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this law, known as Proposition 65, can result in a civil penalty not to exceed $2,500 per day for each
violation. Although similar legislation has been introduced in other states, no action has been taken

During 1988, the Company and 25 manufacturers of tobacco products entered into a settlement of legal
proceedings filed against them pursuant to Proposition 65 Under the terms of the settlement,

9

the Company and such other defendants agreed to label retail packages or containers of cigars, pipe
tobaccos and other smoking tobaccos other than cigarettes manufactured or imported for sale in
California with a specified warning label. To guarantee comphance with the California requirements, to
eliminate errors 1n distribution and to maintain the efficiencies of the manufacturing process, the
Company and most of 1ts competitors have begun using the label on all of their tobacco products
shipped to customers 1n all states, except for a few premium cigar customers.

Massachusetts recently enacted legislation requiring manufacturers of cigarettes, chewing tobacco and
snuff to provide the state annually with a list of the additives (in descending order of weight) and the
nicotine yield ratings of each brand they produce, which information will, subject to certain conditions,
be made publicly available. In addition, various legislative proposals have been introduced 1n
Massachusetts that would extend such reporting requirement to cigar manufacturers and that would
require health warnings on cigars. Similar legislation has been introduced 1n other states

The U.S. Environmental Protection Agency (the "EPA") published a report 1n January 1993 with respect
to the respiratory health effects of passive smoking, which concluded that widespread exposure to
environmental tobacco smoke presents a serious and substantial public health concern In June 1993,
Philip Morms Companies Inc and five other representatives of the tobacco manufacturing and
distnibution 1industries filed suit against the EPA seeking a declaration that the EPA does not have the
statutory authority to regulate environmental tobacco smoke, and that, in view of the available scientific
evidence and the EPA's failure to follow 1ts own guidelines in making the determination, the EPA's final
nsk assessment was arbitrary and capricious The court ruled in May 1995 that plaintiffs have standing
to pursue this action Whatever the outcome of this hitigation, 1ssuance of the report, which 1s based
primarily on studies of passive cigarette smokers, may lead to further legislation designed to protect
non-smokers.

In February 1994, the FDA, 1n a letter to an anti-smoking group, claimed that 1t may be possible for the
FDA to regulate cigarettes under the drug provisions of the Food, Drug, and Cosmetic Act (the "FDC
Act") The FDA's claim 1s based upon allegations that manufacturers may intend that their products
contain nicotine to satisfy an alleged addiction on the part of some of their customers. The letter
indicated that regulation of cigarettes under the FDC Act could ultimately result in the removal from the
market of products containing nicotine at levels that cause or satisfy addiction. In March 1994, the FDA
began 1nvestigating whether cigarettes should be regulated as a drug In July 1995, the FDA announced
that 1t has concluded for the first time that nicotine 1s a drug that should be regulated and proposed to
regulate smokeless tobacco and cigarettes The FDA recently adopted final regulations relating to the
marketing, promotion and advertisement of smokeless tobacco and cigarettes. Although the FDA's
defimtion of cigarettes oniginally included little cigars, little cigars were excluded from the final
regulations. These regulations are currently being challenged 1n the United States District Court for the
Eastern District of North Carolina and the United States District Court for the Southern District of New
York While the Company is unable to predict the effect of these regulations on 1its business, these and
other regulations promulgated by the FDA 1n the future could have a matenal adverse effect on the
operations of the Company.
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