaining Annual Payments and Strategic Contribution Fund 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 infor