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VECTOR GROUP LTD.

BENNETT 8. LEBOW
CHAIRMAN :

April 25, 2003
Dear Fellow Stockholdcf,

2002 was a significant year for Vector Group, during which we transformed our tobacco operations and
laid the necessary groundwork to position the Company for the launch of Quest, our revolutionary new line of
nicotine-free cigarettes. During the year, we also demonstrated an ability to grow market share at our Liggett
subsidiary, despite a truly challenging environment in the U.S. tobacco industry. Additionally, Vector’s New
Valley subsidiary made some significant investments in 2002, including obtaining a sizeable stake in the
largest real estate brokerage business in the New York metropolitan area.

Financial Results

Vector Group’s overall financial results were impacted by a challenging economy and tough industry
conditions, as well as by necessary investments in support of its new tobacco products — Quest and Omni. The
Company generated a net loss of $31.8 million, or $0.91 per diluted common share, off of full year revenues of
$503.4 million. Despite challenging market conditions, Vector continues to pay a quarterly cash dividend of
$0.40, as well as an annual stock dividend of five percent.

Tobacco Operations

In 2002, we combined the sales and marketing functions of our Liggett Group and Vector Tobacco
subsidiaries and formed Liggett Vector Brands. As a result of that combination and the recruitment of new
talent, Liggett Vector Brands now has approximately 430 salespersons and enhanced distribution and
marketing capabilities. This strategic combination helped us increase sales and market share in our Liggett
Group subsidiary and build the platform needed to support Vector Tobacco’s 2003 launch of Quest.

Liggett Group

Under the continued leadership of Ron Bernstein, Liggett Group delivered solid results, generating record
revenues and strong cash flow. Liggett was the only one of the five traditional “major” tobacco companies to
grow market share in 2002, one of the most challenging years the industry has ever faced. While total domestic
sales were down industry-wide, Liggett grew its domestic market share by 12.5% and generated operating
income of $102.7 million. In 2002 Liggett Group held 2.5% of the U.S. market place, with shipments of
approximately 9.8 million — well above its Master Settlement Agreement (“MSA™) exclusion of approxi-
mately 8 billion units.

Liggett’s performance was driven in large part by the robust performance of Liggeit Select, Liggett’s high-
quality discount brand. With increased pricing pressure in the industry and a sluggish economy creating
demand for high-quality discount brands, Liggett Select emerged as the fastest growing brand in the country
with impressive 48% growth year-over-year in 2002.

We are also pleased to report that despite the fact that pricing competition put pressure on Liggett’s
premium cigarette brands, Jade and Eve, we were able to maintain our share of the premium market. Going
forward, we plan to improve the profitability of our premium brands through targeted promotional strategies.

Vector Tobacco

In 2002, our Vector Tobacco subsidiary prepared for a January 2003 unveiling of Quest 1,2,3, our low-
nicotine and nicotine-free cigarettes. We began production in our state-of-the-art Timberlake plant, trained
our newly fortified sales team and worked with our advertising and public relations firms to gear up for a
launch in seven states — New York, New Jersey, Pennsylvania, Ohio, Indiana, Illinois and Michigan —
which account for approximately 30% of U.S. cigarette sales.



We created what we believe to be a truly compelling advertising and marketing campaign which urges
smokers to “Step Your Way To Nicotine-Free” and arranged for ads to run in regional papers and major
publications such as Time, People and Newsweek. We developed significant point-of-purchase campaigns to
support the retail channel and set up a website, www.questcigs.com, and a toll-free hotline, to provide
consumers with additional information about Quest. All this preparatory work allowed us to hit the ground
running for our January 2003 launch — and we are encouraged by the initial response to the product.

As expected, the spending in support of the Quest launch and additional expenses incurred related to the
launch of the reduced carcinogen cigarette Omni earlier in the year caused Vector Tobacco’s expenses to
greatly outpace revenues in 2002. These expenditures are investments in the Company that we believe will be
rewarded over the long term. Vector Tobacco is committed to carrying out its mission to develop and market
revolutionary cigarette products that we believe will ultimately redefine the landscape of the tobacco industry.

New Valley Corporation

Vector Group remains involved in the real estate business through its controlling interest in New Valley
Corporation. In December of 2002, New Valley purchased two Princeton, N.J. office buildings for a total price
of $54 million. The two buildings have approximately 225,000 square feet of rentable area. Also, in December
2002, the Company increased its cwnership interest from 37.2% to 50% in Montauk Battery Realty LLC, the
owner of Prudential Long Island Realty. In March of 2003, Montauk significantly expanded its footprint and
enhanced its market position by purchasing the leading New York City-based residential brokerage firm,
Insignia Douglas Elliman, and an affiliated property management company. As a result of that acquisition, the
combination of Prudential Long Island Realty with Douglas Elliman has created the largest residential real
estate brokerage company in the New York metropolitan area. The increased stake gives New Valley a greater
role in the firm’s future development and a chance to benefit from the New York residential real-estate
market. .

Outlook

We're truly excited about our future prospects and believe our tobacco business enjoys some significant
advantages in the marketplace. The MSA cap benefit assures us an ongoing base level of profitability and
allows the Company to remain price competitive in a difficult inarket. We are proud to manufacture Ligget!
Select, the country’s fastest growing cigarette brand, and expect continued growth for the brand in 2003.

Lastly, we firmly believe that Quest is the only meaningfully differentiated premium brand in the
marketplace today. Quest is in over 30,000 retail outlets in the seven states and we continue to add more stores
each day. The comprehensive marketing and advertising campaign in support of Quest has generated a
tremendous amount of media attention in both national and regional press. Most importantly, however, we are
excited about the consumer reaction to the brand. Ef the product contmues to perform as expected we will
plan for a nanonal rollout later this year.

As you can see, we made sngmﬁcant progress in 2002 and I am conﬁdent in Vector’s ability to deliver
increased value to stockholders in the years to come. We believe our 2002 performance, especially in this
challenging time for the tobacco industry, demonstrates the strength of our products and business strategy We
thank our stockholders, employees and customers for their continued support.

Sincerely,

%’%/%ﬁ . :

Bennett S. LeBow , )
Chairman and Chief Executive Officer
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ITEM 1. BUSINESS
Overview

Vector Group Lid., a Delaware corporation, is a holding company for a number of
businesses. We hold these businesses through our wholly-owned subsidiary VGR Holding Inc.
We are engaged principally in:

s the development and marketing of the low nicotine and nicotine-free QUEST cigarette
products and the reduced carcinogen OMNI cigarette products through our subsidiary
Vector Tobacco Inc., and

o the manufacture and sale of cigarettes in the United States through our subsidiary
Liggett Group Inc.

During 2002, the sales and marketing functions, along with certain support functions, of
our Liggett and Vector Tobacco subsidiaries were combined into a new entity, Liggett Vector
Brands Inc. This company coordinates and executes the sales and marketing efforts for all of cur
tobacco operations. With the combined resources of Liggett and Vector Tobacco, Liggett Vector
Brands has approximately 430 salespersons, and enhanced distribution and marketing
capabilities.

Our majority-owned subsidiary, New Valley Corporation, is currently engaged in the real
estate business and is seeking to acquire additional operating companies. In December 2002,
New Valley acquired two office buildings in Princeton, N.J. and increased its ownership to 50% in
Montauk Battery Realty LLC, which owns the largest residential brokerage company in the New
York metropolitan area.

We are controlled by Bennett S. LeBow, our Chairman and the Chairman of New Valley,
who beneficially owns approximately 34.4% of our common stock.

For the purposes of this discussion and segment reporting in this report, references to the
Liggett segment encompass the manufacture and sale of conventional cigarettes and includes
the former operations of The Medallion Company, Inc. acquired on April 1, 2002 (which
operations are held for legal purposes as part of Vector Tobacco). References to the Vector
Tobacco segment include the development and marketing of the low nicotine, nicotine-free and
reduced carcinogen products and, for these purposes, exclude the operations of Medallion. .

Vector Tobacco Inc.

Vector Tobacco, a wholly-owned subsidiary of VGR Holding, ié engaged in the
development and marketing of the low nicotine and nicotine-free QUEST cigarette products and
the reduced carcinogen OMNI cigarette products.

QUEST. In January 2003, Vector Tobacco introduced QUEST, its brand of low nicotine
and nicotine-free cigarette products. QUEST is designed for adult smokers who are interested in
reducing their levels of nicotine intake and is "available in three different varieties, each with
decreasing amounts of nicotine — QUEST 1, 2 and 3. QUEST 1, the low nicotine variety, contains
0.6 milligrams of nicotine. QUEST 2, the extra-low nicotine variety, contains 0.3 milligrams of
nicotine. QUEST 3, the nicotine-free variety, contains only trace levels of nicotine - no more than
0.05 milligrams of nicotine per cigarette. QUEST cigarettes utilize proprietary and patent pending -
processes that enable the production of nicotine-free tobacco that smokes, tastes and burns like
tobacco in conventional cigarettes.




QUEST s initially available in New York, New Jersey, Pennsylvania, Ohio, Indiana,
llinois and Michigan. These seven states account for approximately 30% of all cigarette sales in
the United States. Based on the success of the product in these markets, Vecior Tobacco
currently expects to market QUEST nationwide later in 2003. All three QUEST varieties are
being sold in hard packs and are priced comparable to other premium brands. A multi-million
dollar advertising and marketing campaign, with advertisements running in magazines and
regional newspapers, is supporting the product launch. The brand is also supported by

www.questcigs.com, and a -toll free hotline, 1-866-QUEST123, to provide consumers with
additional information about QUEST. :

The QUEST cigarettes are produced using a patent pending process, which genetically
modifies the tobacco plant to produce nicotine-free tobacco. Management believes that, based
on testing at Vector Tobacco’s research facility, the QUEST 3 product will contain trace levels of
nicotine that have no discernible physiological impact on the smoker, and that, consistent with
other products bearing “free” claims, QUEST 3 may be labeled as “nicotine-free” with an
appropriate disclosure of the trace levels. The QUEST 3 product is similarly referred to in this
report as “picotine-free”. As the process genetically blocks formation of nicotine in the root of the
plant, the tobacco leaf taste is not affected. Cigarettes produced with this technology have been
tested in focus groups, with such tests indicating that these cigarettes smoke, taste and burn like
conventicnal cigarettes.

QUEST is intended for adult smokers who may want to transition to nicotine-free smoking
and is not intended as a smoking cessation device. QUEST is not marketed for smoking
cessation, and it has not yet been proven to help smokers quit. To emphasize this important
point for consumers, Vector Tobacco has included the following additional prominent warning on
its QUEST advertising: “"WARNING: This product is NOT intended for use in quitting smoking.
QUEST is for smokers seeking to reduce nicotine exposure only.” Vector Tobacco makes no
claims that QUEST is safer than other cigarette products. ‘

Management believes that the technology used to produce the QUEST product may also
allow smokers {0 reduce their daily consumption of cigarettes, and may uitimately be a successful
bridge to smoking cessation. Vector Tobacco intends to apply to the FDA for approval of an
FDA-regulated tobacco-based product bearing specific smoking cessation claims when
necessary testing data has been cbtained. A number of national and international public health
agencies have made recommendations calling for the removal of nicotine from tobacco products.
Legislation was introduced in Congress in 1995 which would have lowered nicotine to non-
addictive levels over a period of six years. Management believes that it is generally understood
by health advocates that phasing out nicotine in cigarettes should enable millions of smokers who
want to quit smoking to do so more easily.

OMNI. In Novermber 2001, Vector Tobacco launched OMNI nationwide, the first reduced
carcinogen cigarette that smokes, tastes and burns like other premium cigarettes. In comparison
to comparable styles of the leading U.S. cigaretie brand, OMNI cigarettes produce significantly
lower levels of many of the recognized carcinogens and toxins that the medical community has
identified as major contributors to lung cancer and cther diseases in smokers. While OMNI has
not been proven to reduce health risks, management believes that the significant reduction of
carcinogens is a step in the right direction. The data show lower levels in OMNI of the main
carcinogens and toxins in both mainstream and sidestream tobacco smoke, including polycyclic
aromatic hydrocarbons (PAHSs), tobacco specific nitrosamines (TSNAs), catechols and organics,
with somewhat increased levels of nitric oxide and formaldehyde. Mainstream smoke is what the
smoker directly inhales and sidestream smoke, which is the majer component of environmental
tobacco smoke, is released from the burning end of a cigarette.

During 2002, acceptance of OMNI in the marketplace was limited, with revenues of
approximately $5.1 million on sales of 70.7 million units. Vector Tobacco has been unable, to
date, to achieve the anticipated breadth of distribution and sales of the OMNI product, due, in




part, to the lack of success of its advertising and marketing efforts in differentiating OMNI with
consumers through the ‘reduced carcinogen” message. Over the next several years,
management plans to conduct appropriate studies as to the effects of OMNI’s reduction of
carcinogens and, based on these studies, to review the marketing and posmonmg of the OMN]
brand in order to formulate a strategy for its long-term success.

OMNI cigarettes are prodiuced using a patent pending process developed 'by Vector
Tobacco. Traditional tobacco is treated with a complex catalytic system that significantly reduces
the levels of certain carcinogens and other toxins. Additionally, OMNI employs the use of an
innovative carbon filter, which reduces a wide range of harmful compounds in smoke, yet has no
impact on OMNI's premium taste. Vector Tobacco is committed to continuing its research to find
new, innovative ways to further reduce carcinogens as well as other identified substances that
may play a role in smoking-related diseases.

Publlshed scientific literature indicates that excessive exposure o both mainstream and
environmental tobacco smoke is the single leading cause of preventable disease and- early
mortality in the United States as well as other countries. Consequently, it is widely accepted by
the medical healthcare community that significantly reducing exposure o tobacco-smoke and the
many carcinogenic and toxic constituents in the smoke (preferably by abstaining from smoking},
will substantially improve the health of a large percentage of the American population. However,
despite various types of smoking cessation programs currently available, the introduction over the
last 20 years of several different types of nicotine-replacement devices and a dramatic reduction
in cigarette advertising, approximately 45 million adult Americans (about 22%) continue to smoke.
Globally, there are more than one billion current smokers and the World Health Organization
estimates that by 2030 over ten million people will die each year because of smoking related
diseases. These ominous statistics underscore the pressing need to develop alternatives to the
existing types of tobacco products in order to provide the smoker who cannot or will not quit with
a product that contains reduced concentrations of known carcinogens and toxins.

OMN]} cigarettes have been developed with this in mind. While Vector Tobacco makes
no health claims for OMNI, the development of the ‘product resis on the basic principle that
significanily reducing the concentrations and exposure to known tobacco toxins may potentially
result in decreased harm, with complete abstinence from smoking, of course, providing the
greatest benefit. Scientists have determined that, in addition tc a number of substances,
collectively called “organics”, that contribute directly and indirectly to a spectrum of tobacco-
related diseases, PAHs and TSNAs are among the most potent and dangerous substances in
tobacco smoke in relation- to lung cancer incidence. Furthermore, additional risk tc the smoker
and nonsmoking bystander occur through the release from a lit cigarette of sidestream tobacco
smoke, which is the most prominent indoor source of PAHS, and, according tc certain authorities,
a leading cause of preventable disease and mortality in the United States. Analysis by validated
.methodologies conducted at independent testing laboratories as well as Vector Tobacco's
research division have confirmed that OMNI cigarettes significantly reduce the concentration- of
many of the PAHs, TSNAs and organics that may reach the smoker and nonsmoker when
compared to comparable styles of the leading competitive brand. Refinements to the OMNI
product will continue to be -made by Vector Tobacco to achieve further reductions in harmful
constituents. Vector. Tobacco has’ established a website, www.omnicigs.com, which contains
detalled product information and a listing of data concerning OMNI.

The relationship between smoking and disease occurrence is exceedingly compléx.
‘Vector Tobacco has begun the process of devising and funding studies of the health-impact of its
new. OMN! product. Vector Tobacco does not presently have any objective evidence that OMNI
cigarettes will reduce the known heaith risks of cigareite smoking to the smoker or nonsmoking
bystander, and no health claims are being made by Vector Tobacco. Moreover, to underscore
and ensure that the smoker is aware of this important fact, Vector Tobacco has added an
additional prominent warning to the OMNI package and advertising, which states that:
“WARNING: Smoking is addictive and dangerous to your health. Reductions in carcinogens




(PAHs, nitrosamines, catechols, and. organics) have NOT been proven fo result in a safer
cigarette. This product produces tar, carbon monoxide, other harmful by-products, and increased
levels of nitric oxide.”

Manufacturing and Marketing. Both QUEST and OMNI are priced as premium cigarettes
and marketed by the sales representatives of Liggett Vector Brands. In the first quarter of 2002,
Vector Tobacco began production of OMNI at a facility it had purchased in Timberlake, North
Carolina, and converted into a modern.cigarette manufacturing plant. Production of QUEST
commenced at the Timberlake plant in the fourth quarter of 2002. The OMNI product uses
traditional tobaccos, and the QUEST 3 product uses genetically modified tobacco grown
specifically for Vector Tobacco in Pennsylvania, illinois, Mississippi and Louisiana. The Quest 1
and 2 products use a mixture of the genetically modified tobacco as weli as traditional tobaccos.

The introduction of the new QUEST and OMNI! brands requires the expenditure of
substantial sums for advertising and sales promotion. The advertising media presently used
includes magazines, newspapers, direct mail and point-of-sale display materials. Sales
promotion activities are conducted by distribution of store coupons, point-of-sale display
‘advertising, advertising of promotions in print media, and personal contact with distributors,
retailers and consumers.

Expenditures by Vector Tobacco for research and development activities were $9 7
million in 2002, $12.6 million in 2001 and $6.2 million in 2000.

Competition. The cigarette industry is highly competitive. Vector Tobacco’s competitors
generally have substantially greater resources than it has, including financial, marketing and
personnel resources. Other major tobacco companies have stated that they are working on
reduced risk cigarette products and have made publicly available only limited additional
information concerning their activities at this time. Philip Morris has recently announced that it
plans to introduce a reduced risk product during 2003. R. J. Reynolds Tobacco Company has
stated it will begin during 2003 a phased expansion of a cigaretie product that primarily heats
rather than burns tobacco into a select number of retail chain outlets. in 2002, Brown & -
Williamson Tobacco Corporation announced it was test marketing a new cigarette with reduced
levels of many toxins. There is a substantial likelihood that other major tobacco companies will
continue to introduce new products that are designed to compete durectly with Vector Tobacco's
reduced nicotine, nicotine-free and reduced carcinogen products.

Regulation. Federal or state regulators may object to Vector Tobacco's reduced
carcinogen and low nicotine and nicotine-free cigarette products as unlawful or allege they bear
deceptive or unsubstantiated product claims, and seek the removal of the products from the
marketplace, or significant changes to advertising claims. Various cencerns regarding Vector
Tobacco's advertising practices have been expressed to Vector Tobacco by certain state
aftorneys general. Vector Tobacco is negotiating in an effort to resolve these concerns.
Allegations by federal or state regulators, public health organizations and other tobaccc
manufacturers that Vector Tobacco's products are unlawful, or that its public statements or
advertising contain misleading or unsubstantiated health claims or preduct comparisons, may
result in litigation or governmental proceedings. Vector Tobacco’s business may become subject
to extensive domestic and international government regulation. Various proposals have been
made for federal, state and international legislation to regulate cigarette manufacturers generally,
and reduced constituent cigarettes specifically. it is possible that laws. and regulations may be
adopted covering issues like the manufacture, sale, distribution and labeling of tobacco products
as well as any express or implied health claims associated with reduced carcinogen and low
nicotine and nicotine-free cigarette products and the use of genetically modified tobacco. A
system of regulation by agencies like the Food and Drug Administration, the Federal Trade
Commission or the United States Department of Agriculture may be established. in addition, a
group of public health organizations have submitted a petition to the FDA, alleging that the
marketing of the OMNI product is subject tc regulation by the FDA under existing law. Vector
Tobacco has filed a response in opposition to the petition. The FTC has also expressed interest




in the regulation of tobacco products made by tobacco manufacturers, including Vector Tobacco,
which bear reduced carcinogen claims. The ultimate outcome of any of the foregoing cannot be
predicted, but any of the foregoing could have a material adverse impact on Vector Tobacco's
business, operating results and prospects. '

Intellectual Property. Vector Tobacco is the exclusive sublicensee of the technology for
reducing or eliminating nicotine in tobacco through certain genetic engineering techniques.
Patent applications for this invention have been filed in:the United States, India and every nation
that was a member of the Patent Cooperation Treaty in 1998, approximately 100 countries in all.
Patents have been issued in more than 10 foreign countries. The applications in the United
States and in other countries remain pending.

Vector Tobacco has filed United States patent applications relating to the use of
palladium and other compounds to reduce the presence of carcinogens and other toxins. Vector
Tobacco plans to file these patent applications internationally and plans to file additional patent
applications relating to this invention as warranted by its ongoing research. Additional patent
applications related to OMNI have been filed and others are currently being considered.

The process to reduce carcinogens and toxins from cigarette smoke was developed by
Dr. Robert Bereman, Vice President of Chemical Research at Vector Research Ltd. Dr. Bereman
was formerly a Professor in the Department of Chemistry at North Carolina State University. The
process to genetically modify tobacco seeds to reduce or eliminate nicotine was developed by Dr.
Mark A. Conkling, Vice. President of Genetic Research at Vector Research. Dr. Conkling was
formerly Associate Professor in the Department of Genetics and Director of the Biotechnology
Program at North Carolina State University. '

Risks. Vector Tobacco’'s new product initiatives are subject to substantial risks,
uncertainties and contingencies which include, without limitation, the challenges inherent in new
product development initiatives, the ability to raise capital and manage the growth of its business,
potential disputes concerning Vector Tobacco's intellectual property, inteliectual property of third
parties, potential extensive government regulation, third party allegations that Vector Tobacco
products are unlawful or bear deceptive or unsubstantiated product claims, potential delays in
obtaining the tobacco, other raw materials and any technology needed to produce Vector
Tobacco's products, market acceptance of Vector Tobacco's products, competition from
companies with greater resources and the dependence on key employees. See the section
entitied “Risk Factors”. '

Liggett Group inc.

General. Liggett, which is the operating successor to the Liggett & Myers Tobacco
Company, is currently the sixth largest manufacturer of cigarettes in the United States in terms of
unit sales. Substantially all of Liggett's manufacturing facilities are located in Mebane, North
Carolina.

. Liggett is a wholly-owned subsidiary of Brooke Group Holding Inc., our predecessor and
a wholly-owned subsidiary of VGR Holding. .

Liggett manufactures and sells cigarettes primarily in the United States. Based on
published industry sources, Liggett's domestic shipments of approximately 9.82 billion cigarettes
during 2002 accounted for 2.5% of the total cigarettes shipped in the United States during such
year. This market share percentage represents an increase of 12.3% from 2001 and 63.5% from
2000. Liggett produces both premium cigarettes as well as discount cigarettes (which include
among others, control label, private label, branded discount and generic cigarettes). Premium
cigarettes are generally marketed under well-recognized brand names at full retail prices to adult
smokers with strong preference for branded products, whereas discount cigarettes are marketed
at lower retail prices to adult smokers who are more cost conscious. Liggett's cigarettes are
produced in approximately 240 combinations of length, style and packaging.




Lig'gett's premium cigarettes represented approximately 7.2% in 2002, 15.5% in 2001%
and 16.0% in 2000 of Liggett's net sales. Based on published industry sources, Liggett's share of
the premium market segment was approximately 0.3% in 2002, 0.3% for 2001 and 0.2% for 2000.
Until May 1999, Liggett produced four premium cigarette brands: L&M, CHESTERFIELD, LARK
and EVE. As part of the Philip Morris brand transaction {(which is further described below) which
closed i in May 1988, nggett transferred the L&M, CHESTERFIELD and LARK brands.

Liggett introduced nationaliy a new premium cigaretie, JADE, in September 2001. JADE
is @ menthol cigarette with unique holographic packaging. JADE'’s sales represented 27. 8% of
Liggett's total premium unit sales during 2002 and 17.7% during 2001.

In 1980, Liggett was the first major domestic cigarette manufacturer to successfully
introduce discount cigarettes as an alternative to premium cigareties. In 1989, Liggett established
a new price point within the discount market segment by introducing PYRAMID, a branded
discount product which, at that time, sold for less than most other discount cigarettes. In 1898,
Liggett introduced LIGGETT SELECT, one of the fastest growing brands in the deep discount
category. LIGGETT SELECT is now the largest seller in Liggett's family of brands, comprising
42.1% of Liggett's unit volume in 2002, 31.6% in 2001 and 11.1% in 2000. Based on published
undustry sources, Liggett held a share of approximately 8.5% of the overall discount market

segment for 2002 compared to 7.7% for 2001 and 5.3% for 2000.

The source of industry data in this report is Management Science Associates. This data
does not include all shipments of some manufacturers that Management Science Associates is
presently unable to monitor effectively. Liggett believes that the mdustry total domestlc shipment
volume does not fully include deep-discount volume.

In November 1999, Liggett acquired an industrial facility in Mebane, North Carolina.
nggeﬂ completed the relocation of its tobacco manufacturing operattons from its old facility in
Durham, North Carolina to the Mebane facility in October 2000.

Al the present txme, nggett has only minimal foreign operations. Liggett does not own
the international rights to its largest premium cigarette brand, EVE, which is marketed by Philip
Morris in foreign markets, thereby adversely affecting Liggett’'s ability to profitably penetrate those
markets. Liggeit exports other cigarette brands primarily to Eastern Europe and the Middle East.
Export sales of approximately 18.8 million cigarettes accounted for approximately 0.2% of
Liggett's 2002 total unit sales volume. Revenues from export sales were $0.2 million for 2002 as
comparad to $0.8 million for 2001. Operating income attributable to export sales in 2002
amounted tc approximately $36,000 compared to operating income of $0.3 million in 2001. n
2000, Liggett effectively terminated its export business, other than ic complete existing contracts,
as domestic margins, on even the lowest priced brands, exceeded those of its export sales.

Business Strategy. Liggett's business strategy is to capitalize upon its cost advantage in
the United States cigarette market due tc the favorable treatment Liggett has received under the
settlement agreements with the state attorneys general and the Master Settlement Agreement
described below. Liggett's Iong-term business strategy is to continue to focus its marketing
efforts on the discount segment of the market and to pursue niche opportunities in the premium
segment. Liggett will seek to increase its profitability by upgrading the efficiency of its
manufacturing operation at the Mebane facility and by better targeting of marketing and seliing
costs using market research and anaiysis. Liggett intends to continue to reinvest a portion of cost
savings and & portion of any future price increases in marketing tc grow its volume and income in
the discount segment. Liggett's strategy in the premium segment of the market is tc improve the
profitability of its premium brands, EVE and JADE, through targeted promotional sirategies and
extensions of the brands. In addition, Liggett may bring other niche-driven premium brands to the
market in the future. Liggett may also pursue strategic acquusutlons of smaller tobacco
manufacturers. :




Sales, Marketing and Distribution. Liggett's products are distributed from factory
distribution centers in Mebane and Timberlake, North Carolina to 20 public warehouses located
throughout the United States. These warehouses serve as local distribution centers for Liggett's
customers. Liggett's products are transported from the central distribution centers to the
warehouses via third-party trucking companies tc meet pre-existing contractual obligations to its
customers.

Liggett's customers are primarily candy and tobacco distributors, the military, warehouse
club chains, and large grocery, drug and convenience store chains. Liggett offers its customers
discount payment terms, traditional rebates and promotional incentives. Customers typically pay
for purchased goods within two weeks following delivery from Liggett, and approximately 70% of
customers pay more rapidly through electronic funds transfer arrangements. Liggett's largest
single customer, Speedway SuperAmerica LLC, accounted for approximately 17.1% of its net
sales in 2002, 23.5% of its net sales in 2001 and approximately 29.4% of its net sales in 2000.
Sales to this customer were primarily in the private label discount segment and constituted
approximately 18.4% in 2002, 27.9% in 2001 and 35.0% in 2000 of Liggett's sales of discount
cigarettes.

During 2002, the sales and marketing functions, along with certain support functicns, of
our Liggett and Vector Tobacco subsidiaries were combined into a new entity, Liggett Vector
Brands inc. This company coordinates and executes the sales and marketing efforts for all of our
tobacco operations. With the combined resources of Liggett and Vector Tobacco, Liggett Vector
Brands has approximately 430 salespersons, and enhanced distribution and marketing
capabilities. In connection with the formation of the Liggeit Vector Brands entity, we took a
charge of $3.46 million in the first quarter of 2002, related to the reorganization of our business.
As of December 31, 2002, our reorganization accrual has been reduced by payments and
impairment of $2.98 million and the remaining balance was $.48 million.

Trademarks. All of the major trademarks used by Liggett are federally registered or are in
the process of being registered in the United States and other markets where Liggett's products
are sold. Trademark registrations typically have a duration of ten years and can be renewed at
Liggett's option prior to their expiration date. In view of the significance of cigarette brand
awareness among consumers, management believes that the protection afforded by these
trademarks is material to the conduct of its business. All of Liggett's trademarks are owned by its
wholly-owned subsidiary, Eve Holdings Inc., except for the JADE trademark, which is licensed on
a long-term exclusive basis from a third-party for use in connection with cigarettes.

"~ Manufacturing. Liggett purchases and maintains leaf tobacco inventory to support its
cigarette manufacturing requirements. Liggett believes that there is a sufficient supply of tobacco
within the worldwide tobacco market to satisfy its current production requirements. Liggett stores
its leaf tobacco inventory in warehouses in North Carolina and Virginia. There are several
different-types of tobacco, including flue-cured leaf, burley leaf, Maryland leaf, oriental leaf, cut
stems and reconstituted sheet. Leaf components of American style cigarettes are generally the
flue-cured and burley tobaccos. While premium and discount brands use many of the same
tobacco products, input ratios of tobacco products may vary between premium and discount
products. Domestically grown tobacco is an agricultural commodity subject to United States
government production controls and price supports which can substantially affect its market price.
Foreign flue-cured and burley tobaccos, some of which are used in the manufacture of Liggett's
cigarettes, are generally 30% fo 35% less expensive than comparable domestic tobaccos. Liggett
normally purchases all of its tobacco requirements from domestic and foreign leaf tobacco
dealers, much of it under long-term purchase commitments. As of December 31, 2002, virtually
all of Liggett's commitments were for the purchase of foreign tobacco.

Liggett's new cigarette manufacturing facilities in Mebane, North Carolina were designed
for the execution of short production runs in a cost-effective manner, which enable Liggett to
manufacture and market a wide variety of cigarette brand styles. Liggett's cigarettes are produced
in approximately 240 different brand styles under Eve's trademarks and brand names as well as



private labels for other companies, typically retail or wholesale distributors who supply
supermarkets and convenience stores. Liggett believes that its existing facilities are sufficient to
accommodate a substantial increase in production.

Beginning in October 2001, Liggett upgraded the efficiency of its manufacturing operation
with the addition of four new state-of-the-art cigarette makers and packers as well as related
equipment. The installation of the new lines continued through May 2002. The total cost of these
upgrades was approximately $20 millien. During 2002, Liggett also installed a new tobacco dryer
that has improved both production capacity and the quality of blends. The cost of the new dryer
was approximately $2.9 million. '

While Liggett pursues product development, its total expenditures for research and
development on new preducts have not been financially material cver the past three years.

: Competition. Liggett's competition is now divided intc two segments. The first segment is
made up of the four largest manufacturers of cigareties in the United States: Philip Morris USA
inc., R.J. Reynolds Tobacco Company, Brown & Wiliamson Tobacco Corporation and Lorillard
Tobacco Company. The four largest manufacturers, while primarily premium cigarette based
companies, also produce and sell discount cigareties. The second segment of competition is
comprised of a group of smaller companies, most of which are producing lower quality, deep
discount cigareties.

Historically, there have been substantial barriers to entry into the cigarette business,
including extensive distribution organizations, large capital outiays for sophisticated production
equipment, substantial inventory investment, costly promotional spending, regulated advertising
and, for premium brands, strong brand loyalty.

Recently, during the phase-in payment period under the Master Settlement Agreement,
these smaller manufacturers have generally not yet been impacted to a significant degree by the
agreement and have primarily focused on the deepest discount segment of the market. Liggett's
management believes, while these companies have significantly increased market share through
competitive discounting in this segment, they will lose their cost advantage over time as their
payment obligations under the Master Seftlement Agreement increase and the agreement’s
provisions are more effectively enforced by the states.

In the cigarette business, Liggett must now compete on a dual front. The four major
manufacturers compete among themselves and with Liggett for premium brand market share on
the basis of brand loyalty, advertising and promotionail activities, and trade rebates and
incentives. These four competitors all have substantially greater financial resources and most of
their brands have greater sales and consumer recognition than Liggett's premium brands.
Liggett's discount brands must also compete in the marketplace with the four major
manufacturers’ discount brands as well as the smaller manufacturers’ deep discount brands.

Based on published industry sources, Philip Morris' and RJR'’s sales together accounted
for approximately 72% of the domestic cigarette market in 2002. Liggeit's domestic shipments of
approximately 9.82 billion cigarettes during 2002 accounted for 2.5% of the approximately 391.4
billion cigarettes shipped in the United States during that year, compared to 8.08 billion cigarettes
in 2001 (2.2%) and 6.44 billion cigarettes (1.5%) during 2000.

Industry-wide shipments of cigarettes in the United States have been generally declining
for a number of years, with published industry sources estimating that domestic industry-wide
shipments decreased by approximately 3.7% (14.9 billion units) in 2002. Liggett's management
believes that industry-wide shipments of cigarettes in the United States will generally continue to
decline as a result of numerous factors, including health considerations, diminishing social
acceptance of smoking, legislative limitations on smoking in public places, federal and state
excise tax increases and settlement-related expenses, which have contributed to large cigarette
price increases. - :




Historically, because of their dominant market share, Philip Morris and RJR have been
able to determine cigarette prices for the various pncmg tiers within the industry and. the other
cigarette manufacturers have brought their prices in line with the levels established by the two
industry leaders. Off-list price discounting by manufacturers, however, has substantially affected
the average price differential at retail, which can be significantly less than the manufacturers’ list
price gap. Recent discounting by manufacturers has been far greater than historical levels, and
the actual price gap between premium and deep-discount cigarettes is also greater than historical
ievels. This has led to significant movement by consumers from the premium to deep-discount
segments.

Acquisition of Medallion. On April 1, 2002, a subsidiary of ours acquired the stock of The
Medallion Company, inc., and related assets from Gary L. Hall, Medallion’s principal stockholder.
The total purchase price consisted of $50 million in cash and $60 million in notes, with the notes
guaranteed by us and Liggett. Medalfion is a discount cigarette manufacturer selling product in the
deep discount category, primarily under the USA brand name. Medallion is a participant in the
Master Settlement Agreement between the state attorneys general and the tobacco industry.
Medallion has no payment obligations under the Master Setttement Agreement uniess its market
share exceeds approximately 0.28% of total cigarettes sold in the United States (approximately 1.1
billion units in 2002). ’

Following the purchase of the Medallion stock, Vector Tobacco merged into Medallion
and Medallion changed its name to Vector Tobacco inc., and we shifted the operations of
Medallion to our Timberlake, North Carolina plant. For purposes of this discussion and segment
reporting in this report, references to the Liggett segment encompass the manufacture and sale
of conventional cigarettes and include the former operations of Medallion {which operations are
held for legal purposes as part of Vector Tobacco).

Philip Morris Brand Transaction. In November 1998, we and Liggetit granted Philip Morris
options to purchase interests in Trademarks LLC which holds three domestic cigarette brands,
L&M, CHESTERFIELD and LARK, formerly held by Liggett's subsidiary, Eve. .

Under the terms of the Philip Morris agreements, Eve contributed the three brands to

a Trademarks, a newly-formed limited liability company, in exchange for 100% of two classes of

Trademarks’ interests, the Class A Voting Interest and the Class B Redeemable Nonvoting
interest. Philip Morris acquired two options to purchase the interests from.Eve. In December
1998, Philip Morris paid Eve a total of $150 million for the opfions, $5 million for the option for the
Class A interest and $145 million for the option for the Class B interest.

The Class A option entitted Philip Mdrris to purchasé the Class A interest for $10.1
million. On March 19, 1999, Philip Morris exercised the Class A option, and the closing occurred
.on May 24, 1999,

. The Class B option entitles Philip Morris to purchase the Class B interest for $139.9
million. The Class B option will be exercisable during the 90-day period beginning on
December 2, 2008, with Philip Morris being entitled to extend the 90-day period for up to an
additional six months under certain circumstances. The Class B interest will also be redeemable
by Trademarks for $139.9 million during the same period the Class B option may be exercised.

.On. May 24, 1999, Trademarks borrowed $134.9 million from a lending institution. The
loan is guaranteed by Eve and is collateralized by a pledge by Trademarks of the three brands
and Trademarks' interest in the trademark license agreement (discussed below) and by a pledge
by Eve of its Class B interest. In connection with the closing of the Class A option, Trademarks
distributed the loan proceeds to Eve as the holder of the Class B interest. The cash exercise

_price of the Ciass B option and Trademarks’' redemption price were reduced by the amount
distributed to Eve. Upon Philip Morris' exercise of the Class B option or Trademarks’ exercise of
its redemption. right, Philip Morris or Trademarks, as relevant, will be required to obtain Eve's




release from its guaranty. The Class B interest will be entitled to a guaranteed payment of
$500,000 each year with the Class A interest allocated all remalnlng mcome or loss of
Trademarks.

Trademarks has granted Philip Morris an exclusive license of the three brands for an 11-
year term expiring May 24, 2010 at an annual royalty based on sales of cigarettes under the
brands, subject to'a minimum annual royalty payment of not less than the annual debt service
obligation on the loan plus $1 million.

If Philip Morris fails to exercise the Class B option, Eve will have an option ic put its Class
B interest to Philip Morris, or Philip Morris' designees, at a put price that is $5 million less than the
exercise price of the Class B option (and includes Philip Morris' obtaining Eve's release from its
loan guaranty). The Eve put option is exercisable at any time during the 90-day period beginning
March 2, 201G. ‘

~ |f the Class B option, Trademarks' redemption right and the Eve put option expire
unexercised, the holder of the Class B interest will be entitled to convert the Class B interest, at
its election, into a Class A interest with the same rights to share in future profits and losses, the
same voting power and the same claim tc capital as the entire existing outstanding Class A
interest, i.e., a 50% interest in Trademarks.

Legislation, Regulation and Litigation. Reports with respect to the alleged harmful
physical effects of cigarette smoking have been publicized for many years and, in the opinion of
Liggett's management, have had and may continue to have an adverse effect on cigarette sales.
Since 1964, the Surgeon General of the United States and the Secretary of Health and Human
Services have released a number of reports which claim that cigarette smoking is a causative
factor with respect to a variety of health hazards, including cancer, heart disease and lung
disease, and have recommended various government actions to reduce the incidence of
smoking. in 1997, Liggett publicly acknowledged that, as the Surgeon General and respected
medical researchers have found, smoking causes health problems, including fung cancer, heart
vascular disease and emphysema.

- Since 1966, federal law has required that cigareties manufactured, packaged or imported
for sale or distribution in the United States include specific health warnings on their packaging.
Since 1972, Liggett and the other cigarette manufacturers have inciuded the federally required
warning statements in print advertising, on billboards and on certain categories of point-cf-sale
display materials relating to cigarettes. The Federal Cigarette Labeling and Advertising Act
requires that packages of cigarettes distributed in the United States and cigarette advertisements
{other than billboard advertisements) in the United States bear one of the following four warning
statements: °"SURGEON GENERAL'S WARNING: Smoking Causes Lung Cancer, Heart
Disease, Emphysema, and May Complicate Pregnancy”; “SURGEON GENERAL'S WARNING:
Quitting Smoking Now Greatly Reduces Serious Risks to Your Health”, “SURGEON GENERAL'S
WARNING: Smoking by Pregnant Women May Result in Fetal injury, Premature Birith, and Low
Birth Weight”, and “SURGEON GENERAL'S WARNING: Cigarette Smoke Contains Carbon
Monoxide”. The law also requires that each person who manufactures, packages or imporis
cigarefites annually provide to the Secretary of Health and Human Services a list of ingredients
added to tobacco in the manufacture of cigarettes. Annual reports to the United States Congress
are also required from the Secretary of Health and Human Services as to current information on
the health consequences of smoking and from the FTC on the effectiveness of cigarette labeling
and current practices and methods of cigarette advertising and promotion. Both federal agencies
are also required annually to make such recommendations as they deem appropriate with regard
to further legislation. In-addition, since 1997, Liggett has included the warning “SMOKING IS
ADDICTIVE" on its cigarette packages.

¢! August 1896, the FDA filed in the Federal Register a Final Rule classifying tobacco as

a “drug” or “medical device”, asserting jurisdiction aver the manufacture and marketing of tobacco
products and imposing restnctlons on the sale, advertising and promaotion of tobacco products.
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Litigation was commenced challenging the FDA’s authority to assert such jurisdiction, as well as
challenging the constitutionality of the rules. In March 2000, the United States Supreme Court
ruled that the FDA does not have the power to regulate tobacco. Liggett supported the FDA rule
and began to phase in complnance with certain of the proposed FDA regulations.

Slnce the Supreme Court dec1snon various proposals and recommendatlons have been
made for additional federal and state legislation to regulate cigarette manufacturers.
Congressional advocates of FDA regulation have introduced legislation that would give the FDA
authority to regulate the manufacture, sale, distribution and tabeling of tobacco products to
protect public health, thereby allowing the FDA to reinstate its prior regulations or adopt new or
additional regulations. The ultimate outcome of these proposals cannot be predicted.

In August ‘1996, Massachusetts enacted legislation requiring tobacco companies to
publish information regarding the ingredients in cigarettes and other tobacco products sold in that
state. In December 1997, the United States District Court for the District of Massachusetts
enjoined this legislation from going into effect on the grounds that it was preempted by federal
law. In November 1999, the First-Circuit affirmed this ruling. in September 2000, the federal
district court permanently enjoined enforcement of the law. In October 2001, the First Circuit
reversed the district court's decision, ruling that the ingredients disclosure provisions are valid.
The entire court, however, agreed to re-hear the appeal, reinstating the district court’'s injunction
in the meantime. In December 2002, the First Circuit ruled that the ingredients disclosure.
provisions violated the constitutional prohibition against unlawful seizure of property by forcing
firms to reveal trade secrets. The decision was not appealed by the state. Notwithstanding the
foregoing, in December 1997, Liggett began. complying with this legislation by providing
ingredient information to the Massachusetts Department of Public Health. Several other. states
have enacted, or are considering, legislation similar to that enacted in Massachuseits.

In 1993, Congress amended the Agricultural Adjustment Act of 1938 to require each United
States cigarette manufacturer to use at least 75% domestic tobacco in the aggregate of the
cigarettes manufactured by it in the United States, effective January 1994, on an annualized basis
or pay a domestic marketing assessment based upon price differentials between foreign and
domestic tobacco and, under certain circumstances, make purchases of domestic tobacco from the
tobacco stabilization cooperatives organized by the United States government. After an audit, the
United States Department of Agriculture informed Liggett that it did not satisfy the 75% domestic
tobacco usage requirement in 1984 and Liggett paid a $5.5 million assessment. Since the levels,
of domestic tobacco inventories on hand at the- tobacco stabilization organizations were below
reserve stock levels, Liggett was not obligated to make purchases of domestic tobacco from the
tobacco stabilization cooperatives.:

In February 1996, the United States Trade representative issued an “advance notice of
proposed rule making” concerning how tobaccos imported under a previously established
tobacco tariff rate quota should be allocated.  Currently, tobacco imported under the quota is
allocated on a “first-come, first-served” basis, meaning that entry is allowed on an open basis to
those first requesting entry in the quota year. Others in the cigarette industry have suggested an
“end-user licensing” system under which the right to import tobacco under the quota wouid be
initially assigned on the basis of domestic market share. Such an approach, if adopted, could
have a matenal adverse effect on nggett .

In January 1993, the Environmental Protection Agency released a report on the
respiratory effect of secondary smoke which concluded that secondary smoke is a known human
lung carcinogen in adults and, in children, causes increased respiratory tract disease and middle
ear disorders and increases the severity and frequency of asthma. In June 1893, the two largest
domestic cigarette manufacturers, together with other segments of the tobacco and distribution
industries, commenced a lawsuit against the agency seeking a determination that the agency did
not have the statutory authority to regulate secondary smoke and that given the current bedy of
scientific evidence. and the agency's failure fo follow its own guidelines in ‘making the
determination, its: classification of secondary smoke was arbitrary and capricious. In.July 1998, a
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federal district court vacated those secticns of -the report relating to lung cancer, finding that the
agency may have reached different conclusions had it complied with relevant statutory
requirements. The federal government appealed the court’s ruling. In December 2002, the
United States Court of Appeals for the Fourth Circuit rejected the industry challenge to the EPA
report ruling that it was not subject to court review. issuance of the report may encourage efforts
to limit smoking in public areas.

Cigarettes are subject to substantial federal, state and local excise taxes which, in
general, have been increasing. The federal excise tax on cigarettes is currently $0.39 per pack.
State and local sales and excise taxes vary considerably and, when combined with sales taxes,
local taxes and the current federal excise tax, may currently be as high as $4.1C per pack.
Proposed further tax increases in various jurisdictions are currently under consideration or
pending. in 2002, 21 states passed excise tax increases, ranging from $0.07 per pack in
Tennessee to as much as $1.81 per pack in New York City and New York State combined.
Congress has considered significant increases in the federal excise tax or other payments from
tobacco manufacturers, and significant increases in excise and other cigarette-related taxes have
been proposed or enacted at the state and local levels. Management believes that increases in
excise and similar taxes have had an adverse impact on sales of cigarettes.

In August 2000, the New York state legislature passed legislation charging the state’s
Office of Fire Prevention and Control with developing standards for *fire safe” or self-extinguishing
cigarettes. On December 31, 2002, the OFPC issued proposed standards for public comment.
New York state will be required to be manufactured to those standards. It is not possible to
predict the impact of this law on us until the final standards are published. Similar legislation is
being considered by other state legislatures and at the federal level.

‘ There are various other legislative efforts pending on the federal and state level which
seek, among other things, to restrict or prohibit smoking in public buildings and other areas,
further restrict displays and ~advertising of cigarettes, require additional warnings, including
graphic warnings, on cigarette packaging and advertising, ban vending machine sales and curtail
affirmative defenses of tobacco companies in product iiability litigation. If adopted, at least certain
of the foregoing legislative proposals could have a material adverse impact on Liggett and us.

While attitudes toward cigarette smoking vary around the world, a number of foreign
countries have also taken steps to discourage cigarette smoking, to restrict or prohibit cigarette
advertising and promotion and to increase taxes on cigarettes. Those restrictions are, in some
cases, more onerous than restrictions imposed in the United States. Due to Liggett's lack of
foreign operations and minimal export sales to foreign countries, the risks of foreign limitations or
restrictions on the sale of cigarettes are limited to entry barriers into addmonal fore:gn markets
and the lnablllty to expand the existing markets.

The cigarette industry continues to be challenged on numerous fronts. The industry is
facing increased pressure from anti-smoking groups and an increase in smoking and health
litigation, including private class action litigation and health care cost recovery actions brought by
governmental entities and other third parties, the effects of which, at this time, we are unable to
evaluate. As of December 31, 2002, there were approximately 305 individual suits,
approximately 39 purported class actions or actions where class certification has been sought
and approximately 46 governmental and other third-party payor health care recovery actions
pending in the United States in which Liggett was a named defendant. In addition to these cases,
during 2000, an action against cigarette manufacturers involving approximately 1,260 named
individual plaintiffs was consolidated before a single West Virginia state court. Liggett is a
defendant in most of the cases pending in West Virginia. These cases are referred to herein as
though commenced against Liggett (without regard to whether such cases were aciually
commenced against Liggett or against Brooke Group Holding, our predecessor, and a wholly-
owned subsidiary of VGR Holding). The plaintiffs’ allegations of liability in those cases in which
individuals seek recovery for injuries allegedly caused by cigarette smoking are based on various
theories of recovery, including negligence, gross negligence, breach of special duty, strict liability,
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fraud, misrepresentation, design defect, failure to warn, breach of express and implied warranties,
conspiracy, aiding and abetting, concert of action, unjust enrichment, common law public
nuisance, property damage, invasion of privacy, mental anguish, emotional distress, disability,
shock, indemnity and violations of deceptive trade practice laws, the Federal Racketeer
influenced and Corrupt Organization Act, state racketeering statuies and antitrust statutes. In
many of these cases, in addition to compensatory damages, plaintiffs also seek other forms of
refief including treble/multiple damages, medical monitoring, disgorgement of profits and punitive
damages. Defenses raised by defendants in these cases include lack of proximate cause,
assumption of the risk, comparative fault and/or contributory negligence, lack of design defect,
statutes of limitations, equitable defenses such as “unclean hands” and lack of benefit, failure to
state a claim and federal preemption.

The claims asserted in the health care cost recovery actions vary. In most of these
cases, plaintiffs assert the equitable claim that the tobacco industry was “unjustly enriched” by
plaintiffs’ payment of health care costs allegedly attributable to smoking and seek reimbursement
of those costs. Other claims made by some but not all plaintiffs include the equitable claim of
indemnity, common law claims of negligence, strict liability, breach of express and implied
warranty, breach of special duty, fraud, negligent misrepresentation, conspiracy, public nuisance,
claims under state and federal statutes governing consumer fraud, antitrust, deceptive trade
practices and false advertising, and claims under RICO.

In September 1999, the United States government commenced litigation against Liggett
and the other tobacco companies in the United States District Court for the District of Columbia.
The action seeks to recover an unspecified amount of health care costs paid for and furnished,
and to be paid for and furnished, by the Federal Government for lung cancer, heart disease,
emphysema and other smoking-related illnesses allegedly caused by the fraudulent and tortious
conduct of defendants, to restrain defendants and co-conspirators from engaging in fraud and
other unlawful conduct in the future, and to compel defendants to disgorge the proceeds of their
unlawful conduct. The complaint alleges that such costs total more than $20 billion annually.
The action asserts claims under three Federal statutes: the Medical Care Recovery Act, the
Medicare Secondary Payer provisions of the Social Security Act and RICO. In December 1999,
Liggett filed a motion to dismiss the lawsuit on numerous grounds, including that the statutes
invoked by the government do not provide a basis for the relief sought. In September 2000, the
court dismissed the government's claims based on the Medical Care Recovery Act and the
Medicare Secondary Payor provisions, and the court reaffirmed its decision in July 2001. In the
September 2000 ruling, the court also determined not to dismiss the government's claims based
on RICO, under which the government continues to seek court relief to restrain the defendant

tobacco companies from allegedly engaging in fraud and other unlawful conduct and to compel
disgorgement.

In June 2001, the United States Attorney General assembled a team of three Depariment
of Justice lawyers to work on a possible settlement of the federal lawsuit. The government
lawyers met with representatives of the tobacco industry, including Liggett, in July 2001. No
settlement was reached, and no further meetings are planned. In a January 2003 filing with the
court, the government alleged that disgorgement by defendants of approximately $289 billion is
an appropriate remedy in the case. Discovery in the case has commenced and trial has been
scheduied for September 2004,

Approximately 38 purported state and federal class action complaints have been filed
against the cigarette manufacturers for alleged antitrust violations, including Liggett and Brooke
Group Holding. The actions allege that the cigarette manufacturers have engaged in a
nationwide and international conspiracy to fix the price of cigarettes in violation of state and
federal antitrust laws. Plaintiffs allege that defendants’ price-fixing conspiracy raised the price of
cigarettes above a competitive level. Plaintiffs in the 31 state actions purport to represent classes
of indirect purchasers of cigarettes in 16 states; plaintiffs in the seven federal actions purport to
represent a nationwide ciass of wholesalers who purchased cigarettes directly from the
defendants. The federal class actions have been consolidated and, in July 2000, plaintiffs in the
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federal consolidated action filed a single consolidated complaint. that did not name Liggett or
Brocke Group Holding as defendants, although Liggett has complied with discovery requests..
The court granted defendants’ motion for summary judgment in the consolidated federal cases in
July 2002, which decision has been appealed by plaintiffs to the U.S. Court of Appeais for the
Eleventh Circuit: Oral argument is scheduled for April 2003. State court cases have been
dismissed in Arizona, which is currently on appeal, and in New York and Florida. Class
certification has been denied by courts in Minnesota and Michigan. A Kansas court granted class
certification in November 2001, and the trial in that case is currently scheduied to commence in
October 2003. Liggett is one of the defendants in the Kansas case.

in 1996, 1997 and 1998, Brooke Group Holding and Liggett entered into seitlements of
smoking-related litigation with the Attorneys General of 45 states and territories. The settlements
released Brooke Group Holding and Liggett from all smoking-related claims, including claims for
health care cost reimbursement and claims concernmg sales of cugarettes to. minors..

In November 1998, Philip Morris, RJR, Brown & Williamson, Lorillard and Liggett entered
into the Master Settlement Agreement with 46 states, the District of Columbia, Pueric Rico,
Guam, the United States Virgin Islands, American Samoa and the Northern Marianas to settle the
asserted and unasserted health care cost recovery and certain other claims of those settling
jurisdictions. As described above, Brooke Group Holding and- Liggett had previous settlements
with a number of these settling states. The Master Settlement Agreement has received final
judicial approval in each of the 52 settling jurisdictions.

Liggett has no payment obligations under the Master Settiement Agreement unless its
market share exceeds a base share of 125% of its 1997 market share, or approximately 1.65% of
total cigarettes sold in the United Stales. As a result of the Medallion acquisition on April 1, 2002,
Vector Tobacco has no payment obligations under the MSA except to the extent its market share
exceeds a base amount of approximately 0.28% of total cigarettes sold. in the United States.
During 1999 and 2000, Liggett's market share did not exceed the base amount. Based on
published industry sources, domestic shipments by Liggett and Vector Tobacco accounted for
2.2% of the total cigareties shipped in the United States during 2001 and 2.5% during 2002. On
Aprit 15 of any year following a year in which Liggett's and Vector Tobacco's market shares
exceed their base shares, Liggett and Vector Tobacco will pay on each excess unit an amount
egqual (on a per-unit basis) to that paid during such foilowing year by the original participating
manufacturers under the annual and strategic contribution payment provisions of the Master
Settlement Agreement, subject to applicable adjustments, offsets and reductions. - in April 2002,
Liggett and Vector Tobacco paid a total of $31.1 million for their 2001 MSA obligations. Liggett
and Vector Tobacco have expensed $35.4 million for their estimated Master Settlement
Agreement obligations for 2002 as part of cost of goods sold. Under the annual and strategic
coniribution payment provisions of the Master Settlement Agreement, the original participating
manufacturers (and Liggett and Vector Tobacce to the extent their market shares exceed their
base shares) are required to pay the following annual amounts (subject to certain adjustments)

Year ' Amount

2003 c.ooverveereeernne e " $6.5 billion
2004 — 2007 ..oooeevveeeeiiecce e $8.0 billion
2008 — 2017 v $8.1 billion
2018 and each year thereafter .......... $3.0 bllllon

These annual payments will be a!located based on' relative unit volume of domestlc
cigarette shipments. The payment obligations under the Master Settlement Agreement are the
several, and not joint, obligations of each participating manufaciurer and are not the responsibility
of any parent or affiliate of a pamcapat:ng manufacturer.

The Master Settlement Agreement replaces Liggett's prior sett!ements with all states and
territories except for Florida, Mississippi, Texas and Minnesota. Each of the states of Florida,
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Mississippi, Texas and Minnesota, prior to the effective date of the Master Settlement Agreement,
negotiated and executed settlement agreements with each of the other major tobacco companies
separate from those settlements reached previously with Liggett. Because these states’
settlement agreements with Liggett provided for “most favored nation” protection for both Brooke
Group Holding and Liggett, any payments due these states by Liggett (wnth certain possible
exceptions) have been eliminated.

in May 1994, an action entitled Engle; et al. v.. R.J. Reynolds Tobacco Company, et al.,
Circuit Court, Eleventh Judicial Circuit, Dade County, Florida, was filed against Liggett and
others. The class consists of all Florida residents and citizens, and their survivors, who have
-suffered, presently suffer or have died from diseases and medical conditions caused by their
addiction to cigarettes that contain nicotine. Phase ! of the trial commenced in July 1998 and in
July 1999, the jury returned the Phase | verdlc‘t The Phase | verdict toncerned certain issues
determined by the trial court to be "common” to the causes of action of the plaintiff class. Among
other things, the jury found that: smoking cigarettes causes 20 diseases or medical conditions,
cigarettes are addictive or dependence producing, defective and unreasonably dangerous,
defendants made materially false statements with the intention of misleading smokers,
defendants concealed or omitted material information concerning the health effects and/or the
addictive nature of smoking cigarettes-and agreed to misrepresent and conceal the healith effects
and/or the addictive nature of smoking cigarettes, and defendants were negligent and engaged in
extreme and outrageous conduct or acted with reckless disregard with the intent to inflict
emotional distress. The jury aiso found that defendants’ conduct “rose to a level that would
permit a potential award or entitlement to punitive damages.” The court decided that Phase Il of
the trial, which commenced November 1999, would be a causation and damages trial for three of
the class representatives and a punitive damages trial on a class-wide basis, before the same
jury that returned the verdict in Phase 1. On April 7, 2000, the jury awarded compensatory
damages of $12.7 million to the three plaintiffs, to be reduced in proportion to the respective
plaintiff's fault. The jury also decided that the claim of one of the plaintiffs, who was awarded
compensatory damages of $5.8 million, was not timely filed. On July 14, 2000, the jury awarded
approximately $145 billion in the punitive damages portion of Phase Il against all defendants
including $790 million against Liggett. The court entered a final order of judgment against the
defendants on November 6, 2000. The court’s final judgment also denied various of defendants’
post-trial motions, which included a motion for new trial and a motion seeking reduction of the
punitive damages award. Liggett intends to pursue all available post-trial and appellate remedies.
Oral argument before Florida's Third District Court of Appeals was held in November 2002. An
opinion from this intermediate appellate court is expected in 2003. If this verdict is not eventually
reversed on appeal, or substantially reduced by the court, it will have a material adverse effect on
Vector. Phase 11l of the trial will be conducted before separate juries to address absent class
members’ claims, -including issues of specific causation and other individual issues regardmg
entitlement {o compensatory damages.

Management is not abie tc predict the outcome of the litigation pending against Brooke
Group Holding or Liggett. Litigation is subject to many uncertainties. An unfavorable verdict was
returned in the first phase of the Engle smoking and health class action trial pending in Florida. In
July 2000, the jury awarded $790 million in punitive damages against Liggett in the second phase
of the trial, and the court has entered an order of final judgment. Liggett intends to pursue all
available post-trial and appellate remedies. If this verdict is not eventually reversed on appeal, or
substantially reduced by the court, it will have a material adverse effect on us. Liggett has filed
the $3.45 million bond required under the bonding statute enacted in 2000 by the Florida
legislature which limits the size of any bond required, pending appeal, to stay execution of a
punitive damages verdict. On May 7, 2001, Liggett reached an agreement with the class in the
Engle case, which will provide assurance to Liggett that the stay of execution, currently in effect
pursuant to the Florida bonding statute, will not be lifted or limited at any point until compietion of
all appeals, including to the United States Supreme Court. As required by the agreement, Liggett
paid $6.27 million into an escrow account to be held for the benefit of the Engle class, and -
released, along with Liggett's existing $3.45 million statutory bond, to the court for the benefit of
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the class upon completion of the appeals process, regardless of the outcome of the appeal. As a
result, we recorded a $9.7 million pre-tax charge to the consolidated statement of operations for
the year ended December 31, 2001. in June 2002, the jury in an individual case brought under
the third phase of the Engle case awarded $37.5 millicn of compensatory damages against
Liggett and two other defendants and found Liggett 50% responsible for the damages. The
verdict will be subject tc the outcome of the Engle appeal. It is possible that additional cases
could be decided unfavorably and that there could be further adverse developments in the Engle
case. Management cannot predict the cash requirements related to any future settlements and
judgments, including cash required to bond any appeais, and there is a risk that those
requirements- wil! not be able to be met. An unfavorable cutcome of a pending smoking and
health case could encourage the commencement of additional similar litigation. Management is
unable 1o make a meaningful estimate with respect to the amount or range of loss that could
result from an unfavorable outcome of the cases. pending against Brooke Group Holding or
Liggeﬁt or the costs of defending such cases. The complaints filed in these cases rarely detail

alleged damages. Typically, the claims set forth in an individual’'s complaint against the tobacco
industry pray for money damages in an amount to be determined by a jury, plus punitive
damages and costs. These damage claims are typically stated as being for the minimum
necessary to invoke the jurisdiction of the cour’t

It is possible that our consohdated financia! posmon results of operations or cash flows
could be materially adversely affected by an unfavorable outcome in any such smoking-related
litigation. : : ,

Liggett's management is unaware of any material envuronmental conditions affecting its
existing facilities. . Liggett's management believes that current operations are conducted in
accordance with all environmental laws and regulations. Compliance with federal, state and local
provisions regulating the discharge of materials intc the environment, or otherwise relating to the
protection of the environment, have not had a material effect on the capital expenditures,
earnings or competitive position‘ of Liggett.

Liggett's management believes that it is in compliance in all matenal respects with the
laws regulating cigarette manufacturers

See Note 15 to our consolidated financial statements, which contains a description of
legislation, regulation and litigation and of the Master Settlement Agreement and Brooke Group
Houdmg s and Liggeit's: other settlements.

Laggett-Ducat Lid,

in August 2000, Brooke (Overseas) Ltd., a wholly-cwned subsidiary of VGR Holding,
completed the sale of all of the membership interests of Western Tobacce Invesimenis LLC to
Gallaher Qverseas {Holdings) Lid. Brooke (Overseas) held its 99.9% equity interest in Liggett-
Ducat Lid., a Russian joint stock company, through its subsidiary Western Tobacco Investments
LLC. Liggeit-Ducat, one of Russia's leading cigarette producers since 1892, produced or had
rights to produce 26 different brands of cigareties, 'including Russian brands such as PEGAS,
PRIMA, NOVOST! and BELOMORKANAL, and American blend cigarettes under the names
DUKAT and LD.

The purchase price for the sale consisted of $334.1 million in cash and $54.4 million in
assumed debt and capital commitments. The proceeds generated from the sale were divided
among Brooke (Overseas) and Western Realty Development LLC, a joint venture of New Valley
and Apolic Real Estate investment Fund ifl, L.P., in accordance with the terms of the participating
lcan. Of the net cash proceeds from the fransaction, Brooke (Overseas) received $197.4 million,
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New Valley received $57.2 million and Apollo received $68.3 million. We recorded a gain of $161
million (including our share of New Valley's gain), net of income taxes and minority interests, in
connection with the sale in 2000. '

New Valley Corporation

General. New Valley, a Delaware corporation, is engaged in the real estate business and
is seeking to acquire additional operating companies. New Valley owns, through its New Valley
Realty Division, two commercial office buildings in Princeton, N.J. and a 50% interest in the
former Kona Surf Hotel in Kailua-Kona, Hawaii. New Valley also holds a 50% interest in Montauk
Battery Realty LLC, which- owns the largest residential brokerage company in the New York
metropolitan area. In December 2001, New Valley completed the distribution to its stockholders
of its shares in Ladenburg Thalmann Financial Services Inc., its former majority-owned subsidiary
engaged in the investment banking and brokerage business. New Valley (NASDAQ: NVAL) is
registered under the Securities Exchange Act of 1934 and files periodic reports and other
information with the SEC.

As of March 21, 2003, VGR Holding holds, either directly or indirectly through VGR
Holding's wholly-owned subsidiary, New Valley Holdings, Inc., approximately 58.0% of the
common shares of New Valley.

New Valley was originally organized under the laws of New York in 1851 and operated
for many years under the name “Western Union Corporation”. In 1991, bankruptcy proceedings
were commenced against New Valley. In January 1995, New Valley emerged from bankruptcy.
As part of the plan of reorganization, New Valley sold the Western Union money transfer and
messaging services businesses and all allowed claims in the bankruptcy were paid in full.

in October 1999, New Valley’'s board of directors authorized the repurchase of up to
2,000,000 common shares from time to time in the open market or in privately negotiated
transactions. As of December 31, 2002, New Valley had repurchased 867,043 shares for
approximately $3.3 million. ’

Plan of Recapitalization. New Valley consummated a pian of recapitalization on June 4,
1999, following approval by New Valley’s stockholders. Pursuant to the plan of recapitalization:

- each $15.00 Class A senior preferred share (3100 liquidation) was reclassified into
20 Common Shares and one Warrant exercisable for five years,

« each $3.00 Class B preferred share was reclassified into 1/3 of a common share and
five warrants, and

» each outstanding common share was reclassified into 1/10 of a common share and
* 3/10 of a warrant.

The recapitalization had a significant effect on New Valley's financial position and results
of operations. As a result of the exchange of the outstanding preferred shares for common
shares and warrants in the recapitalization, New Valley's stockholders’ equity increased by
$343.4 million from the elimination of the carrying value and dividend arrearages on the
redeemable preferred stock. Furthermore, the recapitalization resulted in the elimination of the
on-going dividend accruals on the existing redeemable preferred shares of New Valley, as well as
the redemption obligation for the Class A preferred shares in January 2003. Aiso as a result of
the recapitalization, the number of outstanding common shares more than doubled, and
additional common shares were reserved for issuance upon exercise of the warrants, which have
an initial exercise price of $12.50 per common share. In addition, we increased our ownership of
the common shares from 42.3% to 55.1%, and its total voting power from 42% to 55.1%. We
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currently own approximately 58% of New Valley's common shares. If all outstanding warrants
were exercised, the percentage of the common shares that we own would decline to
approximately 40%.

Business Strategy. Following the distribution of the Ladenburg Thalmann Financial
Services shares in 2001 and asset dispositions in Russia in December 2001 and April 2002
(discussed below), New Valley is engaged in the real estate business and hoids a significant
amount of cash and other investments. The business strategy of New Valley is to continue to
operate its real estate business and to acquire operating companies through merger, purchase of
assets, stock acquisition or other means, or to acquire control of operating companies through
one of such means. In the interim, New Valley's cash and investiments (aggregating
approximately $96 million at December 31, 2002) are available for general corporate purposes,
including for acquisiticn purposes.

As a result of the distribution of the Ladenburg Thalmann Financial Services shares, New
Valley's broker-dealer operations, which were the primary source of New Valley's revenues
between May 1995 and December 2001, have been fireated as discontinued operations in its
accompanying consolidated financial statements. See “Discontinued Operations — Broker-
Dealer”. .

New Valley Realty Division

Acquisition of Office Buildings. On December 13, 2002, New Valiey completed the
acquisition of two commercial office buildings in Princeton, N.J. for an aggregate purchase price
of $54 million. New Valley purchased the two adjacent office buildings, located at 100 and 150
College Road West, from 100 College Road, LLC, an entity affiliated with Patrinely Group LLC
and Apollo Real Estate Investment Fund )i, L.P. The twe buildings were constructed in July 2000
and June 2001 and have a total of approximately 225,000 square feet of rentable space.

New Valley acquired a fee simple interest in each office building (subject to certain rights
of existing tenants) and in the underlying land for each property. Space in the office buildings is
leased to commercial tenants and, as of December 31, 2002, the office buildings were
approximately 98% occupied.

To finance a portion of the purchase price for the office buildings, on the closing date,
New Valley borrowed $40.5 million from HSBC Realty Credit Corporation (USA). The loan has a
term of four years, bears interest at a floating rate of 2% above LIBOR, and is collateralized by a
first mortgage on the office buildings, as well as by an assignment of leases and rents. Principal
is amortized to the extent of $53,635 per month during the term of the loan. The loan may be
prepaid without penalty .and is non-recourse against New Valley, except for various specified
environmental and related matters, misapplications of ienant security deposits and insurance and
condemnation proceeds, and fraud or misrepresentation by New Valley in connection with the
indebiedness.

Concurrently with the acquisition of the office buildings, New Valley engaged a property-
management affiliate of Patrinely Group LLC that had previously managed the office buildings to
act as the property manager for the office buildings. The agreement has a one-year term, but
may be terminated by New Valley on 30 days’ notice without cause or economic penalty (other
than the payment of one month’s management fee).

Hawaiian Hotel. In July 2001, Koa Investors, LLC, an entity owned by New Valley,
developer Brickman Associates and other investors, acquired the leasehold interests in the
former Kona Surf Hotel in Kailua-Kona, Hawaii in a foreclosure proceeding. New Valley, which
holds a 50% interest in Koa investors, has invested $5.9 million in the project and was required to
make additional investments of up tc an aggregate of $6.6 millicn at December 31, 2002. New
Valley accounts for its investment in Koa Investors under the equity method and recorded losses
of $1.3 million in 2002 associated with the Kona Surf Hotel.
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The hotel is located on a 20-acre tract, which is leased under two ground leases with
Kamehameha Schools, the largest private land owner in Hawaii. In December 2002, Koa
Investors and Kamehameha amended the leases to provide for significant rent abatements over
the next ten years and extended the remaining term of the leases from 33 years to 65 years. In
addition, Kamehameha granted Koa Investors various right of first offer opportunities to develop
adjoining resort sites.

Koa Investors is presently negotiating with Starwood Hotels and Resorts Worldwide, inc.
to reopen the hotel as the Sheraton Keauhou Resort, a three star family resort with approximately
530 rooms. Proposed improvements to the property would include comprehensive room
enhancements, construction of a fresh water 13,000 square foot fantasy pool, iobby and entrance
improvements, a new gym and beachfront spa, retail stores and new restaurants. A 20,000
square foot convention center, wedding chapel and other revenue producing amenities would
also be restored.

Koa Investors estimates that the cost of the hotel's renovation will be approximately $45
million. Preliminary development is underway and, subject to completing the necessary financing
arrangements, the reopening of the hotel is scheduled for late 2004. A predevelopment credii.
line of $5 million was obtained in 2002 from a Taiwanese lender. Koa Investors is currently in
discussion with the lender to finance the planned renovation. However, no assurance can be
given that such financing will be available on terms acceptable to Koa Investors.

Sales of Shopping Centers. In February 2001, New Valley sold its Royal Palm Beach,
Florida shopping center for $9.5 million befare closing adjustments and expenses and recorded a
gain of $0.9 million on the sale. In May 2002, New Valley disposed of its remaining shopping
center in Kanawha, West Virginia and recorded a gain of approximately $0.6 million for the year
ended December 31, 2002, which represented the shopping: center's negative book value,. in
connection with the disposal. No proceeds were received in the disposal.

Montauk Battery Realty LLC. During 2000 and 2001, New Valley acquired for
approximately $1.7 million a 37.2% ownership interest in B&H Associates of NY, doing business
as Prudential Long Island Realty, the largest independently owned and operated real estate
brokerage company on Long Island, and a minority interest in an affiliated mortgage company.
On December 19, 2002, New Valley and the other owners of Prudential Long Island Realty
contributed their interests in Prudential Long Island Realty to Montauk Battery Realty LLC, a
newly formed entity. New Valley acquired a 50% interest in Montauk as a result of an additional
investment of approximately $1.4 million by New Valley and the redemption by Prudential Long
Island Reaity of various. ownership interests. As part of the transaction, Prudential Long Island
Realty renewed its franchise agreement with The Prudential Real Estate Affiliates, Inc. for an
additionai ten-year term. The owners of Montauk also agreed, subject to receipt of any required
regulatory approvals, to contribute to Montauk their interests in the related mortgage company.
New Valley accounts for its interest in Montauk on the equity method and recorded income of
$0.6 million in 2002 associated with Montauk.

On March 14, 2003, Montauk purchased the leading New York City-based residential
brokerage firm, Insignia Douglas Elliman, and an affiliated property management company, for
$71.25 million. As a result of the acquisition, Montauk's brokerage operations, to be known as
Prudential Douglas Elliman, will be the largest residential brokerage company in the New York
metropolitan area. New Valley invested an additional $9.5 million in subordinated debt and equity
of Montauk to help fund the acquisition.

Russian Real Estate
BrookeMil Lid. in January 1997, New Valley purchased BrookeMil Ltd. from Brooke

(Overseas) Ltd., an indirect wholly-owned subsidiary of ours. BrookeMil, which was engaged in
the real estate development business in Moscow, Russia, was the developer of a three-phase
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complex on 2.2 acres of land in downtown Moscow, for which it had a 49-year lease. In 1993, the
first phase of the project, Ducat Place |, a 46,500 sq. ft. Class-A office building, was successfully
built and leased. in April 1887, BrookeMil sold Ducat Place | to one of its tenants, Citibank. in
1997, BrookeMil completed construction of Ducat Place il, a premier 150,000 sq. fi. office
building. Ducat Place il was leased to a number of leading international companies and was one
of the leading modern office buildings in Moscow due to its design and full range of amenities.
The third phase, Ducat Place lll, had been planned as an office tower. BrookeMil was also
engaged in the acquisition and preliminary development of the Kremlin sites in Moscow.

Western Realty Development. In February 1998, New Valley and Apollo Real Estate
Investment Fund Hi, L.P. organized Western Realty Development LLC {c make real estate
investments in Russia. New Valley contributed the real estate assets of BrookeMil, including the
Ducat Place ii office building and the adjoining site for the proposed development of Ducat Place
I, to Western Realty Development, and Apollo contributed $73.3 million, including the investment
in Western Realty Repin LLC discussed below.

Western Realty Development made a $30 million participating loan to Western Tobacco
Investments LLC which held Brooke (Overseas)'s interest in Liggett-Ducat Ltd., which was
engaged in the tobacco business in Russia. In August 2000, Western Tobacco Investments was
sold to Gallaher Group Plc and the proceeds were divided between us and Western Realty
Development in accordance with the terms of the participating loan, which was terminated at the
closing. Through their investments in Western Realty Development, New Valley received $57.2
million in cash proceeds from the sale and Apallo received $68.3 million. New Valley recorded a
gain of $52.5 million in connection with the transaction in 2000.

On December 21, 2001, Western Reaity Development sold to Andante Limited, a
Bermuda company, all of the meémbership interests in its subsidiary Western Realty Invesiments
LLC, the entity through which Western Realty Development owned Ducat Place I} and the
adjoining Ducat Place Hi site. The purchase price for the sale was approximately $42 million
including the assumption of mortgage debt and payables. Of the net cash proceeds from the
sale, New Valley received approximately $22 million, and Apolio received approximately $9.5
million. New Valley recorded a loss of approximately $21.8 million in connection with the sale in
2001. '

Western Realty Repin. In June 1998, New Valley and Apollo organized Western Realty
Repin to make a loan to BrookeMil. The proceeds of the loan were used by BrookeMil for the
acquisition and preliminary development of the Kremlin sites, two adjoining sites totaling 10.25
acres located on the Sofiskaya Embankment of the Moscow River. The sites are directly across
the river from the Kremlin and have views of the Kremlin walls, towers and nearby church domes.
The Kremlin sites were planned for development as a residential and hotel complex, subject to
market conditions and the availability of financing.

On April 30, 2002, New Valley sold the shares of BrookeMil for approximately $22 million
before closing expenses. BrookeMil owned the two Kremlin sites in Moscow, which were New
Vealley’'s remaining real estate holdings in Russia. Under the terms of the Western Realty Repin
participating loan to- BrookeMil, New Valiey received approximately $7.5 million of the net
proceeds from the sale and Apollo received approximately $12.5 million of the proceeds. New
Valley recorded a gain on the sale of real estate of approximately $8.5 millicn for the year ended
December 31, 2002 in connection with the sale. '

Discontinued Operations — Broker-Dealer. Iin May 1995, a subsidiary of New Valley
acquired all of the outstanding shares of common stock and other equity interests of Ladenburg
Thalmann & Co. Inc. for $25.8 miilion, net of cash acquired. Ladenburg Thalmann & Co. is a full
service broker-dealer, which has been a member of the New York Stock Exchange since 1876.
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In December 1999, New Valley- completed the sale of a 19.9% interest in Ladenburg
Thalmann & Co. to Berliner Effektengesellschaft AG, a German public financial holding company.
New Valley received $10.2 million in cash and Berliner shares valued in accordance with the
purchase agreement

On May 7, 2001, GBI Capital Management Corp acquired all of the outstanding common
stock of Ladenburg Thalmann & Co., and the name of GBI was changed to Ladenburg Thalmann
Financial Services Inc. New Valley received 18,598,098 shares, $8.01 million in cash and $8.01
million principal amount of senior convertible notes due December 31, 2005. The notes issued to
New Valley bear interest at 7.5% per annum and are convertible into 3,844,216 shares of
Ladenburg Thalmann Financial Services common stock. Upon closing, New Valley also acquired
an additional 3,945,060 shares of Ladenburg Thalmann Financial Services from the former
Chairman of Ladenburg Thalmann Financial Services for $1.00 per share. Foliowing completion
of the transactions, New Valley owned 53.6% and 49.5% of the common stock of Ladenburg
Thalmann Financial Services, on a basic and fully diluted basis, respectively. Ladenburg
Thalmann Financial Services (AMEX: LTS) is registered under the Securities Act of 1934 and
files periodic reports and other information with the SEC. '

To provide the funds for the acquisition of the common stock of Ladenburg Thalmann &
Co., Ladenburg Thalmann Financiai Services borrowed $10 million from Frost-Nevada, Limited
Partnership and issued to Frost-Nevada $10 million principal amount of 8.5% senior convertible
notes due December 31, 2005. The notes issued tc the Ladenburg Thalmann & Co. stockholders
and to Frost-Nevada are secured by a pledge of the Ladenburg Thalmann & Co. stock. In June
2002, New Valley, Berliner and Frost-Nevada agreed with Ladenburg Thalmann Financial
Services to forbear untit May 15, 2003 payment of the interest due to them under the convertible
notes on'the interest payment dates commencing June 30, 2002 through March 31, 2003. In
March 2003, the holders of the convertible notes agreed to extend the interest forbearance period
to January 15, 2005 with respect to interest payments due through December 31, 2004. Interest
on the deferred amounts accrues at 8% on the New Valley and Berliner notes and 9% on the
Frost-Nevada note.

-The actual number of shares of common stock issued to the former Ladenburg Thalmann
& Co. stockholders may be further increased and the conversion prices of the senior convertible
notes may be further decreased on or about May 7, 2003, pending a final resolution of Ladenburg
Thalmann Fmancnal Services' pre-closing litigation adjustments.

~ On November 30, 2001, New Valley announced that it would distribute its 22,543,158
shares of Ladenburg Thalmann Financial Services common stock to holders of New Valley
common shares through a special dividend. On the same date, we announced that we would, in
turn, distribute the 12,694,929 shares of Ladenburg Thalmann Financial Services common stock
that we would receive from New Valley to the holders of our common stock as a special dividend.
The special dividends were accomplished through pro rata distributions of the Ladenburg
Thalmann Financial Services shares, paid on December 20, 2001 to holders of record as of
December 10, 2001. New Valley stockholders received 0.988 of a Ladenburg Thalmann
Financial Services share for each share of New Valley, and our stockholders received 0.348 of a
Ladenburg Thalmann Financial Services share for each share of ours.

Following the distribution, New Valley continues to hold the $8.01 million principal amount
of Ladenburg Thalmann Financial Services’ senior convertible notes and a warrant to purchase
100,000 shares of its common stock at $1.00 per share.

in March 2002, Ladenburg Thalmann Financial Services borrowed $2.5 million from New
Valley. . The loan, which bears interest at 1% above the prime rate, was due on the earlier of
December 31, 2003 or the completion of one or more equity financings where Ladenburg
Thalmann Financial Services receives at least $5.0 million in total proceeds. [n July 2002,
Ladenburg Thalmann Financial Services borrowed an additional $2.5 million from New Valley on
the same terms. In November 2002, New Valley agreed, in connection with a $3.5 million loan to
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Ladenburg Thalmann Financial Services by an affiliate of its ciearing broker, to extend the
maturity of the notes to December 31, 2006 and to subordinate the notes to the repayment of the
loan. : ‘

During 2002, Ladenburg Thalmann Financial Services incurred significant operating
losses as its revenues and liquidity were adversely affected by the overall declines in the U.S.
equity markets and the continued weak operating envircnment for the broker-dealer industry.
Accordingly, New Valley evaluated its ability to collect its notes receivable and related interest
from Ladenburg Thalmann Financial Services at September 30, 2002. These notes receivable
included the $5 million of notes issued in March 2002 and July 2002 and the $8.01 million
convertible note issued to New Valley in May 2001. Management determined, based on cuirent
trends in the broker-dealer industry and Ladenburg Thalmann Financial Services’ operating
results and liquidity needs, that a reserve for uncollectibility should be established against these
notes and interest receivable. As a result, New Valley recorded a charge of $13.2 million in the
third quarter of 2002. -

On October 8, 2002, Ladenburg Thalmann Financial Services borrowed an additional $2
million from New Valley. The loan, which bore interest at 1% above the prime rate, was repaid in
December 2002 with the proceeds from the loan to Ladenburg Thalmann Financial Services from
an affiliate of its clearing broker.

Howard M. Lorber, Bennett S. LeBow and Richard J. Lampen, executive officers and
directors of New Valley, and Vicior M. Rivas and Henry C. Beinstein, directors of New Valley, also
serve as directors of Ladenburg Thalmann Financial Services. Mr. Rivas also serves as
President and CEO of Ladenburg Thalmann Financial Services. J. Bryant Kirkland Hi, New
Valley's Vice President, Treasurer and Chief Financial Officer, served as Chief Financial Officer
of Ladenburg Thalmann Financiai Services from June 2001 to October 2002. Messrs. LeBow
and Lorber serve as executive officers and directors, and Mr. Lampen serves as an executive
officer, of us, and Robert J. Eide, a director of Ladenburg Thalmann Financiai Services, serves as
a director of ours.

Following December 20, 2001, holders of New Valiey's outstanding warrants are entitled,
upon exercise of a warrant and payment of the $12.50 exercise price per warrant, to receive a
common share of New Valley and a cash payment of $1.20, an amount equal to 0.988 of the
current market price of a share of Ladenburg Thalmann Financial Services- common stock on
December 20, 2001. The current market price was determined based on the average daily
closing prices for-a share of Ladenburg Thalmann Financial Services common stock for the 15
consecutive trading days commencing 20 trading days before December 20, 2001.

Other Investments. On January 15, 2003, New Valley announced it had reached an
agreement in principal with Globalstar L.P., pursuant tc which New Valley would invest $55
million as part of a plan of recrganization of Globalstar. Globalstar, which is currently in
bankruptcy, is engaged in the gicbal mobile satellite telecommunications services business. On
January 30, 2003, New Valley announced that the agreement in principle had terminated due to
New Valiey's inability to reach-final agreement with Globalstar's Creditors Committee. New
Valley has had continuing discussions with Globalstar regarding a proposed investment in its
business. )

At December 31, 2002, New Valley owned approximately 46% of the outstanding shares
of CDSI Holdings, Inc., which completed an initial pubiic offering in May 1997. CDSI holds a
minority interest in a marketing services company that provides direct mail and telemarketing
services. : ‘

As of December 31, 2002, New Valley’s long-term investments consisted primarily of
investments in limited partnerships and limited liability companies of $3.2 million. New Valley is
also required to make an additional investment in one of these limited partnerships of up to
$983,000 at December 31, 2002.
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Employees

At January 1, 2003, we had approximately 1,106 employees, of whom approximately 300
were employed by Liggett, approximately 291 were employed by Vector Tobacco and Vector
Research and approximately 457 were employed by Liggett Vector Brands. Approximately 20%
of our employees are hourly employees who are represented by unions. We have not
experienced any significant work stoppages since 1977, and we believe ihat relations with our
employees -and their unions are satisfactory. : .

Available information

We file annual, quarterly and current reports, proxy statements and other information with
the Securities and Exchange Commission. These filings are available to the public over the
Internet at the SEC’s web site at http://www.sec.gov. You may also read and copy any document
that we file at the SEC’s public reference room located at 450 Fifth Street, NW, Washington, DC
20549, Please call the SEC at 1-800-SEC-0330 for further information on the public reference
room.

We currently do not have a corporate Internet website and, accordingly, cannot make our
SEC filings available in this manner.. However, you may request a copy of our SEC filings,
including Exhibit 99.1, Material Legal Proceedings, to this Form 10-K, at no cost by writing,
telephoning or faxing us as follows:

Vector Group Lid.

100 S.E. Second Street, 32nd Ficor
Miami, Florida 33131

Attn: Investor Relations
Telephone: (305) 579-8000

Fax: (305) 579-8016
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RISK FACTORS
We and our subsidiaries have a substantial amount of indebtedness

We and olur subsidiaries have significant indebtedness and debt service obligations. At
December 31, 2002, we and our subsidiaries had total outstanding indebtedness of $338.3 million.
in addition, subject to the terms of any future agreements, we and our subsidiaries will be able to
incur additional indebtedness in the future. There is a risk that we will not be able to generate
sufficient funds to repay our debt. If we cannoct service our fixed charges, it would significantly harm
us and the value of our common stock.

We are a hoiding company and depend on cash payments from subsidiaries which are
subject to contractual and other restrictions

We are a holding company and have no operations of our own. We hold our interests in
our various businesses through our wholly-owned subsidiary, VGR Holding. In addition to our own
cash resources, our ability to pay interest on our convertible notes and to pay dividends on our
common stock depends on the ability of VGR Holding to make cash available to us. The purchase
agreement for the VGR Holding 10% senior secured notes due 2006 contains covenants which limit
the ability of VGR Holding to make distributions to us to 50% of VGR Holding's net income, unless
VGR Holding holds cash of $75 million after giving effect to the payment of the distribution. VGR
Holding's ability to pay dividends to us depends primarily on the ability of Liggett, our wholly owned
subsidiary, and New Valley, in which we indirectly hold an. approximately 58% interest, to generate
cash and make it available to VGR Holding. Liggett's revolving credit agreement prohibits Liggett
from paying cash dividends to VGR Holding unless Liggett's borrowing availability exceeds $5
million for the thirty days prior to payment of the dividend, and immediately after giving effect to the
dividend, and it is in compliance with the covenants in the credit facility, including an adjusted net
worth and working capital requirement.

As the controlling New Valley stockholder, we must deal fairly with New Valley, which may
limit its ability to enter into transactions with New Valley that result in the receipt of cash from New
Valley and to influence New Valley's dividend policy. In addition, since we indirectly own only
approximately 58% of the common shares of New Valley, a significant portion of any cash and other
assets distributed by New Valley will be received by persons other than us and our subsidiaries.

Our receipt of cash paymenis, as dividends or otherwise, from our subsidiaries is- an
important source of our liquidity and capital resources. If we do not have sufficient cash resources
of our own and do not receive payments from our subsidiaries in an amount sufficient to repay our
debts, we must obtain additional funds from other sources. There is a risk that we will not be able
to obtain additional funds at all or on terms acceptable to us. Our inability to service these
obligations would significantly harm us and the value of our common stock.

Liggett faces intense competition in the domestic tobacco industry

Liggett is considerably smaller and has fewer resources than all its major competitors and
as a resuli has a more limited ability to respond tc market developments. Published industry
sources indicate that the three largest manufacturers control approximately 83% of the United
Staies cigarette market. Philip Morris USA inc. is the largest and most profitable manufacturer in
the market, and its profits are derived principally from its sale of premium cigarettes. Based on
published industry sources, Philip Morris had approximately 60.7% of the premium segment and
48.9% of the total domestic market during 2002. During 2002, Liggett's share of the premium
cigarette segment was 0.3%, and its share of the total domestic cigarette market was 2.5%. Philip
Morris and RJR, the two largest cigarette manufacturers, have historically, because of their
dominant market share, been able to determine cigarette prices for the various pricing tiers within
the industry. The other cigarette manufacturers historically have brought their prices into line with
the levels established by the two major manufacturers.
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Liggett’s business is highly dependent on the discount cigarette éegment

Liggett depends more on sales in the discount cigarette segment of the market, relative to
the full-price premium segment, than its major competitors. Approximately 94.3% of Liggett's unit
sales in 2002 were generated in the discount segment. The discount segment is highly competitive
with consumers having less brand loyalty and placing greater emphasis on price. While the four
major manufacturers all compete with Liggett in the discount segment of the market, the strengest
competition for market share has recently come from a group of small manufacturers, most of which
are producing low quality, deep discount cigarettes. While Liggett's share of the discount market
increased to 8.5% in 2002 from 7.7% in 2001 and 5.3% in 2000, published industry sources indicate
that these other smaller manufacturers’ discount market share increased to 18.9% in 2002. from
16.2% in 2001 and 13.8% in 2000 due to their increased competitive discounting. If the discount
market pricing continues to be impacted by these smaller manufacturers, margins in Liggett's
largest market segment could be negatively affected, which in turn could negatively affect the value
of our common stock.

Liggett’'s market share has declinéd in recent periods

In years prior to 2000, Liggett suffered a substantial decline in unit sales and associated
market share. Liggett's unit sales and market share have increased during 2000, 2001 and 2002.
This earlier market share erosion resulted in part from its highly leveraged capital structure that
existed until December 1998 and Liggett's limited ability to match other competitors' wholesale and
retail trade programs, obtain retail shelf space for its products and advertise its brands. The decline
in recent years also resulted from adverse developments in the tobacco indusiry, intense
competition and changes in consumer preferences. Based on published industry sources, Liggett's
overall domestic market share during 2002 was 2.5%, compared with 2.2% for 2001 and 1.5% for
2000. Based on published industry sources, Liggett's share of the premium segment during 2002
was 0.3% as compared to 0.3% in 2001 and 0.2% in 2000, and its share of the discount segment
during 2002 was 8.5%, up from 7.7% in 2001 and 5.3% for 2000. If Liggett's market share declines,
Liggett's sales volume, operating income and cash flows could be negatively affected, which in turn
could negatively affect the value of our common stock.

The domestic cigarette industry has experienced declining unit sales in recent periods

Industry-wide shipments of cigarettes in the United States have been generally declining for
a number of years, with published industry sources estimating that domestic industry-wide
shipments decreased by approximately 3.7% during 2002. Published industry sources estimate
that domestic industry-wide shipments decreased by 3.2% in 2001 compared to 2000 and
increased by 0.1% in 2000 compared to 1999. Liggett's management believes that industry-wide
shipments of cigarettes in the United States will generally continue to decline as a result of
numerous factors. These factors include health considerations, diminishing social acceptance of
smoking and legislative limitations on smoking in public places, federal and state excise tax
increases and settlement-related expenses which have coniributed to large cigarette price
increases. If this decline in industry shipments continues and Liggett is unable to capture market
share from its competitors, or if the industry is unable to offset the decline in unit sales with price
increases, Liggeit's sales volume, operating income and cash flows could be negatively affected,
which in turn could negatively affect the value of our common stock.

Litigation and regulation will continue to harm the tobacco industry

The cigarette industry continues to be challenged on numerous fronts. New cases
continue to be commenced against Liggett and other cigarette manufacturers. As of
December 31, 2002, there were approximately 305 individual suits, 39 purported class actions
and 46 governmental and other third-party payor health care reimbursement actions pending in
the United States in which Liggett was a named defendant. A civil lawsuit has been filed by the
United States federal government seeking disgorgement of approximately $289 billion from
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various cigarette manufacturers, including Liggett. In addition to these cases, an action against
cigarette manufacturers invoiving approximately 1,260 named individual plaintiffs was
consolidated before a single West Virginia state court. Liggett is a defendant in most of the cases
pending in West Virginia. Approximately 38 other purported class action complaints have been
filed against the cigarette manufacturers for alieged antitrust violations. As new cases are
commenced, the costs associated with defending these cases and the risks relating to the
inherent unpredictability of litigation continue to increase.

An unfavorable verdict was returned in the first phase of the Engle smoking and health
class action trial pending in Florida. In July 2000, the jury awarded $790 miliion in punitive
damages against Liggett in the second phase of the trial, and the court entered an order of final
judgment. Liggett intends to pursue all available post-trial and appellate remedies. If this verdict
is not eventually reversed on appeal, or substantially reduced by the court, it will have a material
adverse effect on us. Liggett has filed the $3.45 million bond required under the bonding statute
enacted in 2000 by the Florida legislature which limits the size of any bond required, pending
appeal, to stay execution of a punitive damages verdict. On May 7, 2001, Liggett reached an
agreement with the class in the Engle case, which will provide assurance to Liggett that the stay
of execution, currently in effect under the Florida bonding statute, will not be lifted or limited at
any point until completion of all appeals, including to the United States Supreme Court. As
required by the agreement, Liggett paid $6.27 million into an escrow account to be held for the
benefit of the Engle class, and released, along with Liggett's existing $3.45 million statutory bond,
to the court for the benefit of the class upon completion of the appeals process, regardless of the
outcome of the appeal. in June 2002, the jury in an individual case brought under the third phase
of the Engle case awarded $37.5 million of compensatory damages against Liggett and two other
defendants and found Liggett 50% responsibie for the damages. The verdict will be subject to the
outcome of the Engle appeal. It is possible that additional cases could be decided unfavorably
and that there could be further adverse developments in the Engle case. Management cannot
predict the cash requirements related to any future settlements and judgments, including cash
required to bond any appeals, and there is a nsk that those requirements will not be able to be
met.

In recent years, there have been a number of restrictive regulatory actions from various
Federal administrative bodies, including the United States Environmental Protection Agency and
the Food and Drug Administration. There have alsc been adverse political decisions and other
unfavorable developments concerning cigarette smoking and the tobacco industry, including the
commencement and certification of class actions and the commencement of third-party payor
actions. These developments generally receive widespread media attention. We are not able to
evaluate the effect of these developing matters on pending litigation or the possible
commencement of additional litigation, but our consolidated financial position, results of
operations or cash flows could be materially adversely affected by an unfavorable cutcome in any
smoklng -related litigation.

Liggett has significant sales to a single customer

During 2002, 17.1% of Liggett's net sales, 18.4% of Liggett's net sales in the discount
segment and 16.8% of our consolidated revenues were to Liggett's largest customer. If this
customer discontinues its relationship with Liggett or experiences fi nanmai diffi culties Liggetl's
results of operations could be materially adversely affected.

Excise tax increases adversely affect cigarette sales

Cigarettes are subject to substantiai federal, state and local excise taxes which, in general,
have been increasing. The federal excise tax on cigareites is currently $0.39 per pack. State and
local sales and excise taxes vary considerably and, when combined with sales taxes, local taxes
and the current federal excise tax, may currently be as high as $4.10 per pack. Proposed further
tax increases in various jurisdictions are currently under consideration or pending. In 2002, 21
states passed excise tax increases, ranging from $0.07 per pack in Tennessee to as much as $1.81
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per pack in New York City and New York State combined. Congress has considered significant
increases in the federal excise tax or other payments from tobacco manufacturers, and significant
increases in excise and other cigarette-related taxes have been proposed or enacted at the state
and local levels. Management believes that increases in excise and similar taxes have had a
adverse impact on sales of cigarettes. Further substantial federal or state excise tax increases
could accelerate the trend away from smoking and could have an unfavorable effect on Liggett's
sales and profitability, which in turn could negatively affect the value of our common stock.

Vector Tobacco is subject to risks inherent in new produci'development initiatives

We have made and plan to continue to make significant investments in Vector Tobacco’s
development projects in the tobacco ihdustry. Vector Tobacco is in -the business of the
development and marketing of the new low nicotine and nicotine-free QUEST cigaretie products
and the reduced carcinogen OMNI products. These initiatives are subject to high levels of risk,
uncertainties and contingencies, including the challenges inherent in new product development.
There is a risk that continued mvestments in Vector Tobacco will harm our profitability (if any),
liquidity or cash flow. : ‘

The substantlal risks facing Vector Tobacco include:

Risks of market acceptance of the new products. In November 2001, Vector Tobacco
launched nationwide its reduced carcinogen OMNI cigarettes. During 2002, acceptance of OMNI
in the marketplace was limited, with revenues of only approximately $5.1 million on sales of 70.7
million units. Vector Tobacco has been unable to date to achieve the anticipated breadth of
distribution and sales of the OMNI product due, in part, to the lack of success of its advertising
and marketing efforts in differentiating OMNI with consumers through the “reduced carcinogen”
message. Over the next several years, management plans to conduct appropriate studies as to
the effects of OMNV's reduction of carcinogens and, based on these studies, to review the
marketing and positioning of the OMNI brand in order to formulate a strategy for its long-term
success. There is a risk management will be unable to significantly increase the level of OMNI
sales and that OMNI will not be a commercially successful product.

Vector Tobacco has only recently introduced its low mcotlne and nicotine-free QUEST
cigarettes. The introduction of the new QUEST brand requires the expenditure of substantial
sums for advertising and sales promotion, with no assurance of consumer acceptance. Low
nicotine and nicotine-free cigarettes may not be accepted ultimately by adult smokers and may
also not prove to be commercially successful products. Adult smokers may decide not to
purchase cigarettes made with low nicotine and nicotine-free tobaccos due to taste or other
preferences, or due to the use of genetically modified tobacco or. other product modifications.

Third party allegations that Vector Tobacco products are unfawful or bear deceptive or
unsubstantiated product claims. -Vector Tobacco is engaged in the development and marketing
of new, reduced carcinogen and low nicotine and nicotine-free cigarettes. With respect to OMNI,
reductions in these carcinogens have not yet been proven to result in a safer cigarette. Like other
cigarettes, the OMNI and QUEST products also produce tar, carbon monoxide, other harmful by-
products, and, in the case of OMNI, increased levels of nitric oxide and formaldehyde. There are
currently no specific governmental standards or parameters for these products and product
claims. There is a risk that federal or state regulators may object to Vector Tobacco’s reduced
carcinogen and low nicotine and nicotine-free cigarette products as unlawful or allege they bear
deceptive or unsubstantiated product claims, and seek the removal of the products from the
marketplace, or significant changes to ‘advertising claims. Various concerns regarding Vector
Tobacco's advertising practices have been expressed to Vector Tobacco by certain state
attorneys general. Vector Tobacco is negotiating in an effort to resolve these concerns.
Allegations by federal or state regulators, public health organizations and other tobacco
manufacturers that Vector Tobacco’s products are unlawful, or that its public statements or
advertising contain misleading or unsubstantiated health claims or product comparisons, may
result in litigation or governmental proceedings. Vector Tobacco's defense against such claims

L
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could require it to incur substantial expense and to divert significant efforts of its scientific and
marketing personnel. An adverse determination in a judicial proceeding or by a regulatory
agency could have a material and adverse impact on Vector Tobacco’s business, operating
results and prospects.

Potential extensive government regulation. Vector Tobacco's business may become
subject to extensive domestic and international government regulation. Varigus proposals have
been made for federal, state and international legislation to regulate cigareite manufacturers
generally, and reduced constituent cigarettes specifically. It is possible that laws and regulations
may be adopted covering issues like the manufacture, sale, distribution and labeling of tobacco
products as well as any health claims associated with reduced carcincgen and low nicotine and
nicotine-free cigarette products-and the use of genetically modified tobacco. A system cf
regulation by agencies like the Food and Drug Administration, the Federal Trade Commission or
the United States Department of Agriculture may be established. in addition, a group of public
health organizations have recently submitted a petition to the Food and Drug Administration,
alleging that the marketing of the OMNI product is subject to regulation by the FDA under existing
law. Vector Tobacco has filed a response in opposition o the petition. The Federal Trade
Commission has alsc expressed interest in the regulation of tobacco products made by tobacco
manufacturers, including Vector Tobacco, which bear reduced carcinogen claims. The ultimate
outcome of any of the foregoing cannot be predicted, but any of the foregoing could have a
material adverse impact on Vector Tobacco's business, operating results and prospects.

Competition from other cigarelte manufacturers with greater resources. The cigarette
industry is highly competitive. Vector Tobacco’s competitors generally have substantially greater
resources than Vector Tobacco has, including financial, marketing and personnel resources.
Other major tobacco companies have stated that they are working on reduced risk cigareite
products and ‘have made publicly available only limited additional information concerning their
activities at this time. Philip Morris has recently announced that it plans to introduce a reduced
risk product in 2003. RJR has stated it will begin during 2003 a phased expansion of a cigarette
product that primarily heats rather than burns tobacco into a select number of retail chain outlets.
In 2002, Brown & Williamson Tobacco Corporation announced it was test marketing a new
cigarette with reduced levels of many toxins. There is a substantial likelihood that other major
tocbacco companies will continue to introduce new products that are designed to compete directly
with Vector Tobacco's reduced carcinogen and nicotine-free products.

Potential disputes concerning intellectual property.  Vector Tobacco's ability to
commercially exploit its proprietary technology for its reduced carcinogen and low nicotine and
nicotine-free products depends in large part on its ability to obtain and defend issued patents, to
obtain further patent protection for the techhology in the United States and other jurisdictions, and
to operate without infringing on the patents and proprietary rights of others both in the United
States and abroad. Additionally, it must be able to obtain appropriate licenses to patents or
proprietary rights held by third parties if infringement would otherwise occur, both in the United
States and in foreign countries. ‘

inteliectual property nghts, including Vector Tobacco's patents (owned or licensed),
involve complex legal and factual issues. Any conflicts resulting from third party patent
applications and granted patents could significantly limit Vector Tobacco's ability to obtain
meaningful patent protection or to commercialize its technology. [f necessary patents currently
exist or are issued to other companies that contain competitive or confiicting claims, Vector
Tebacco may be required to obtain licenses to these patenis or to develop or obtain alternative
technology. Licensing agreements, if required, may not be available cn acceptable terms or at
ali. If licenses are not obtained, Vector Tobacco could be delayed in or prevented from pursuing
the further development or.marketing of its new cigarette products. Any alternative technology, if
feasible, could take several years to develop.
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Litigation which could result in substantial cost may also be necessary to enforce any
patents to which Vector Tobacco has rights, or to determine the scope, validity and
unenforceability of other parties’ proprietary rights which.may affect its rights. Vector Tobacco
may also have to participate in interference proceedings declared by the U.S. Patent and
Trademark Office to determine the priority of an invention or opposition proceedings in foreign
counties or jurisdictions, which could result in substantial costs. There is a risk that its licensed
patents would be held invalid by a court or administrative body or that an alleged infringer would
not be found to be infringing. The mere uncertainty resulting from the institution and continuation
of any technology-related litigation, interference proceedings or oppositions could have a material
and adverse effect on Vector Tobacco's business, operating results and prospects.

* Vector Tobacco may also rely on unpatented trade secrets and know-how to maintain its
competitive position, which it seeks to protect, in part, by confidentiality agreements with
employees, consuitants, suppliers and others. . There is a risk that these agreements will be
breached or terminated, that Vector Tobacco will not have adequate remedies for any breach, or
that its trade secrets will otherwise become- known. or be independently discovered b
competitors. ‘

Dependence on key scientific personnel. Vector Tobacco's business depends for its
continued development and growth on the continued services of key scientific personnel. The
loss of Dr. Anthony Albino, Vice President of Public Health, Dr. Robert Bereman, Vice President
of Chemical Research, or Dr. Mark A. Conkling, Vice President of Genetic Research, could have
a serious negative impact upon Vector Tobacco's business, operating results and prospects.

Ability to raise capital and manage growth of business. If Vector Tobacco succeeds in
introducing to market and increasing consumer acceptance for its-new cigarette products, Vector
Tobacco will be required to obtain significant amounts of additional capital and manage
substantial volume from its customers. There is a risk that adequate amounts of additional capital
will not be available to Vector Tobacco to fund the growth of its business. To accommodate
growth and compete effectively, Vector Tobacco will also be required to attract, integrate,
motivate and retain additional highly skilled sales, technical and other employees. Vectior
Tobacco will face competition for these people. lIts ability to manage volume also will depend on
its ability to scale up its tobacco processing, production and distribution operations. There is a
risk that it will not succeed in scaling its processing, production and distribution operations and
that its personnel, systems, procedures and controls will not be adequate to support its future
operations.

Potential delays in obtaining tobacco, other raw materials and any technology needed fo
produce products. Vector Tobacco is dependent on third parties to produce tobacco and other
raw materials that Vector Tobacco requires {0 manufacture its products. In addition, the growing
of new tobacco and new seeds is subject to adverse weather conditions. Vector Tobacco may
also need to obtain licenses to technology subject to patents or proprietary rights of third parties
to produce its products. The failure by such third parties to supply Vector Tobacco with tobacco,
other raw materials and technalogy on commercially reasonable terms, or at all, in the absence of
readily available alternative sources, would have a serious negative impact on Vector Tobacco's
business, operating results and prospects. There is also a risk that interruptions in the supply of
these materials and technology may occur in the future. Any interruption in their supply could
have a serious negative impact on Vector Tobacco.

New Valley is subject {o risks relating to the indusiries in which it operates

Risks of real estate ventures. New Valley has two significant investments in Montauk and
the former Kona Surf Hotel in Hawaii where it holds only a 50% interest. New Valley must seek
approval from other parties for important actions, regarding these joint ventures. Since these other
parties’ interests may differ from those of New Valley, a deadlock couid arise that might impair the
ability of the ventures to function. Such a deadlock could significantly harm the ventures.
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New Valley plans to pursue a variety of real estate development projects. Development
projects are subject to special risks including potential increase in costs, inability to meet deadlines
which may delay the timely completion of projects, reliance on contractors who may be unable to
perform and the need to obiain varicus governmental and third party consents.

Risks relating to the residential brokerage business. Through its investment in Montauk,
New Valley is subject to the risks and uncertainties endemic to the residential brokerage business.
As a franchisee, Prudential Douglas Elliman operates each of its offices under its franchiser’s brand
name, but generally does not own any of the brand names under which it operates. The franchiser
has significant rights over the use of the franchised service marks and the conduct of Prudential
Douglas Elliman’s business. Prudential Douglas Elliman’s franchiser also has the right to terminate
Prudential Douglas Elliman’s franchises, upon the occurrence of certain events, including a
bankruptcy or-insolvency event or & change in control affecting Prudential Douglas Elliman, a
transfer by Prudential Douglas Eliiman of its rights under the franchise agreements and Prudential
Douglas Elliman’'s failure to promptly pay amounts due under the franchise agreements. A
termination of Prudential Douglas Elliman’s franchise agreements could adversely affect New
Valley's investment in Montauk.

Recent years have been characterized by high levels of existing home sales and residential
prices. However, the residential real estate market tends to be cyclical and typically is affected by
changes in the general economic conditions that are beyond Prudential Douglas Efliman’s control.
Any of the following could have a material adverse effect on Prudential Douglas Elliman’s business
by causing a general decline in the number of home sales and/or prices, which in turn, could
adversely affect revenues and profitability:

o continued periods of economic slowdown or recession,

[9)

a change in the current low interest rate environment resulting in rising interest rates,

(]

decreasing home ownership rates, or

o

declining demand for real estate.

Ali of Prudential Douglas Elliman’'s current operations are located in the New York
metropolitan area. Local and regional economic conditions in this market could differ materially
from prevailing conditions in other paris of the country. A downturn in the residential real estate
market or economic conditions in that region could have a material adverse effect on Prudenttal
Douglas Elliman and New Valley's lnvestment in Montauk

New Valley's potential investments are unidentified and may not succeed

New Valley currently holds a significant amount of marketable securities and cash not
commitied to any specific investments. This subjects a security holder to increased risk and
uncertainty because a security holder will not be able to evaluate how this cash will be invested and
the economic merits of particutar investments. There may be substantial delay in locating suitable
investment opportunities. in addition, New Valley may lack relevant management experience in the
areas in which New Valley may invest. There is a risk that New Valley will fail in targeting,
consummating or effectively managing any of these investments.

We depend on our key personne)
We depend on the efforts of our executive officers and other key personnel. While we
believe that we could find replacements for these key personnel, the loss of their services could

have a significant adverse effect on our operations. We do not maintain key-man life insurance
for any of our personnel.
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We and New Valley have many potentially dilutive securities outstanding

At December 31, 2002, we had outstanding options granted to employees to purchase
9,512,596 shares of our common stock, at prices ranging from $4.15 to $41.46 per share, of
which options for 4,428,974 shares are exercisable during 2003. The issuance of these shares
will cause dilution which may adversely affect the market price of our common stock. The
availability for sale of significant quantities of our common stock could adversely affect the
prevailing market price of the stock.

As part of New Valley's recapitalization, a total of 17,898,629 warrants to purchase
common shares were issued fo New Valley's stockholders. The potential issuance of common
shares on exercise of the warrants would increase the number of New Valley’'s common shares
outstanding by more than 80% and decrease our holdings.

Our stock price has been volatile

The trading price of our common stock has fluctuated widely, ranging between $9.37 and
$27.38 per share over the past 52 weeks. The overall market and the price of our common stock
may continue to fluctuate greatly. The trading price of our common stock may be significantly
affected by various factors, including:

o  the depth and liquidity of the trading market for our common stock,
o quarterly variations in its actual or anticipated operating results,

o changes in investors' and analysts' perceptions of the business and legal risks facing
us and the tobacco industry, ‘

o changes in estimates of our earnings by investors and analysts, and
o announcements or activities by our competitors.

We have broad discretion with respect to the use of proceeds from our July 2001 note
offering

The net proceeds of our July 2001 note offering were approximately $166 million. Our
management will retain broad discretion as to the use and allocation of the remaining proceeds.
Accordingly, you will not have the opportunity to evaluate the economic, financial and other
relevant information that we may consider in the application of the net proceeds.

ITEM 2. PROPERTIES

Our and New Valley’s principal executive offices are located in Miami, Florida. We lease
12,356 square feet of office space from an unaffiiated company in an office building in Miami,
which we share with New Valley and various of our and their subsidiaries. New Valley has
entered into an expense-sharing arrangement for use of such office space. We are currently in
discussion to extend the term of the lease which expires in May 2003.

We lease approximately 18,000 square feet of office space in New York, New York under
leases that expire in 2010 and 2013. New Valley's operating properties are described above.

Substantially all of Liggett's tobacco manufacturing facilities, consisting principally of
factories, distribution and storage facilities, are located in or near Mebane and Durham, North
Carolina. Such facilities are both owned and leased. As of December 31, 2002, the principal
properties owned or leased by Liggett are as follows:
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Owned Approximate

or Total Square

Tvpe Location Leased Footage
Office and 4

Manufacturing Complex Durham, NC Owned 836,000
Warehouse Durham, NC Leased 203,000
Storage Facilities Danville, VA Owned 578,000
Office and

Manufacturing Complex Mebane, NC Owned 240,000
Warehouse Mebane, NC . Owned 60,000
Warehouse Mebane, NC Leased 30,000

Liggett's Durham, North Carolina complex consists of seven major structures over
approximately nine acres. Included are Liggett's former manufacturing plant, a research facility
and offices. Liggett leases portions of these facilities to Vector Tobacco and Vector Research
Ltd. -'

In November 1999, 106 Maple LLC, a newly formed entity owned by Liggett, purchased
an approximately 240,000 square foot manufacturing facility located on 42 acres in Mebane,
North Carolina. In October 2000, Liggett completed a 60,000 square foot warehouse addition at
the Mebane facility, and finished the relocation of its tobacco manufacturing .operations to
Mebane. Liggett also leases a 30,000 square foot warehouse in Mebane.

in June 2001, a subsidiary of Vector Tobacco purchased an approximately 350,000
square foot manufacturing facility locaied on approximately 56 acres in Timberlake, North
Carolina. in the first quarter of 2002, Vector Tobacco began production at the facility.

in April 2002, Liggett Vector Brands leased approximately 17,000 square feet of space in
Research Triangle Park, North Carolina. The lease expires in October 2007.

Liggett's and Vector Tobacco’s managements believe that their property, plant and
equipment are well maintained and in good condition and that their existing facilities are sufficient
to accommodate a substantial increase in production.

ITEM 3. LEGAL PROCEEDINGS

Liggett (and, in certain cases, Brooke Group Holding) and other United States cigarette
manufacturers have been named as defendants in numerous direct, third-party and class actions
predicated on the theory that they should be liable for damages from adverse heaith effects alleged
to have been caused by cigarette smoking or by exposure to secondary smoke from cigarettes.
See ltem 1. "Business — Liggett Group inc. — Legislation, Regulation and Litigation.” Reference is
made to Note 15 to our consolidated financial statements, which contains a general description of
cerfain legal proceedings to which Brooke Group Holding, Liggett, New Valley or their
- subsidiaries are a party and certain related matters. Reference is alsoc made to Exhibit 99.1,
Material Legal Proceedings, incorporated herein, for additional information regarding the pending
smoking-related material legal proceedings to which Brooke Group Holding and/or Liggett are
party. A copy of Exhibit 99.1 will be furnished without charge upon written request to us. See
ltem 1. “Business ~ Available information.”
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ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

. During the last quarter of 2002, no matter was submitted to stockholders for their vote or
approval, through the solicitation of proxies or otherwise. ’ '

EXECUTIVE OFFICERS OFTHE REGISTRANT

The table below, together with the accompanying text, presents certain information
regarding all our current executive officers as of March 28,°2003. Each of the executive officers
serves until the election and qualification of such individual's successor or until such individual's
death, resignation or removal by the Board of Directors of the respective company.

Year individual
Became an

Name = - Age Position 7 Executive Officer
BennettS.LeBow 65  Chairman of the Board 1990
: o and Chief Executive
4 Officer
Howard M. Lorber 54 President and Chief . 2001
) ) Operating Officer
Richard J. Lampen . . 49 Executive Vice President - 1996
Joselynn D. Van Sicien 62 ' Vice President, Chief ‘ 1996
' Financial Officer and
Treasurer
Marc N. Bell 42 Vice President, General 1998
o Counsel and Secretary
Ronald J. Bernstein 49 President and Chief - - - 2000
o S Executive Officer of
Liggett

Bennett S. LeBow has been our Chairman of the Board and Chief Executive Officer of
Vector since June 1990 and has been a director of ours since October 1986. Since November
1990, he has been Chairman of the Board and Chief Executive Officer of VGR Holding. Mr.
LeBow has served as President and Chief Executive Officer of Vector Tobacco since January
2001 and as a director since October 1999. Mr. LeBow has been a director of Ladenburg
Thalmann Financial Services since May 2001. Mr. LeBow has been Chairman of the Board of
New Valley since January 1988 and Chief Executive Officer since November 1994,

Howard M. Lorber has been our President and Chief Operating Officer and a director of
ours since January 2001. Since January 2001, Mr. Lorber has served as President and Chief
Operating Officer of VGR Holding. Since November 1894, Mr. Lorber has served as President
and Chief Operating Officer of New Valley, where he also serves as a director. Mr. Lorber has
been Chairman of the Board of Hallman & Lorber Assoc., Inc., consultants and actuaries of
qualified pension and profit sharing plans, and various of its affiliates since 1975; a stockholder
and a registered representative of Aegis Capital Corp., a broker-dealer and a member firm of the
National Association of Securities Dealers, since 1984; Chairman of the Board of Directors since
1987 and Chief Executive Officer since November 1993 of Nathan’'s Famous, Inc., a chain of fast
food restaurants; a consuitant to us and Liggett from January 1994 to January 2001; a director of
United Capital Corp., a real estate investment and diversified manufacturing company, since May
1991; a director of Prime Hospitality Corp., a company doing business in the lodging industry,
since May 1984; and Chairman of the Board of Ladenburg Thalmann Financial Services since
May 2001. He is also a trustee of Long Island University.
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Richard J. Lampen has served as the Executive Vice President of us and of VGR
Holding since July 1998. Since October 1995, Mr. Lampen has been the Executive Vice
President of New Valley. From May 1992 to September 1995, Mr. Lampen was a partner at Steel
Hector & Davis, a law firm located in Miami, Ficrida. From January 1981 to April 1892, Mr.
Lampen was a Managing Directer at Salomon Brothers Inc, an investment bank, and was an
employee at Salomon Brothers Inc from 1986 to April 1992. Mr. Lampen is a directer of New
Valley, CDSI Holdings inc. and Ladenburg Thalmann Financial Services. Mr. Lampen has served
as a director of a number of other companies, including U.S. Can Corporation, The Internaticnal
Bank of Miami, N.A., Spec's Music inc. and PANACO, Inc., as well as a court-appointed
independent director of Trump Plaza Funding, Inc.

Joselynn D. Van Sicien has been Vice President, Chief Financial Officer and Treasurer
of us and of VGR Holding since May 1996, and currently holds various positions with certain of
VGR Holding’s subsidiaries, including Vice President and Treasurer of Eve since April 1994 and
May 1996, respectively. Prior to May 1996, Ms. Van Siclen served as our Director of Finance and
was employed in various accounting capacities with our subsidiaries since 1992. Since before
1880 to November 1992, Ms. Van Siclen was an audit' manager for the accounting firm of
Coopers & Lybrand L.L.P.

Marc N. Bell has been the Vice President of us and of VGR Holding since January 1998
and has served as General Counsel and Secretary of us and of VGR Holding since May 1994.
Since November 1994, Mr. Bell has served as Associate General Counsel and Secretary of New
Valley and since February 1998, as Vice President of New Valley. Prior to May 1994, Mr. Bell
was with the law firm of Zuckerman, Spaeder, Taylor & Evans in Miami, Florida and from June
1981 to May 1993, with the law firm of Fischbein = Badillo ¢ Wagner « Harding in New York, New
York.

Ronald J. Bernstein has served as President and Chief Executive Officer of Liggett
since September 1, 2000 and of Liggeit Vector Brands since March 2002. Mr. Bernstein will
serve as President of Liggett Vector Brands. From July 1996 to December 1998, Mr. Bernstein
served as General Director and, from December 1999 to September 2000, as Chairman of
Liggett-Ducat. Prior to that time, Mr. Bernstein served in various positions with Liggett
commencing in 1991, including Executive Vice President and Chief Financial Officer.
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PART K

ITEM5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED
STOCKHOLDER MATTERS

Our common stock.is listed and traded on the New York Stock Exchange under the
symbol "VGR", The foliowing table sets forth, for the periods indicated, high and low sale prices
for a share of its common stock on the NYSE, as reported by the NYSE, and quarterly cash
dividends declared on shares of common stock:

~ : . Cash
Year High Low Dividends
. 2002: .

Fourth Quarter . $13.75 $ 9.50 $.40
Third Quarter 16.48 12.50 .38
Second Quarter 26.41 15.19 .38
First Quarter 3047 23.45 .38
2001: '
Fourth Quarter ) $42.86 $29.72 $.38
Third Quarter 40.37 27.57 .36
Second Quarter 33.55 17.77 .36
First Quarter 20.87 14.91 .36

At March 21, 2003, there were approximately 418 holders of record of our common stock.

The declaration of future cash dividends is within the discretion of our Board of Directors
and is subject to a variety of contingencies such as market conditions, earnings and our financial
condition as well as the availability of cash.

The payment of dividends and other distributions to us by VGR Holding are subject to the
note purchase agreement for VGR Holding's senior secured notes. The agreement limits the
ability of VGR Holding to make distributions to us to 50% of VGR Holding's net income, unless
VGR Holding holds $75 million in cash after giving effect to the payment of the distribution.

Liggett's revolving credit agreement currently prohibits Liggett from paying dividends to
VGR Holding unless Liggeit's borrowing availability exceeds $5 million for the thirty days prior o
payment of the dividend, and immediately after giving effect to the dividend, and it is in
compliance with the covenants in the credit facility, including an adjusted net worth and working
capital requirement. '

We paid 5% stock dividends on September 28, 2000, Sepiember 28, 2001 and
September 27, 2002 to the holders of our common stock. A special dividend of 0.348 of a share
of Ladenburg Thalmann Financial Services common stock was paid on each of our shares of
common stock on December 20, 2001. All information presented in this report is adjusted for the
stock dividends. : '

Recent Sales of Unregistered Securities

No securities of ours which were nct registered under the Securities Act of 1233 have
been issued or sold by us during the fourth quarter of 2002, except (i) for the grant of stock
options to employees of us and/or our subsidiaries as described in Note 13 to our consolidated
financial statements; and (ii) 303,876 shares of our common stock issued upon exercise of
options, with an exercise price of $1.65 per share. The foregoing transactions were effected in
reliance on the exemption from registration afforded by Section 4(2) of the Securities Act of 1933.
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ITEM 6. SELECTED FINANCIAL DATA

Year Ended December 31,
2002 | 2001 2000 | 1999 [ 1998
(dollars in thousands, except per share amounts)

Statement of Operations Data:

Revenues™ ™ ... $503,418  $447,382  $415055  $344,193  $320,056
{Loss) income from continuing operations............. _ (31,794) 21,200 167,754 235,763 24,219
(Loss) income from discontinued operations......... - (537) 8,285 1,570 3,208
Loss from extraordinary tems® .........cccoevreiernne - - (1,821) (1,660) -
Net (JoSS) INCOME ......ovevevieirieinir et e (31,794) 20,663 174,218 . 235,673 27,427
Per basic common share': -

{Loss} income from continuing :

OPETALIONS ... $(0.91) $0.68 $6.47 - $9.26 $0.98
{Loss) income from discontinued operations...... - $(0.01) $0.32 $0.06 $0.13
Loss from extraordinary items.........cceeeecverunnee. - - $(0.07) $(0.06) -
Net (loss) income applicable to :

COMIMON SHATES ..evvveveerceeeererreerres s essersreeanes $(0.91) $0.67 $6.72 $9.26 $1.11
Per diluted common share®™:
{Loss) income from continuing
ODEFAHONS ..o oo $(0.91) $0.57 $5.49 $7.60 $0.80
(Loss) income from discontinued operations...... - $(0.02) $027 $0.05 $0.11
Loss from extraordinary #ems ..........c.cveevvviivirene. - - $(0.06} $(0.05) -
Net (loss) income applicable to
COMIMION SHATES c.coveveveereeete e s $(0.91) $0.55 $5.70 $7.60 $0.91
Cash distributions declared per common
SNATE™ ..ot e '$1.54 $1.47 $1.14 $0.55 $0.25
Balance Shest Data:
CUITENE @SSELS.....cvvivie et erree e bnessbeens $381,091 $515,727 $269,942 $188,732 $122,560
TOA] @SSES .vvervevirieriiereee et e neas 708,495 688,903 425,848 504 448 228,982
Current abilifies........cooeeivieereireeienieiec e, 184,384 141,629 138,775 226,654 273,441
Notes payable, long-term debt and . :
other obligations, less current portion ................ 307,028 225,415 39,890 148,349 262,665
Noncurrent employee benefits, deferred ,

income taxes, minority interests and

other long-term liabilities ...........ccccococvenvinennnens 194,786 208,501 234,734 262,543 87,051
Stockholders' equity (deficit) .......ccceevveevrvrerereeanenn. 22,297 113,358 12,449 (133,098) (394,175)

' Revenues include excise taxes of $192,664, $151,174, $116,116, $66,698 and $82,613, respectively,

@ Represents loss resulting from the early extinguishment of debt.

®  per share computations include the impact of 5% stock dividends on September 27, 2002, September 28, 2001,
September 28, 2000 and September 30, 1998. '

Revenues in 2002 include $35,199 related to the Medallion acquisition.

@
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

(Dollars in Thousands, Except Per Share Amounts)

Overview

We are a holding company for a number of businesses. We are engaged principally in:

e the development and marketing of the low nicotine and nicotine-free QUEST
cigarette products and the reduced carcinogen OMNI cigarette products through our
subsidiary Vector Tobacco inc. and

¢ the manufacture and sale of cigarettes in the United States through our subsidiary
Liggett Group. Inc.

During 2002, the sales and marketing functions, along with certain support functions, of
our Liggett and Vector Tobacco subsidiaries were combined into a new entity, Liggett Vector
Brands Inc. This company coordinates and executes the sales and marketing efforts for all of our
fobacco operations. With the combined resources of Liggett and Vector Tobacco, Liggett Vector
Brands has approximately 430 salespersons, and enhanced distribution and marketing
capabilities.

Our majority-owned subsidiary, New Valley Corporation, is currently engaged in the real
estate business and is seeking to acquire additional operating companies. In December 2002,
New Valley acquired two office buildings in Princeton, N.J. and increased its ownership to 50% in
Montauk Battery Realty LLC, which owns the largest residential brokerage company in the New
York metropolitan area.

In November 2001, Vector Tobacco launched nationwide OMNI, the first reduced
carcinogen cigarette that tastes, smokes and burns like other premium cigarettes. The OMNI
cigarettes are produced using a patent pending process developed by Vector Tobacco. In
comparison to comparable styles of the leading U.S. cigarette brand, OMNI cigarettes produce
significantly lower levels of many of the recognized carcinogens and toxins that the medical
community has identified as major contributors to lung cancer and other diseases in smokers.
During 2002, acceptance of OMNI in the marketplace was limited, with revenues of approximately
$5,100 on sales of 70.7 million units. Vector Tobacco has been unable to date to achieve the
anticipated breadth of distribution and sales of the OMNI product, due, in part, to the lack of
success of its advertising and marketing efforts in differentiating OMN! with consumers through
the “reduced carcinogen” message. Over the next several years, management plans to conduct
appropriate studies as to the effects of OMNI’s reduction of carcinogens and, based on these
studies, to review the marketing and positioning of the OMNI brand in order fo formulate a
strategy for its long-term success.

In January 2003, Vector Tobacco introduced QUEST, its brand of low nicotine and
nicotine-free cigarette products. QUEST is designed for adult smokers who are interested in
reducing their levels of nicotine intake and is available in three different varieties, each with
decreasing amounts of nicotine - QUEST 1, 2 and 3. QUEST 1, the low nicotine variety, contains
0.6 milligrams of nicotine. QUEST 2, the extra-low nicotine variety, contains 0.3 milligrams of
nicotine. QUEST 3, the nicotine-free variety, contains only trace levels of nicotine — no more than
0.05 milligrams of nicotine per cigarette. QUEST cigarettes utilize a proprietary process that
enables the production of nicotine-free tobacco that tastes and smokes like tobacco in
conventional cigarettes.
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QUEST will be initially available in New York, New Jersey, Pennsylvania, Ohio, indiana,
linois and Michigan. These seven states account for approximately 30% of all cigarette sales in
the United States. Based on the success of the product in these markets, Vector Tobacco
currently expects to market QUEST nationwide later in 2003. All three QUEST varieties are
being sold in hard packs and are priced comparable to other premium brands. A multi-million
dollar advertising and marketing campaign, with advertisements running in magazines and
regional newspapers, is supporting the product faunch. The brand is aiso supporied by
significant point-of-purchase campaigns.

Our domestic cigarette business, Liggett, shipped approximately 9.82 billion cigarettes
during 2002 which accounted for 2.5% of the total cigarettes shipped in the United States during
that year. Approximately 94.3% of Liggett's unit sales in 2002 were generated in the discount
segment. ‘

We believe that Liggett has gained a sustainable cost advantage over its competitors
through its various settlement agreements. Under the Master Settiement Agreement reached in
November 1998 with 46 state Attorneys General and various territories, Liggett's four major
competitors must make -settlement payments to the states and territories based on how many
cigareties they sell annually. Liggstt, however, is not required to' make any payments unless its
market share exceeds approximately 1.65% of the U.S. cigarette market. Additionally, as a resuit
of the Medallion acquisition, Vector Tobacco likewise has no payment obligation unless its market
share exceeds approximately 0.28% of the U.S. market.

In recent years, the domestic tobacco business has experienced the following trends:

e Declining unit volumes due to health considerations, diminishing social acceptance of
smoking, legislative limitations on smoking in public places, federal and state excise
tax increases and settiement-related expenses which have augmented cigaretlte
prices,

e Narrower price spreads between the premium and traditional discount segments
resulting from aggressive premium price promotions by larger competitors including
Philip Morris and RJR, while price spreads between the premium and deep discount
markets widen due to the influx of smaller companies producing low quahty, deep
diseount cigarettes, and

e Loss of discount market share for branded discount cigarettes such as those sold by
Liggett due tc a significant increase in market share by the smaller cigaretie
compames producmg low quality, deep discount cigarettes.

Recent Developments

Liggett Vector Brands. During 2002, the sales and marketing functions, along with certain
support functions, of our Liggett and Vector Tobacco subsidiaries were combined intc a new
entity, Liggett Vector Brands Inc. This company coordinates and executes the sales and
marketing efforts for all of our tobacco operations. With the combined resources of Liggett-and
'Vector Tobacco, Liggett Vector Brands has approximately 430 salespersons, and enhanced
distribution-and marketing capabilities. in connection with the formation of the new Liggett Vector
Brands entity, we took a charge of approximately $3,460 in the first quarter of 2002, related to the
reorganization.of our business. As of December 31, 2002, our reorganization accrual has been
reduced by payments and impairments of $2,978 and the remaining balance was $482.

Acquisition of Medallion. On April 1, 2002, a subsidiary of ours acquired the stock of The

Medallion Company, Inc., and related assets from Medallion’s principal stockholder. The total
purchase price consisted of $50,000 in cash and $60,000 in notes, with the notes guaranteed by us
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and Liggett. Medallion, a discount cigaretie manufacturer, is a participant in the Master Settiement
Agreement between the state Attorneys General and the tobacco industry. Medallion has no
payment obligations under the Master Settlement Agreement unless its market share exceeds
approximately 0.28% of fotal cigarettes sold in the United States (approximately 1.1 billion units in
2002). .

VGR Holding Private Placement. On April 30, 2002, VGR Holding issued at a discount
$30,000 principal amount of 10% senior secured notes due March 31, 2006. in a private
placement to institutional investors. VGR Holding received net proceeds from the placement of
approximately $25,000. in November 2002, in connection with an amendment to the note
purchase agreement, VGR Holding repurchased $8,000 of the notes at a price of 100% of the
principal amount plus accrued interest. In March 2003, in connection with an additional
-amendment to the note purchase agreement, VGR Holding agreed to repurchase, under certain
conditions, during the second, -third and fourth quarters of 2003 up to a total of $12,000 of the
notes, at a price of 100% of the principal amount plus accrued interest,

Real Estate Acquisitions. In December 2002, New Valley purchased two office buildings
in Princeton, NJ for a total purchase price of $54,000. New Valley financed a portion of the
purchase price through a borrowing of $40,500 from HSBC Realty Credit Corporation (USA).

The loan has a term of four years, bears interest at a floating rate of 2% above LIBOR,
and is collateralized by a first mortgage on the office buildings, as well as by an assignment of
leases and rents. Principal is amortized to the extent of $54 per month during the term of the
loan. The loan may be prepaid without penalty and is non-recourse against New Valley, except
for various specified environmental and related matters, misapplications of tenant security
deposits and insurance and condemnation proceeds, and fraud or misrepresentation by New
Valley in connection with the indebtedness.

Also in December 2002, New Valley and the other owners of Prudential Long Island
Realty contributed their interests in Prudential Long Island Realty to Montauk Battery Realty, a
newly formed entity. New Valley acquired a 50% ownership interest in Montauk, an increase
from its previous 37.2% interest in Prudential Long Island Realty as a result of an additional
investment of $1,413 by New Valley and the redemption by Prudential Long Island Realty of
various ownership interests.

On March 14, 2003, Montauk purchased the leading New York City-based residential
brokerage firm, Insignia Douglas Elliman, and an affiliated property management company, for
$71,250. As a result of the acquisition, Montauk's brokerage operations, toc be known as Prudential
Douglas Elliman, will be the largest residential brokerage company in the New York metropolitan
area. New Valley invested an additional $9,500 in subordinated debt and equity of Montauk to help
fund the acquisition. ‘

Recent Developments in Legislation, Regulation and Litigétion

The cigarette industry continues to be challenged on numerous fronts. New cases
continue to be commenced against Liggett and other cigarette manufacturers. As of
December 31, 2002, there were approximately 305 individual suits, 39 purported class actions
and 46 governmental and other third-party payor health care reimbursement actions pending in
the United States in which Liggett was a named defendant. A civil lawsuit has been filed by the
United States federal government seeking disgorgement of approximately $289,000,000 from
various cigarette manufacturers, including Liggett. In addition to these cases, during 2000, an
action against cigarette manufacturers involving approximately 1,260 named individual plaintiffs
was consolidated before a single West Virginia state court. Liggett is a defendant in most of the
cases pending in West Virginia. Approximately 38 other purported class action complaints have
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been filed against the cigarette manufacturers for alieged antitrust vidlations. As new cases are
commenced, the costs associated with defending these cases and the risks. relatlng to the
inherent unpredlctabmty of litigation continue to increase. . .

An unfavorable verdict was returned in the first phase of the Engle smokmg and health
ciass action trial pending in Florida. In July 2000, the jury awarded $790,000 in punitive damages
against Liggett in the second phase of the trial, and the court entered an order of final judgment.
Liggett intends to pursue all available post-trial and appellate remedies. If this verdict is not
eventually reversed on appeal, or substantially reduced by the court; .it will have a material
adverse effect on Vector. Liggett filed the $3,450 bond required under the bonding statute
enacted in 2000 by the Florida legislature which limits the size of any bond required, pending
appeal, to stay-execution of a punitive damages verdict. In May 2001, Liggett reached an
agreement with the class in the Engle case, which will provide assurance to Liggett that the stay
of execution, -currently in effect under the Florida bonding statute, will not be lifted or limited at
any point until completion of ail appeals, including to the United States Supreme Court. As
required by the agreement, Liggett paid $6,273 into an escrow account to be held for the benefit
of the Engle class, and released, along with Liggett's existing $3,450 statutory bond, to the court
for the benefit of the class upon completion of the appeals process, regardless of the outcome of
the appeal. .In June 2002, the jury in an individual case brought under the third phase of the
Engle case awarded $37,500 of compensatory damages against Liggett and two other
defendants and found Liggett 50% responsible for the damages. The verdict will be subject to the
outcome of .the Engle appeal. It is possible that additional cases could be decided unfavorably
and that there could be further adverse developments in the Engle case. Management cannot
predict the cash requirements related to any future settlements and judgments, including cash
required to bond ,any appeals and there is a risk that those requirements will not be able to be
met. .

In recent years, there have been a number of restrictive regulatory actions from various
Federal administrative. bodies, including the United States Environmental Protection Agency and
the Food and Drug Administration. There have also been adverse political decisions and other
unfavorable developments concerning cigarette smokmg and the tobacco industry, including the
commencement and certification of class actions and the commencement of third-party payor
actions. These developments generally receive widespread media attention. We are not able to
evaluate the effect of these developing matters on pending litigation or the possible
commencement of additional litigation, but our consoclidated financial position, results of
operations or cash flows could be materially adversely affected by an unfavorable outcome in any
smoking-related litigation. See Note 15 to our consolidated financial statements for a description
of Ieglslatlon reguiatlon and Iltlgatlon

Critical Accountmg Polucnes o

Financial Reporting Release No. 60, released by the Securities and Exchange
Commission, requires all companies to include a discussion of critical accounting policies or
methods used in the preparation of financial statements. Note 1 to our consoiidated financial
statements includes a summary of the significant accounting policies and methods used in the
‘preparation of our consolidated financial statements. ‘The followmg is a brief discussion of the
more significant accounting pohmes and methods used by us.

_ General. The preparation of financial statements in conformlty with accounting principles
generally accepted in the United States of America requires management tc make estimates and
assumptions that affect the reporied amounts of assets and liabilities, -disclosure of contingent
assets and liabilities and the reported amounts of revenues and expenses. ' Significant estimates
subject to ‘material changes in the near term include deferred tax assets, allowance for doubtful
-accounts, promotional accruals, sales returns and allowances, actuarial assumptions of pensmn
plans and litigation and defense costs. Actual results could differ from those estimates. '
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Revenue Recognition. Revenues from sales of cigareties are recognized upon the
shipment of finished goods to customers. We provide an allowance for expected sales returns,
net of related inventory cost recoveries. Since our primary line of business is tobacco, our
financial position and our results of operations and cash flows have been and could continue to
be materially adversely effected by significant unit sales volume declines, litigation and defense
costs, increased tobacco costs or reductions in the selling price of cigarettes in the near term. As
discussed in Note 1 to our consolidated financial statements, effective January 1, 2002, we
adopted new required accountlng standards’ mandating that certain sales mcentwes previously
reported as operating, selling, general and administrative expenses be shown as a reduction of
operating revenues. 'As a result, our previously reported revenues have been reduced by
approximately $297,000 and $234,000 for 2001 and 2000, respectively. The adoption of the new
accounting standards did not have an impact on our net earnmgs or basic or diluted earnings per
share.

Marketing Costs. We record marketing costs as an expense in the period to which such
costs relate. We do not defer the recognition of any amounts on our consolidated balance sheets
with respect to marketing costs. We expense advertising costs as incurred, which is the period in
which the related advertisement initially appears. We record consumer incentive and trade
promotion costs as an expense in the period in which these programs are offered, based on
estimates of utilization and redemption rates that are developed from historical information. As
discussed above under “Revenue Recognition”, beginning January 1, 2002, we have adopted the
previously mentioned revenue recognition accounting standards that mandate that certain costs
previously reported as marketing expense be shown as a reduction of operating revenues. As a
result, previously reported amounts for operating, selling, generai and administrative expenses
have been reduced by approximately $306,000 and $248,000 for 2001 and 2000, respectively.
The adoption of the new accounting standards did not have an impact on our net earnings: or
basic or diluted earnings per share.

Contingencies. As discussed in Note 15 of our consolidated financial statements and
above under the heading “Recent Developments. in Legislation, Regulation and Litigation”, legal
proceedings covering a wide range of matters are pending or threatened in various jurisdictions
against Liggett. Management is unable to make a meaningful estimate with respect to the
amount or ran'ge of loss that could result from an unfavorable outcome of pending smoking-
related litigation. or the costs of defending such cases, and we have not provided any amounts in
our consolidated financial statements for unfavorable outcomes, if any. Litigation is subject to
many uncertainties, and it is possible that our consolidated financial position, results of operations
or cash flows could be materially adversely affected by an unfavorable outcome in any such
smoking-related litigation.

Inventories. Tobacco inventories are stated at lower of cost or market and are
determined primarily by the last-in, first-out (LIFO) method at Liggett and the first-in, first-out
(FIFO) method at Vector Tobacco: Although portions of leaf tobacco inventories may not be used
or sold within one year because of time required for aging, they are included in current assets,
which is common practice in the industry. We estimate an inventory reserve for excess quantities
and obsolete items based on specific identification and historical write-offs, taking into account
future demand and market conditions. If actual demand or market conditions in the future are
less favorable than those estimated, additional inventory write-downs may be required.

Employee Benefit Plans. Since 1997, income from our defined benefit pension plans,
partially offset by the costs of posiretirement medical and life insurance benefits, have contributed
to our reported operating income including $439 for 2002. The determination of our net pension
and other postretirement benefit income or expense is dependent on our selection of certain
assumptions used by actuaries in calculating such amounts. Those assumptions are described in
Note 10 to our consolidated financial statements and include, among others, the discount rate,
expected long-term rate of return on plan assets and rates of increase in compensation and
healthcare costs. In accordance with accounting principles generally accepted in the United
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States of America, actual results that differ from our assumptions are accumulated and amortized
over future periods and therefore, generally affect our recognized income or expense in such
future periods. While we believe that our assumptions are appropriate, significant differences in
our actual experience or significant changes in our assumptions may materially affect our future
net pension and other postretirement benefit income or expense. :

Based on the declines in the securities markets, we recorded a non-cash charge of
$11,080 net of tax to stockholders’ equity in the fourth quarter of 2002 relating primarily to one of
Liggett's defined benefit plans. The charge was based on the extent to which our accumulated
benefit obligations under the pension plan on September 30, 2002 exceeded the fair value of the
pension plan's assets on that date. We also currently anticipate net pension expense for defined
benefit pension plans and other postretirement benefit expense aggregating approximately $4,100
for 2003. In contrast, our funding obligations under the pension plans are governed by ERISA. To
comply with ERISA’s minimum funding requirements, we do not currently anticipate that we will be
required to make any funding to the pension plans for the pension plan year beginning on
January 1, 2003 and ending on December 31, 2003. Any additional funding obligation that we may
have for subsequent years is contingent on several factors and is not reasonably estimable at this
fime. :

Results of Operations

The following discussion provides ‘an assessment of our results of operations, capital
resources and liquidity and should be read in conjunction with our consolidated financial
statements and related notes included elsewhere in this report. The consolidated financial
statements include the accounts of VGR Holding, Liggett, Vector Tobacco, Liggett-Ducat (through
July 31, 2000) and other less significant subsidiaries. Our interest in New Valley’'s common
shares was 57.3% at December 31, 2002.

For purposes of this discussion and other consolidated financial reporting, our significant
business segments for the year ended December 31, 2002 were Liggett, Vector Tobacco and real
estate. The Liggett segment consists of the manufacture and sale of conventional cigarettes and,
for segment reporting purposes, includes the operations of Medallion acquired on April 1, 2002
(which operations are heid for legal purposes as part of Vector Tobacco). The Vecior Tobacco
segment includes the development and marketing of reduced nicotine, nicotine-free and reduced
carcinogen cigarette products and, for segment reporting purposes, excludes the operations of
Medallion. Our significant business segments for the years ended December 31, 2002 and 2001
were Liggett, Vector Tobacco and real estate. Our significant business segments for the year
ended December 31, 2000 were Liggett, Liggett-Ducat, Vector Tobacce and real estate.
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2002 compared to 2001 and 2001 compared to 2000

For the Year Ended December 31,
2002 2001 2000
(Dollars in Thousands)
Net revenues:

Liggett ....cocooveee e $494,975 $432,918 $304,594
Liggett-Ducat™ ..o, - - 107,263
Vector Tobacco.........covviiiins 7,442 4,498 -
Total tobacCo......coevvvviiiiiinnn. 502,417 437,416 411,857
Realestate.........cccooovvviviiiinnnn 1,001 9,966 3,198
Total revenues............ccoeeevee... $503.418 $447,382 $415,055
Operating (loss) income:

Liggett ..o $102,718 $107,052 $ 71,434
Liggett-Ducat™ ..., _ - - (5,667)
Vector Tobacco............ e (88.159) (48.643) (15.459)
Total tobacco ........cccccooeeenninn 14,559 58,409 50,308
Realestate..........coooveveieieni . (578) 413 (5,335)
Corporate and other.................. s (32,668) (27.479) (4,872)

Total operating (loss) income ... $.(18,707) $_31,343 $_40.101

Liggett-Ducat's revenues and operating income are included through the seven months ended
July 31, 2000. .

()

2002 Compared to 2001

Revenues.- Total revenues were $503,418 for the year ended December 31, 2002
compared to $447,382 for the year ended December 31, 2001. This 12.5% ($56,036) increase in
revenues was due to a $62,057 or 14.3% increase in revenues at Liggett, and a $2,944 increase in
revenues at Vector Tobacco, offset by a decrease of $8,965 in real estate revenues at New Valiey.

Tobacco Revenues. In 2001, the major cigarette manufacturers, including Liggett,
announced list price increases of $1.90 per carton. On April 2, 2002, the major manufacturers
announced list price increases of $1.20 per carton. Liggett matched the increase on its premium
brands only. On July 1, 2002, Liggett announced a list price increase of $.60 per carton on
LIGGETT SELECT. On December 2, 2002, Liggett announced a list price increase of $.80 per
carton on LIGGETT SELECT.

~ For the year ended December 31, 2002, net sales at Liggett totaled $494,975, compared
to $432,918 for the year ended December 31, 2001. Revenues increased by 14.3% ($62,057)
due to price increases of $34,965 and a 10.5% increase in unit sales volume (approximately
929.9 million units) accounting for $45,271 in positive volume variance, partially offset by $18,179
in unfavorable sales mix. Net sales for 2002 include $35,199 related to sales of cigarette brands
acquired in the April 2002 Medallion acquisition. Tobacco revenues at Vector Tobacco were
$7,442 and relate primarily to sales of OMNI. ‘

Premium sales at Liggett in 2002 amounted to $35,550 and represented 7.2% of total
Liggett sales, compared to $67,051 and 15.5% of total sales for 2001. In the premium segment,
revenues decreased by 47.0% ($31,501) for the year ended December 31,2002, compared to
2001, due to unfavorable volume variances of $17,884, reflecting a 26.7% decrease in unit sales
volume (approximately 204.9 miilion units), and unfavorable price variances of $13,617.
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The decline in Liggett's premium sales revenue during the 2002 period reflects both the
decrease in sales volume of premium-priced cigarettes and increased promotional spending on
premium brands driven primarily by weak economic conditions, substantial excise tax increases in
many states, and significant promotional and pricing activity from the major U.S. cigarette
manufacturers.

Discount sales at Liggett (comprising the brand categories of branded discount, private
label, control label, generic, international and contract manufacturing) in 2002 amounted to
$459,425 and represented 92.8% of total Liggett sales, compared to $365,866 and 84.5% of total
Liggett sales for 2001. in the discount segment, revenues grew by 25.8% ($93,557) for the year
ended December 31, 2002 compared to 2001, due to price increases of $48,582, a 14.0% increase
in unit sales volume (approximately 1,134.8 million units) accounting for $51,103 in positive volume
variances, partially offset by an unfavorable product mix among the discount brand categories of
$6,128. The growth in discount volume in 2002 related primarily to the increased sales volume of
LIGGETT SELECT and the Medallion brands acquired in April 2002 offset by reduced volume
among other discount brands. Net sales of the LIGGETT SELECT brand increased $78,018 in
2002 over net sales for 2001, and its unit volume increased 48.4% in 2002 compared to 2001.

Tobacco Gross Profit.  Tobacco gross profit was $157,795 for the vyear ended
December 31, 2002 compared to $177,109 for the year ended December 31, 2001, a decrease of
$19,314 or 10.9% when compared to last year, due primarily to the volume and price increases
discussed above at Liggett offset by costs associated with the operations of Vector Tobacco.
Liggett's brands contributed 112.3% to our gross profit, and Vector Tobacco cost 12.3% for the year
ended December 31, 2002. In 2001, essentially all of the tobacco gross profit related to Liggett's
brands.

Liggett's gross profit of $177,231 for the year ended December 31, 2002 increased $951
Afrom gross profit of $176,280 in 2001 due primarily to price and unit volume increases partially
offset by the increase in fixed manufacturing costs. As a percent of revenues (excluding federal
‘excise taxes), gross profit at Liggett decreased to 58.3% for the year ended December 31, 2002
compared to 62.4% for 2001, with gross profit for the premium segment decreasing to 24.7% for the
year ended December 31, of 2002 compared to 72.1% for the year ended December 31, 2001 and
gross profit for the discount segment increasing to 61.2% in 2002 from 60.1% in 2001. This overall
decrease in Liggett's gross profit is due primarily to the inclusion of the higher estimated payment
obligations under the Attorneys General Master Settlement Agreement within cost of goods sold,
the increase in promotional spending on premium brands discussed above and the disproportionate
rise in deep discount sales, leading to lower gross profit.

Real Estate Revenues. New Valley's real estate revenues were $1,001 for the year ended
December 31, 2002. - This compares to revenues of $9,966 from real estate activities for the year
ended December 31, 2001, a decrease of $8,965, with the deciine primarily due tc the absence of
rental revenues of $8,024 from Western Realty Investments, which was sold in December 2001,
and New Valley's remaining shopping center, which was disposed of in May 2002

Expenses. Operating, selling, general and administrative expenses and settlement
charges were $177,503 for the year ended December 31, 2002 compared to $156,332 for the prior
year. The increase of $21,171 was due primarily to a $19,251 increase in expenses at Vector
Tobacco related to expenses of product development and marketing for Vector Tobacco's OMNI
and QUEST brands and increased expenses at corporate offset by lower expenses at New Valley
primarily due to a decrease in professional fees. Expenses at Liggett were $74,513 for the year
ended December 31, 2002 compared to $69,228 for the prior year, an increase of $5,285. The
increase in operating expenses at Liggett was due primarily to a larger sales force, increased
marketing efforts and a $3,460 restructuring charge taken in March 2002 in connection with the
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formation of Liggett Vector Brands and used for reorganization of its business. Expenses at Vector
Tobacco for the year ended December 31, 2002 were $68 723, compared to expenses of $49,472
for the prior year. .

For the year ended December 31, 2001, Liggett operating income of $107,052 included
$9,723 of expense relating to the Engle class action. As discussed in Note 15 to our consolidated
financial statements, on May 7, 2001, Liggett reached an agreement with the class in the Engle
case, which will provide assurance to Liggett that the stay of execution, currently in effect
pursuant to the Florida bonding statute, will not be lifted or limited at any point until completion of
all appeals, including to the United States Supreme Court. As required by the agreement, Liggett
paid $6,273 into an escrow account to be held for the benefit of the Engle class, and released,
along with Liggett's existing $3,450 statutory bond, to the court for the benefit of the class upon
completion of the appeals process, regardless of the outcome of the appeal. As a result, we
recorded a.$9,723 pre-tax charge to the consolidated statement of operations for the first quarter
of 2001. Vector Tobacco’s operating loss was $88,159 for the year ended December 31, 2002
compared to $48,643 in the 2001 period. :

Other Income (Expenses). Other expenses were $47,263 offset by other income of
$19,309 for the year ended December 31, 2002 compared to expenses of $31,952 offset by other
income of $28,419 for the year ended December 31, 2001. In 2002, a provision for loss on notes
receivable of $13,198 established by New Valley, a loss on investments of $6,240 and increased
interest expense of $27,825 were offset by interest and dividend income of $10,071 and a gain on
sale of assets of $3,087. The gain on sale of assets includes a gain of $8,484 related to the sale
of BrookeiMil in Aprit 2002 and a gain of $564 on the disposal of New Valley’s remaining shopping
center in May 2002. For 2001, interest and dividend income of $11,799 and a gain on a legal
settlement of $17,620 arising from the resolution of an insurance claim relating to New Valley's
former Western Union satellite business were offset primarily by interest expense and a loss on
the sale of real estate assets.

Interest expense was $27,825 for the year ended December 31, 2002 compared to
$21,387 for the prior year, due to the issuance of additional long-term debt at the corporate level,
early extinguishment of debt also at the corporate level and increased equipment financing when
compared to the prior period as well as issuance of the notes relating to the Medallion acquisition.
in 2001, interest expense included a charge of $6,445 for the loss on conversion of a portion of
our convertible subordinated notes due 2008 to common stock.

(Loss) Income from Continuing Operations. The loss from continuing operations before
income taxes and minority interests for the year ended December 31, 2002 was $47,661
compared to income of $28,810 for the year ended December 31, 2001. Income tax benefit was
$6,353 and minority interests in losses of subsidiaries were $9,514 for the year ended December
31, 2002. This compared to tax expense of $15,017 and minority interests in losses of
subsidiaries of $7,407 for the year'ended December 31, 2001. The effective tax rates for the year
ended December 31, 2002 and December 31, 2001 do not bear a customary relationship to pre-

tax accounting income principally as a consequence of non-deductible expenses and state
income taxes.

2001 Compared to 2000

Revenues. Total revenues were $447,382 for the year ended December 31, 2001
compared to $415,055 for the year ended December 31, 2000. This 7.8% ($32,327) increase in
revenues was due to a $128,324 or 42.1% increase in revenues at Liggett, $4,498 in revenues at

-Vector Tobacco and an increase of $6,768 in real estate revenues at New Valley, offset by the loss
in revenues of Liggeit-Ducat ($107,263 in 2000) due to the sale of Western Tobacco Investments in
August 2000.
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Tobacco Revenues. During 2000, the major cigarette manufacturers, including Liggett,
announced list price increases of $3.30 per carton. In 2001, the major cigarette manufacturers,
including Liggett, announced list price increases of $1.90 per carton.

Tobacco revenues at Liggett increased by 42.1% ($128,323) due to price increases of
$1,154 and to a 43.4% increase in unit sales volume (approximately 2,683.4 million units)
accounting for $132,341 in volume variance, partially offset by $5,172 in unfavorable sales mix.

Premium sales at Liggett in 2001 amounted tc $67,051 and represented 15.5% of total
Liggett sales, compared to $48,211 and 15.8% of total sales for 2000. In the premium segment,
revenues increased by 39.1% ($18,840) for the year ended December 31, 2001, compared to 2000,
due to a favorable volume variance of $20,808, reflecting a 43.2% increase in unit sales volume
(approximately 231.6 million units), corresponding with the JADE and EVE 100 product
introductions in the third quarter of 2001, partially offset by unfavorable price variance of $1,968.

Discount sales at Liggett in 2001 amounted to $365,867 and represented 84.5% of total
Liggett sales, compared to $256,383 and 84.2% of total Liggett sales for 2000. in the discount
segment, revenues grew by 42.7% ($102,484) for the year ended December 31, 2001 compared to
2000, due to a 43.5% gain in unit sales volume (approximately 2,461.9 million units) accounting for
$111,463 in positive volume variance and price increases of $3,124, partially offset by an
unfavorable product mix among the discount brand categories of $5,103. Net sales of the
LIGGETT SELECT brand, introduced in 2000, increased $89,947 in 2001 over net sales for 2000.

Tobacco Gross Profit. Gross profit was $177,109 for the year ended December 31, 2001
compared to $141,188 for the year ended December 31, 2000, an increase of $35,921 or 25.3%
when compared to the prior year, due primarily fo volume and price increases and manufacturing
efficiencies at Liggett offset by the estimated payment obligations under the Attorneys General
Master Settlement Agreement and by the absence of Liggett-Ducat due io the sale of Western
Tobacco Investments in August 2000. Liggett's premium brands contributed 22.0% to our gross
profit, the discount segment contributed 77.5% and Vector Tobacco contributed .5% for the year
ended December 31, 2001. In 2000, Liggett's premium brands contributed 23.2%, the discount
segment contributed 66.2% and Liggett-Ducat contributed 10.6%.

Liggett's gross profit of $176,280 for the year ended December 31, 2001 increased $50,022
from gross profit of $126,258 in 2000, due primarily to the price and unit volume increases, offset by
the estimated payment obligations under the Attorneys General Master Settlement Agreement
discussed above. As a percent of revenues (excluding federal excise taxes), gross profit at Liggett
decreased to 62.4% for the year ended December 31, 2001 compared to 62.7% for 2000, with
gross profit for the premium segment at 72.1% for the year ended December 31, 2001 compared {o
83.7% for the year ended December 31, 2000 and gross profit for the discount segment at 60.1% in
2001 and 57.7% in 2000. This cverall decrease is due primarily to the inclusion of the estimated
payment obligation under the Attorneys General Master Settlement Agreement within cost of goods
sold, the increase in promotional spending on premium brands and the disproportionate rise in
deep-discount sales.

Real Estate Revenues. New Valley's real estate revenues were $9,968 for the year ended
December 31, 2001. This compares to revenues of $3,198 from rea! estate activities for the year
ended December 31, 2000. The increase of $6,768 was attributable to the inclusion of $8,024 of
Western Realty Development rental revenues from the Ducat Piace i office building in Moscow,
offset by a decrease in revenues resulting from the sale of one of New Valley's two U. S. shopping
centers in February 2001.
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Expenses. Operating, selling, general and administrative expenses and settlement
charges were $156,332 for the year ended December 31,.2001 compared to $104,885 for the prior
year. The increase of $51,447 was due primarily to a $14,404 increase in expenses at Liggett, a
$34,013 increase in expenses at Vector Tobacco and additional expenses of $1,480 at New Valley,
offset by an increase in pension income of $2,383 and the absence .of expenses of Liggett-Ducat
due to the sale of Western Tobacco Investments. Expenses at Liggett were $69,228 for the year
ended December 31, 2001 compared to $54,824 for the prior yvear. The-increase in operating
expenses at Liggett was due primarily to marketing efforts, additional expenses related to a larger
sales force and the $9,723 charge related to the Engle class action discussed above. Expenses at
Vector Tobacco for the year ended December 31, 2001 were $49,472, compared to expenses of
$15,459 for the prior year. The increase at Vector Tobacco was due to increased expenses of
product development and marketing for Vector Tobacco’'s OMNI and QUEST brands. Increased
expenses at New Valiley were due primarily to inclusion of expenses from Western Realty
Development offset by lower expenses as a result of the sale of the shopping center, lower
expenses for BrookeMil and discontinued operations.

Other Income (Expenses). Other expenses were $31,952 offset by other income of
$29,149 for the year ended December 31, 2001 compared to other income of $261,155 offset by
other expense of $36,207 for the year ended December 31, 2000. In 2001, interest and dividend
income of $11,799 and a gain on a lega!l seitlement of $17,620 arising from the resolution of an
insurance claim relating to New Valley's former Western Union satellite business were offset
primarily by interest expense and a loss on the sale of real estate assets. For the year ended
December 31, 2000, we recognized a gain of $192,923 on the sale of Western Tobacco
Investments and New Valley recognized $52,589 on the sale through its interest in the joint
venture, Western Realty Development.

Interest expense was $21,387, and included a charge of $6,445 for the loss- on
conversion of a portion of our convertible subordinated notes due 2008 to common stock, for the
year ended December 31, 2001 compared to $30,610 for the prior year. The decrease from the
prior year of $9,223 was largely due to the repurchase of all of the VGR Holding 15.75% senior
secured notes due 2001 in 2000 offset by issuance of long-term notes at the corporate level.

Income from Continuing Operations. The income from continuing operations for the year
ended December 31, 2001 was $21,200 compared to income of $167,754 for the year ended
December 31, 2000. Income tax expense was $15,017 and minority interests in losses of
subsidiaries were $7,407 for the year ended December 31, 2001. This compared to tax expense
of $81,783 and minority interests in income of subsidiaries of $15,512 for the year ended
December 31, 2000.. The effective .tax rates for the year ended December 31, 2001 and
December 31, 2000 do not bear a customary relationship to pre-tax accounting income principally
as a consequence of non-deductible expenses in 2001 and foreign taxes in 2000.

Discontinued Operétibns

On November 30, 2001, New Valley announced that it would distribute its 22,543,158
shares of Ladenburg Thalmann Financial Services common stack, a 5§3.6% interest, to holders of
New Valley common shares through a special dividend. On the same date, we announced that
we would; in turn, distribute the 12,694,929 shares of Ladenburg Thalmann Financial Services
common stock that we would receive from New Valley to the hoiders of our common stock. The
special dividends were accomplished through pro rata distributions of the Ladenburg Thalmann
Financial Services shares, paid on December 20, 2001 to holders of record as of December 10,
2001. New Valley stockholders received 0.988 of a Ladenburg Thalmann Financial Services
share for each share of New Valley, and our stockholders received 0.348 of a Ladenburg
Thalmann Financial Services share for each of our shares.
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Our consolidated financial statements reflect New Valley’s broker-dealer operations as
discontinued operations for all periods presented. Accordingly, revenues, costs and expenses,
and cash flows of the discontinued operations have been excluded from the respective captions
in the consolidated statements of operatiocns and consolidated statements of cash flows. The net
operating results of these entities have been reported, net of minority interests and applicable
income taxes, as “Income {loss) from discontinued operations,” and the net cash flows of these
entities have been reported as “Impact of discontinued operations.”

Summarized opérating results of the discontinued broker-dealer operations are as
follows:

Year En.ded December 31,

20017 2000
REVENUES ....oovvevriee e $88,473 $90,111
(Loss) income from operations before
income taxes .......ccooveivvveeeeniieeeee (12,030) 6,298
(Benefit) provision for income taxes...... {1,356) 1,084
Minority interests ........c..ccceeriievrrnennnn, 8,557 (3.398)
Net (10S8) iNCOME ...c.oovvveeccieenn $.(2,117) $_1.816

M Resuits of operations included for the period January 1 through December 20, 2001.

In 2001, Vector recognized a gain on disposal of discontinued operations of $1,580
relating to New Valiey's adjustments of accruals established during its bankruptcy proceedings in
1993 and 1894. In 2000, Vector recognized a gain on disposal of discontinued operations of
$6,469 from adjustments of New Valley's bankruptcy accruals. The reversal of the accruals
reduced restructuring, employee benefit and various tax accruals previously established.

Liguidity and Capital Resources

. Net cash and cash equivalents decreased $117,734 in 2002 and mcreased $60,248 in
2001 and $137,390 in 2000.

Net cash used in operations in 2002 was $11,603 compared to net cash provided by
operations of $19,720 in 2001 and net cash used in operations of $4,850 in 2000. Net cash used
in operations for 2002 resulted primarily from a net loss of $31,794 due to increased operating
losses at Vector Tobacco and marketing promotions at Liggett. In addition, there was an
increase in inventories offset by a decrease in accounts receivable and an increase in current
liabilities. Further, in 2002, there was the non-cash impact of depreciation and amortization,
stock-based expense, provision for loss on investments and provision for uncollectibility of notes
receivable offset by a loss in minority interests, gain on sale of investments and a change in
current taxes. Cash provided by operations in 2001 resulted primarily from increased net income
of Liggett offset by expenses of product development at Vector Tobacce and a loss at New
Valley. In addition, in 2001, there was the non-cash impact of depreciation and amortization,
non-cash stock-based expense, losses on the sale of real estate and the conversion of debt
offset by the impact of discontinued operations, income taxes and minority interests. Cash used
in 2000 for operating activities resulted principally from lower operating income at Liggett, the
gain on the sale of Liggett-Ducat and expenses of product development at Vector Tobacco offset
by a reduction in debt service due to the Company'’s repurchase of $150,294 of the VGR Holding
senior secured notes.

48




Cash used in investing activities of $95,682 in 2002 compared to cash used of $176,308
in 2001 and cash provided.of $313,899 in 2000. In 2002, cash was used principally for a portion
($50,000) of the purchase price of Medallion and for the purchase of machinery and equipment
for $96,636 as well as for the issuance of a note receivable at New Valley for $4,000. These
expenditures were offset primarily. by net proceeds of $20,461 received from the sale by New
Valley of BrookeMil and the net sale or maturity of investment securities of $36,700, In 2001,
cash was used primarily for investment in debt securities at the corporate level of $152,793,
investment in equity securities at New Valley of $10,166 and for capital expenditures, primarily at
Vector Tobacco and Liggett. In addition, there were purchases of long-term investments at New
Valley of $5,711. These expenditures were offset primarily by the sale or maturity of investment
securities of $16,418, sales of assets of $7,912 and proceeds from sales of real estate of $42,160
in Russia and the United States. In 2000, the majority of the proceeds, $382,077, were
aitributable to the sale of Western Tobacco Investments and the sale or maturity of investment
securities. This was offset primarily by the purchase of investment securities at New Valley and
capital expenditures at Liggett of $13,387 and Liggett-Ducat of $3,000.

Cash used in financing activities was $10,449 for 2002 compared to cash provided by
financing activities of $212,830 in 2001 and cash used of $173,288 in 2000. In 2002, cash was
used primarily for dividends of $54,477 and repayments of debt of $23,340 offset by proceeds
from debt of $78,135 and proceeds from the exercise of options of $2,957. In 2001, proceeds
from debt were $264,441 offset by repayments on debt of $32,777 and net repayments on the
revolving credit facilities of $19,374. In addition, cash was provided by the issuance of common
stock of $50,000 as well as the exercise of warrants and options for $17,185. These transactions
were offset by distributions on common stock of $46,751, deferred financing charges of $9,642
and decreases of $4,675 in margin loans payable. Cash in the 2000 period was used primarily to
redeem all outstanding VGR Holding notes and to repay the participating loan and amounts
related to the sale of Western Tobacco Investments to Western Realty Development. [n addition,
distributions on common stock were $30,759. '

Liggett. Liggett has a $40,000 credit facility under which $0 was outstanding at
December 31, 2002. Availability under the facility was approximately $30,477 based on eligible
collateral at December 31, 2002. The facility is collateralized by all inventories and receivables of
Liggett. Borrowings under the facility, whose interest is calculated at a rate equal to 1.0% above
First Union's (the indirect parent of Congress Financial Corporation, the lead lender) prime rate,
bore a rate of 5.25% at December 31, 2002. The facility requires Liggett's compliance with
certain financial and other covenants including a restriction on the payment of cash dividends
unless Liggett's borrowing availability under the facility for the 30-day period prior to the payment
of the dividend, and after giving effect to the dividend, is at least $5,000. In addition, the facility,
as amended, imposes requirements with respect to Liggett's adjusted net worth (not to fall below
$8,000 as computed in accordance with the agreement) and working capital (not to fall below a
deficit of $17,000 as computed in accordance with the agreement). At December 31, 2002,
Liggett was in compliance with all covenants under the credit facility, Liggett's adjusted net worth
was $35,727 and net working capital was $4,309 as computed in accordance with the agreement.
The facility expires on March 8, 2004 subject to automatic renewal for an additional year. -

In November 1999, 100 Maple LLC, a new company formed by Liggett to purchase an
industrial facility in Mebane, North Carolina, borrowed $5,040 from the lender under Liggett's
credit facility. in July 2001, Maple borrowed an additional $2,340 under the loan, and a total of
$5,190 was outstanding at December 31, 2002. In September 2002, the lender agreed that no
further regularly scheduled principal payments would be due under the Maple loan until March 1,
2004. Thereafter, the loan is payable in 27 monthly installments of $77 with a final payment of
$3,111. Interest is charged at the same rate as applicable to Liggett's credit facility, and
borrowings under the Maple loan reduce the maximum availability under the credit facility. Liggett
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has guaranteed the loan, and a first mortgage on the Mebane property and eguipment
collateralizes the Maple loan and Liggett's credit facility. nggett compBeted the relocation of its
manufacturing operations to this facility in October 2600. - :

in March 2000, Liggett purchased equipmentvfor $1,00C under a capital lease which is
payable in 60 monthly installments of $21 with an effective annual interest rate of 10.14%. In
April 2000, Liggett purchased equipment for $1,071 under two capital leases which are payable in
60 monthly installments of $22 with an effective interest rate of 10.20%.

. Beginning in October 2001, Liggett upgraded the efficiency of its manufacturing operation
at Mebane with the addition of four new state-of-the-art cigarette makers and packers, as well as
related equipment. The total cost of these upgrades was approximately $20,000. Liggett took
delivery of the first two of the new lines in the fourth quarter of 2001 and financed the purchase
price of $6,404 through capital lease arrangements guaranteed by us and payable in 60 monthly
instatiments of $106 with interest calculated at the prime rate. In March 2002, the third line was
delivered, and the purchase price of $3,023 was financed through the issuance of a note, payable
in 30 monthly installments of $62 and then 30 monthly installments of $51 with an effective
annual interést rate of 4.68%. In May 2002, the fourth line was delivered, and Liggett financed
the purchase price of $2,871 through the issuance of a note, payable in 30 monthly instaliments
of $5¢ and then 30 monthly instaliments of $48 with an effective annual interest rate of 4.64%. In
September 2002, Liggett purchased additional equipment for $1,573 through a note, guaranteed
by us, payable in 60 monthly mstallments of $26 with interest rate calculated at LIBOR plus
4.31%.

In May 1999, in connection with the Philip Morris brand transaction, Eve Holdings inc., a
subsidiary of Liggett, guaranteed a $134,900 bank loan to Trademarks LLC. The loan is secured
by Trademarks’ three premium cigarette brands and Trademarks’ interest in the exclusive license
of the three brands by Philip Morris. The license provides for a minimum annual royalty payment
equal to the annual debt service on the loan plus $1,000.

Liggett (and, in certain cases, Brooke Group Holding, our predecessor and a wholly-owned
subsidiary of VGR Holding) and other United States cigarette manufacturers have been named as
defendants in a number of direct and third-party actions (and purported class actions) predicated on
the theory that they should be liable for damages from cancer and other adverse health effects
alleged to have been caused by cigarette smoking or by exposure to sc-called secondary smoke
from cigareties. We believe, and have been sc advised by counsel handling the respective cases,
that Brooke Group Holding and Liggett have a number of valid defenses to claims asserted against
them. Litigation is subject.to many uncertainties. An unfavorable verdict was returned in the first
phase of the Engle smoking and health ciass action trial pending in Florida. In July 2000, the jury
awarded $790,000 in punitive damages against Liggett in the second phase of the trial, and the
court entered an order of final judgment. Liggett intends to pursue all available post-trial and
appeliate remedies. If this verdict is not eventually reversed on appeal, or substantially reduced
by the court, it will have a material adverse effect on Vector. Liggett has filed the $3,450 bond
required under the bonding statute enacted in 2000 by the Florida legislature which limits the size
of any bond required; pending appeal, to stay execution of a punitive damages verdict. In May
2001, Liggett reached an agreement with the class in the Engle case, which will provide
assurance o Liggett that the stay of execution, currently in effect pursuant to the Florida bending
statute, will not be lifted or limited at any point until completion of all appeals, including to the
United States Supreme Court. As required by the agreement, Liggett paid $6,273 into an escrow
account to be held for the benefit of the Engle class, and released, along. with Liggett's existing
$3,450 statutory bond, to the court for the benefit of the class upon completion of the appeals
process, regardless of the cutcome of the appeal. in June 2002, the jury in an individual case
brought under the third phase of the Engle case awarded $37,500 of compensatory damages
against Liggett and two other defendants and found Liggett 50% responsible for the damages.
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The verdict will be subject to the outcome of the Engle appeal. It is possible that additional cases
could be decided unfavorably and that there could be further adverse developments in the Engle
case. Management cannot predict the cash requirements related to any future settlements and
judgments, including cash required to bond any appeals, and there is a risk that those requirements
will not be able to be met. An unfavorable outcome of a pending smoking and health case could
encourage the commencement of additional similar litigation. In recent years, there have been a
number of adverse regulatory, political and other developments concerning cigarette smoking and
the tobacco industry. These ‘developments generally receive widespread media attention. Neither
we nor Liggett are able to evaluate the effect of these developing matters on pending litigation or
the possible commencement of additional litigation or regulation. See Note 15 to our consolidated
financial statements. :

Management is unable to make a meaningful estimate of the amount or range of loss that
could result from an unfavorable outcome of the cases pending against Brooke Group Holding or
Liggett or the costs of defending such cases. It is possible that our consolidated financial
position, results of operations or cash flows could be materially adversely affected by an
unfavorable outcome in any such tobacco-related litigation.

V.T. Aviation. In February 2001, V.T. Aviation LLC, a subsidiary of Vector Research Ltd.,
purchased an airplane for $15,500 and borrowed $13,175 to fund the purchase. The Joan, which
is collateralized by the airplane and a letter of credit from us for $775, is guaranteed by Vector
Research, VGR Holding and us. The loan is payable in 120 monthly installments of $125
including annual interest of 2.31% above the 30-day commercial paper rate with a final payment
of $6,125.

In February 2002, the V.T. Aviation purchased an airplane for $6,575 and borrowed
$6,150 to fund the purchase. The loan is guaranteed by Vector Research and us. The loan is
payable in 120 monthly installments of $44, including annual interest at 2.75% above the 30-day
commercial paper rate.

Vector Tobacco. In June 2001, Vector Tobacco purchased for $8,400 an industrial
facility in Timberlake, North Carolina. Vector Tobacco financed the purchase with an $8,200
loan. The loan is payable in 60 monthly installments of $85, plus interest at 4.85% above the
LIBOR rate, with a final payment of approximatély $3,160. The loan, which is collateralized by a
mortgage and a letter of credit of $1,750, is guaranteed by us and by VGR Holding.

During December 2001, Vector Tobacco executed a second promissory note with the
same lender for approximately $1,159 to finance building improvements. The second promissory
note is payable in 30 monthly installments of $39 plus accrued interest, with an annual interest
rate of LIBOR plus 5.12%.

On April 1, 2002, a subsidiary of ours acquired the stock of The Medallion Company, Inc.,
and related assets' from Medallion’s principal stockholder. Medallion was a discount cigareite
manufacturer headquartered in Richmond, Virginia.

Following the purchase of the Medallion stock, Vector Tobacco merged into Medallion and
Medallion changed its name to Vector Tobacco Inc. The total purchase price for the Medallion
shares and the related assets consisted of $50,000 in cash and $60,000 in notes, with the notes
guaranteed by us and by Liggett. Of the notes, $25,000 bear interest at a 9.0% annual rate and
mature $3,125 per quarter commencing June 30, 2002 and continuing through March 31, 2004.
The remaining $35,000 of notes bear interest at 6.5% per year and mature on April 1, 2007.

VGR Holding. On May 14, 2001, VGR Holding issued at a discount $60,000 principal

amount of 10% senior secured notes due March 31, 2006 in a private placement. VGR Holding
received net proceeds from the offering of approximately $46,500. On April 30, 2002, VGR
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Holding issued at a discount an additionai $30,000 principal amount of 10% senior secured notes
due March 31, 2006 in a private placement and received net proceeds of approximately $25,000.
The notes were priced to provide purchasers with a 15.75% vield to maturity. The notes are on
the same terms as the $60,000 principal amount of senior secured notes. previously issued. All of
the notes have been guaranteed by us and by Liggett.

The notes are collateralized by substantially all of VGR Holding’s assets, including a
pledge of VGR Holding's equity interests in its direct subsidiaries, including Brooke Group
Holding, Brooke (Overseas) Ltd., Vector Tobacco and New Valley Holdings, Inc., as well as a
pledge of the shares of Liggett and all of the New Valley securities held by VGR Holding and New
Valley Holdings. The purchase agreement for the notes contains covenants, which among other
things, limit the ability of VGR Holding to make distributions to us to 50% of VGR Holding's net
income, unless VGR Holding holds $75,000 in cash after giving effect to the payment of the
distribution, and limit additional indebtedness of VGR Holding, Liggett and Vector Tobacco to
250% of EBITDA (as defined in the purchase agreements) for the trailing 12 months plus, for
periods through December 31, 2003, additional amounts including up to $100,000 during the
period commencing on December 31, 2002 and ending on March 31, 2003, $115,000 during the
period commencing on April 1, 2003 and ending on June 29, 2003, $100,000 during the period
commencing on June 30, 2003 and ending on September 29, 2003 and $50,000 during the
period commencing on September 30, 2003 and ending on December 31, 2003. The covenants
also restrict transactions with affiliates subject to exceptions which include payments tc us not to
exceed $9,500 per year for permitted operating expenses, and limit the ability of VGR Holding to
merge, consolidate or sell certain assets. In November 2002, in connection with an amendment
to the note purchase agreement, VGR Holding repurchased $8,000 of the notes at a price of
100% of the principal amount plus accrued interest. We recognized a loss of $1,320 in 2002 on
the early extinguishment of debt.

In March 2003, in connection with an additional amendment to the note purchase
agreement, VGR Holding agreed to repurchase, under certain conditions, during the second, third
and fourth quarters of 2003 up to a total of $12,000 of the notes at a price of 100% of the principal
amount plus accrued interest. We will recognize a loss of approximately $2,000 in 2003 on the
early extinguishment of debit if we repurchase the $12,000 of the notes.

VGR Holding has the right {which it has not exercised) under the purchase agreement for
the notes to elect to treat Vector Tobacco as a “designated subsidiary” and exclude the losses of
Vector Tobacco in determining the amount of additional indebtedness permitied to be incurred. If
VGR Holding were to make this election, future cash needs of Vector Tobacco would be required
to be funded directly by us or by third-party financing as to which neither VGR Helding nor Liggett
could provide any guarantee or credit support. ‘ '

Prior to May 14, 2003, VGR Holding may redeem up to $31,500 of the notes at a
redemption price of 100% of the principal amount with proceeds from one or more equity
offerings. VGR Holding may redeem the notes, in whole or in part, at 2 redemption price of 100%
of the principal amount beginning May 14, 2003. During the term of the notes, VGR Holding is
required to offer to repurchase all the notes at a purchase price of 101% of the principal amount,
in the event of a change of conirel, and to offer to repurchase notes, at 100% of the prmmpaﬂ
amount, with the proceeds of materiai asset sales.

New Valley. In December 2002, New Valley financed a portion of its purchase of two
office buildings in Princeton, N.J. with a $40,50C mortgage loan from HSBC Realty Credit
Corporation (USA). The locan has a term of four years, bears interest at a floating rate of 2%
above LIBOR, and is secured by a first mortgage on the office buildings, as well as by an
assignment of leases and rents. Principal is amortized to the extent of $54 per month during the
term of the lcan. The loan may be prepaid without penalty and is non-recourse against New
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Valley, except for various specified environmental and related matters, misapplication of tenant
security deposits and insurance and condemnation proceeds, and fraud or. mnsrepresentatlon by
New Valley in connection with the indebtedness. :

On January 15, 2003, New Valley announced it had reached an agreement in principal
with Globalstar L.P., pursuant to which New Valley would invest $55,000 as part of a plan of
reorganization of Globalstar. Globalstar, which is currently in bankruptcy, is engaged in the
global mobile satellite telecommunications services business. On-January 30, 2003, New Valley
announced that the agreement in principle had terminated due to New Valley’s inability to reach
final agreement with. Globalstar's Creditors Committee. - New Valley has. had continuing
discussions with Globalstar regarding a proposed investment in its business.

Vector. We believe that we will continue to meet our liquidity requirements through 2003,
although the covenants in the purchase agreement for VGR Holding's notes limit the ability of VGR
Holding to make distributions to 'us unless certain tests are met. Under the terms of these

covenants, at December 31, 2002, VGR Holding was generally not permitted to pay distributions to

us except for tax sharing payments and specified amounts of operating expenses. Corporate
expenditures (exclusive of Liggett, Vector Research, Vector Tobacco and New Valley) over the next
twelve months for -current operations include cash interest expense of approximately $16,500,
dividends on our outstanding shares (currently at an annual rate of approximately $60,000) and
corporate expenses. In addition, VGR Holding has agreed to repurchase, under certain conditions,
up to a total of $12,000 of the notes during the second, third and fourth quarters of 2003. We
anticipate funding our expenditures for current operations with available cash resources, proceeds
from public and/or private debt and equity financing, management fees from subsidiaries and tax
sharing and other payments from Liggett or New Valley. New Valley may acquire or seek to
acquire additional operating businesses through merger, purchase of assets, stock acquisition or
other means, or to make other investments, which may limit its ability to make such distributions.

In May 2001, we sold 1,807,377 shares of our common stock to High River Limited
Partnership, an investment entity owned by Carl C. Icahn, for $50,000 at a price of $27.67 per
share. During 2001, we also issued approximately 3,123,750 shares of our common stock on
exercise of warrants and options by other persons and entities. ‘We received total proceeds of
approximately $67,185 from the sale to High River and the other issuances of common stock on
exercise of warrants and options. During 2002, we received total proceeds of approximately $2,694
from the issuance of 1,609,091 of common stock on exercise of warrants and options.

In July 2001, we completed the sale of $172,500 (net proceeds of approximately
$166,400) of our 6.25% convertible subordinated notes due 2008 through a private offering to
qualified institutional investors in accordance with Rule 144A under the Securities Act of 1933.
The notes pay interest at 6.25% per annum and are convertible into ‘our common stock, at the
option of the holder. The conversion price, which was ‘$30.11 at March 24, 2003, is subject to
adjustment for various events, and any cash distribution on our common stock results in a
corresponding decrease in the conversion price. Following the conversion of $40,000 principal
amount of our convertible notes in December 2001, $132,500 principal amount of the convertible
notes were outstanding.

Our consolidated balance sheets include deferred income tax assets and liabilities, which
represent temporary differences in the application of accounting rule’s established by generally
accepted accounting principles and income tax laws. As of December 31, 2002, our deferred
income tax liabilities exceeded our deferred income tax assets by $114,713. The largest
component of our deferred tax liabilities exists because of differences that resulted from a
transaction with Philip Morris where a subsidiary of Liggett contributed three of its premium
brands to Trademarks LLC, a newly-formed limited fiability company. In such transaction, Philip
Morris acquired an option to purchase the remaining interest in Trademarks commencing in 2009,
and we have an option to require Philip Morris to purchase the remaining interest commencing in
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2010. For additional information concerning the Philip Morris brand transaction, see Note 18 to
our consolidated financial statements. In connection with the transaction, we recognized in 1999
a pre-tax gain of $294,078 in our consolidated financial statements and established a deferred tax
liability of $103,100C relating o the gain. Upon exercise of the options in 2009 or 2010, we will be
required to pay tax in the amount of the deferred tax liability, which will be offset by the benefit of
any deferred tax assets, including any net operating losses, available {o us at that time. Our 1998
and 1999 federal income tax returns are being examined, and, although we believe the positions
reflected on our income tax returns are correct, there can be no assurance that relevant taxing
authorities may not challenge certain positions. If taxing authorities were to assert that we
incurred a tax obligation prior to the exercise date of these options and we were required to make
such tax payments prior to 2009 or 2010, our liquidity could be adversely affected.

Long-term Financiai Obligations and Other Commercial Commitments

Our- significant long-term contractual obligations as of December 31, 2002 were as
follows:

‘ Fiscal Year

Contractual Obligations 2003 2004 2005 2006 2007 Thereafter Total
Long-term debt™” ................ 831,277 $ 9950 $ 6,170 $107,632  $38,056 $145220  $338,305
Operating leases® ............. 9,453 8,068 6,254 4,799 3,020 16,706 48,300
inventory purchase ;

Commitments® ................ 21,353 - . - - - 21,353
Capital expenditure :

purchase commitments®.. 4,045 - - - - - 4,045
TRl eve e reerssenr e $66,128  $18.018  $12424 §112431 $41076 $161926  $412003

" For more information concerning our long-term debt, see “Liquidity and Capital
Resources” above and Note 8 to our consolidated financial statements.

@ Operating lease obligations represent estimated lease payments for facilities and
equipment. See Note 9 to our consolidated financial statements.

@ Inventory purchase commitments represent purchase commitments under our leaf
inventory management program. See Note 5 to our consolidated financial
statements. '

“ Capital expenditure purchase commitments represent purchase commitments. for
machinery and equipment at Liggett and Vector Tobacco. :

Market Risk

We are exposed to market risks principally from fluctuations in interest rates, foreign
currency exchange rates and equity prices. We seek to minimize these risks through our regular
operating and financing activities and our long-term investment strategy. The market risk
management procedures of us and New Valley cover all market risk sensitive financial
instruments.

As of December 31, 2002, approximately $71,501 of our outstanding debt had variable

interest rates, which increases the risk of fluctuating interest rates. Our exposure tc market risk
includes interest rate fluctuations in connection with our variable rate borrowings, which could
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adversely affect our cash flows. As of December 31, 2002, we had no interest rate caps or
swaps. Based on a hypothetical 100 basis point increase or decrease in interest rates (1%), our
annual interest expense could increase or decrease by approximately $819.

We held investment securities available for sale totaling $128,430 at December 31, 2002.
Adverse market conditions could have a significant effect on the value.of these investments.

New Valley also holds long-term investments in limited partnerships and limited liability
companies. These investments are illiquid, and their ultimate realization is subject to the
performance of the investee entities.

New Accounting Pronouncements

In June 2002, the FASB issued SFAS 146, “"Accounting for Costs Associated with Exit or
Disposal Activities.” SFAS 146 addresses financial accounting and reporting for costs associated
with exit or disposal actjvities and nullifies EITF 94-3, “Liability Recognition for Certain Employee
Termination Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in a
Restructuring).” SFAS 146 requires that a liability for a cost associated with an exit or disposal
activity be recognized when the liability is incurred as opposed to EITF 94-3, which allowed a cost
to be recognized when a commitment to an exit plan was made. The provisions of this SFAS are
effective for exit or disposal activities that are initiated after December 31, 2002. We are applying
this statement prospectively upon adoption. ‘

in April 2002, SFAS No. 145, “Rescission of FASB Statements No. 4; 44, and 64,
Amendment of FASB Statement No. 13, and Technical Corrections.” was issued. This statement
changed the previous accounting, which required all gains and losses from the extinguishment of
debt be aggregated and, if material, classified as an extraordinary item. Pursuant to SFAS No.
145, such amounts will be classified as an extraordinary item if they meet the requirements for
extraordinary items pursuant to Accounting Principles Board Opinion No. 30. In addition, the
statement amended the guidance for accounting for leases pursuant to SFAS No. 13 to require
that certain lease modifications, which have economic effects similar 1o sale leaseback
transactions, be accounted for in the same manner as sale leaseback transactions. The
Company is currently assessing the impact, if any, of the adoption of these statements.

In November 2002, the FASB issued Interpretation No. 45, “Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of
Others.” FIN No. 45 requires that upon issuance of a guarantee, the guarantor must recognize a
liability for the fair value of the obligation it assumes under the guarantee and expanded
disclosure of certain guarantees existing at December 31, 2002

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based
Compensation ~ Transition 'and Disclosure, an amendment of SFAS No. 123.” SFAS No. 148
amends SFAS No. 123 to provide alternative methods of transition for a voluntary change to that
statement's fair value method of accounting for stock-based.employee compensation. SFAS No.
148 also amends the disclosure provisions of SFAS No. 123 and APB No. 28, “interim Financial
Reporting,” to require disclosure in the summary of significant accounting policies of the effects of
an entity's accounting policy with respect to stock-based employee compensation on reported net
income and earnings per share in annual and interim financial statements. The transition and
disclosure provisions of this statement are effective for financial statements for fiscal years ending
after December 15, 2002.

In January 2003, FIN No. 46, "Consolidatioh of Variable interest Entities” was issued.

This interpretation clarifies the application of Accounting Research Bulletin No. 51, “Consolidated
Financial Statements,” to certain entities in which equity investors do not have the characteristics

]
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of a controlling financial interest or do not have sufficient equity at risk for the entity to finance its
activities without additional subordinated financial support from other parties. FIN No. 46 is
effective February 1, 2003 for variable interest entities created after January 31, 2003, and July 1,
2003 for variable interest entities created prior to February 1, 2003. Aithough the Company does
not believe this interpretation will have a materiai impact on its consolidated financial statements,
it is evaluating the interpretation related to the potential impact associated with the Company's
equity investments in its real estate businesses.

SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

We and our representatives may from time to time make oral or written “forward-locking
statements” within the meaning of the Private Securities Reform Act of 1985, including any
statements that may be contained in the foregoing discussion in “Management's Discussion and
Analysis of Financial Condition and Results of Operations”, in this report and in other filings with the
Securities and Exchange Commission and in our reporis to stockholders, which reflect our
expectations or beliefs with respect to future events and financial performance. These forward-
looking statements are subject to cestain risks and uncertainties and, in connection with the “safe-
harbor” provisions of the Private Securities Reform Act, we have identified under “Risk Factors” in
ltem 1 above important factors that could cause actual results to differ materially from those
contained in any forward-looking statement made by or on.behalf of us.

Results actually achieved may differ materially from expected results included in these
forward-looking statemenis as a result of these or other factors. Due to such uncertainties and
risks, readers are cautioned not to place undue reliance on such forward-locking statements, which
speak only as of the date on which such statements are made. We do not undertake to update any
forward-looking statement that may be made from time to time by or on behalf of us.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DESCLOSURES ABCUT MARKET RISK

The information under the caption ‘Management’'s Discussion and Analysis of Financial
Condition and Results of Operations — Market Risk” is incorporated herein by reference.

ITEM 8. . FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Our CAo‘nso_Iidated‘ Fiﬁancial Statemehts and Notes thereto, together with the report
thereon of PricewaterhouseCoopers LLP dated March 31, 2003, are set forth beginning on page
F-1 of this report. '

ITEM 9. - - CHANGES I[N AND 5ESAGREEMENTS‘ WETH ACCOUNTANTS ON
ACCOUNTING AND FINANCIAL DISCLOSURE -

None.
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PARTY I

ITEM 10. ~ DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

This information is contained in our definitive Proxy Statement for our 2003 Annual
Meeting of Stockholders, to be filed with the SEC not later than 120 days after the end of our
fiscal year covered by this report pursuant to Regulation 14A under the Securities Exchange Act
of 1934, and incorporated herein by reference.

ITEM 11. EXECUTIVE COMPENSATION

This information is contained in the Proxy Statement and incorporated herein by
reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS

This information is contained in the Proxy Statement and incorporated herein by
reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

This information is contained in the Proxy Statement and incorporated herein by
reference.

ITEM 14. CONTROLS AND PRCCEDURES

Under the supervision and with the participation of our management, including our
principal executive officer and principal financial officer, we have evaluated the effectiveness of
the design and operation of our disclosure controls and procedures within 90 days of the filing
date of this annual report, and, based on their evaluation, our principal executive officer and
principal financial officer have concluded that these controls and procedures are effective. There
were no significant changes in our internal controls or in other factors that could significantly
affect these controls subsequent to the date of their evaluation.

Disclosure controls and procedures are our controls and other procedures that are
designed to ensure that information required to be disclosed by us in the reports that we file or
submit under the Exchange Act is recorded, processed, summarized and reported, within the time
periods specified in the Securities and Exchange Commission’s rules and forms. Disclosure
controls and procedures include, without limitation, controls and procedures designed to ensure
that information required 1o be disclosed by us in the reports that we file under the Exchange Act
is accumulated and communicated to our management, including our principal executive officer
and principal financial officer, as appropriate to allow timely decisions regarding disclosure.
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PART I¥
ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON
FORM 8-K
{a)(1) INDEX TO 2002 CONSOLIDATED FINANCIAL STATEMENTS:
Our Consolidated Financial Statements and the Notes therelo, together with the report
thereon of PricewaterhouseCoopers LLP dated March 31, 2003, appear beginning on page F-1 of
this report. Financial statement schedules not included in this report have been omitted because

they are not applicable or the required information is shown in the Consolidated Financial
Statements or the Notes thereto.

(a)(2) FINANCIAL STATEMENT SCHEDULES:

Schedule i - Valuation and Qualifying ACCOUNtS ...........ccocurerreeveieneseereieee e, Page F-51
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{a)(3) EXHIBITS
(a) The following is a list of exhibits filed herewith as part of this Annual Report on Form 10-K:

INDEX OF EXHIBITS

EXHIBIT |
NO. ‘ DESCRIPTION

* 341 Amended and Restated Certificate of Incorporation of Vector Group
Ltd. (formerly known as Brooke Group Ltd.) (“Vector”) {incorporated by
reference to Exhibit 3.1 in Vector's Form 10-Q for the quarter ended
September 30, 1989). ‘

* 32 Certificate of Amendment to the Amended and Restated Certificate of
Incorporation of Vector (incorporated by reference to Exhibit 3.1 in
Vector's Form 8-K dated May 24, 2000).

o 3.3 By-Laws of Vector (incorporated by reference to Exhibit 3.2 in Vector's
Form 10-Q for the quarter ended June 30, 2001).

T 41 Loan and Security Agreement, dated as of March 8, 1994, between
Liggett Group Inc. (“Liggett’) and Congress Financial Corporation
(incorporated by reference to Exhibit 10(xx) in Vector's Form 10-K for
the year ended December 31, 1993).

* 42 Note Purchase Agreement, dated as of May 14, 2001, between VGR
Holding Inc (formerly known as BGLS Inc.) (“Vector Holding") and
TCW Leveraged Income Trust, L.P., TCW Leveraged Income Trust Ii,
L.P., TCW LINC 1] CBO Ltd., POWRs 1997-2, Captiva Il Finance Ltd.
and AIMCO CDO, Series 2000-A (the “Purchasers”), reiating to the
10% Senior Secured Notes due March 31, 2006 (the “Notes’),
including’ the form of Note (the “Note Purchase Agreement’)
(incorporated by reference to Exhibit 10.1 in Vector's Form 8-K dated
May 14, 2001).

't 43 First Amendment to Note Purchase Agreement, dated as of November
6, 2001, by and between VGR Holding and the Purchasers
(incorporated by reference to Exhibit 10.4 in Vector's Form 10-Q for
the quarter ended September 30, 2001).

* 44 Second Amendment to Note Purchase Agreement and New Note
Purchase Agreement, dated as of April 30, 2002, between VGR
Holding and the Purchasers, including the amended form of Note
(incorporated by reference to Exhibit 10.1 in Vector's Form 10-Q for
the quarter ended March 31, 2002).

T 4.5 Third Amendment to Note Purchase Agreement, dated as of
September 30, 2002, between VGR Holding and the Purchasers
(incorporated by reference to Exhibit 10.1 in Vector's Form 10-Q for
the quarter ended September 30, 2002).
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EXHIBIT
NO. DESCRIPTION

* 46 Cotllateral Agency Agreement, dated as of May 14, 2001, by and
among VGR Holding, Brooke Group Holding Inc., Vector, New Valley
Holdings, Inc., United States Trust Company of New York, as collateral
agent for the benefit of the holders of the Notes pursuant to the Note
Purchase Agreement (the “Collateral Agent’), and the Purchasers
(incorporated by reference to Exhibit 10.2 in Vector's Form 8-K dated
May 14, 2001). -

* 47 First Amendment to Collateral Agency Agreement, dated as of
September 4, 2001, by and among VGR Holding, Brooke Group
Holding inc., Vector, New Valley Holdings, inc. and the Collateral
Agent (incorporated by reference to Exhibit 10.3 in Vector's Form 10-Q
for the quarter ended September 30, 2001).

* 4.8 Second Amendment to Collateral Agency Agreement, dated as of
April 30, 2002, by and among VGR Holding, Brooke Group Holding
inc., Vector, New Valley Holdings, Inc., Liggett and the Collateral
Agent (incorporated by reference to Exhibit 10.2 in Vector's Form 10-Q
for the quarter ended March 31, 2002).

* 49 Pledge and Security Agreement, dated as of May 14, 2001 between
- VGR Holding and the Collateral Agent (incorporated by reference to
Exhibit 10.3 in Vector's Form 8-K dated May 14, 2001).

* 4.10 Amendment to Pledge and Security Agreement, dated as of April 30,
2002, between VGR Holding and the Coliateral Agent (incorporated by
reference to Exhibit 10.3 in Vector’'s Form 10-Q for the quarter ended
March 31, 2002).

* 4.1 Pledge and Security Agreement, dated as of May 24, 2001, between
New Valley Holdings, Inc. and the Collateral Agent (incorporated by
reference to Exhibit 10.4 in Vector's Form 8-K dated May 14, 2001).

* 412 Amendment to Pledge and Security Agreement, dated as of °
April 30, 2002, between New Valley Holdings, inc. and the Collateral
_ Agent {incorporated by reference to Exhibit 10.4 in Vector's Form 10-Q
for the quarter ended March 31, 2002).

* 413 Pledge and Security Agreement, dated as of May 14, 2001, between
Brooke Group Holding inc. and the Collateral Agent {incorporated by
reference to Exhibit 10.4 in Vector's Form 8-K dated May 14, 2001).

* 4,14 Amendment to Pledge and Security Agreement, dated as of
April 30, 2002, between Brooke Group Holding Inc. and the Collateral
Agent {incorporated by reference tc Exhibit 10.5 in Vector's Form 10-Q
for the quarter ended March 31, 2002).

* 4.15 Acknowledgment and Pledge Agreement, dated as of May 14, 2001,
between Vector and the Collateral Agent (incorporated by reference to
Exhibit 1C.6 in Vectoi's Form 8-K dated May 14, 2001).

* 4,16 Amended and Restated Guarantee, Acknowledgement and Pledge
Agreement, dated as of April 30, 2002, between Vector and the
Coliateral Agent (incorporated by reference to Exhibit 10.6 in Vector's
Form 10-Q for the quarter ended March 31, 2002).
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EXHIBIT
NO.

DESCRIPTION

* 4.7

* 420
421
*» 10.1‘
* 10.2

* 103

* 104

* 105

* 10.6

T 107

Guarantee, dated as of April 30, 2002, by Liggett in. favor of the
Collateral Agent (incorporated by reference to Exhibit 10.7 in Vector’s
Form 10-Q for the quarter ended March 31, 2002).

Account Control Agreement, dated as of May 14, 2001, between
Vector Holding, Bank of America, N.A. and the Collateral Agent
(incorporated by reference to Exhibit 10.7 in Vector's Form 8-K dated

May 14, 2001).

Indenture, dated as of July 5, 2001, between Vector and U.S. Bank
Trust National Association, as Trustee, relating to the 6.25%
Convertible Subordinated Notes due 2008 (the “Notes”), including the
form of Note (incorporated by reference to Exhibit 10.1 in Vector's

" Form 8-K dated July 16, 2001).

Form of 9% Promissory Note of VGR Acquisition inc. due 2004
(incorporated by reference to Exhibit 10.2 in Vector's Form 8-K dated
February 15, 2002).

Form of 6 1/2% Promissory Note of VGR Acquisition Inc. due 2007
(incorporated by reference to Exhibit 10.3 in Vector's Form 8-K dated
February 15, 2002).

Corporate Services Agreement, dated as of June 29, 1990, between
Vector and Liggett (incorporated by reference to Exhibit 10.10 in
Liggett's Registration Statement on Form S-1, No. 33-47482).

Corporate Services Agreement, dated June 29, 1990, between Vector
and Liggett (incorporated by reference to Exhibit 10.11 in Liggett's
Registration Statement on Form S-1, No. 33-47482).

Services Agreement, dated as of February 26, 1991, between Brooke
Management Inc. (“BMl") and Liggett (the “Liggett Services
Agreement”) (incorporated by reference to Exhibit 10.5 in VGR
Holding’s Registration Statement on Form S-1, No. 33-93576).

First Amendment to Liggett Services Agreement, dated as of
November 30, 1993, between Liggett and BMI (incorporated by
reference to Exhibit 10.6 in VGR Holding's Registration Statement on

‘Form S-1, No. 33-93576).

Second Amendment fo Liggett Services Agreement, dated as of
October 1, 1995, between BMI, Vector and Liggett (incorporated by
reference to Exhibit 10(c) in Vector's Form 10-Q for the quarter ended
September 30, 1985).

Corporate Services Agreement, dated January 1, 1992, between VGR
Holding and Liggett (incorporated by reference to Exhibit 10.13 in
Liggett's Registration Statement on Form S-1, No. 33-47482).

Employment Agreement, dated February 21, 1992, between Vector
and Bennett S. LeBow (incorporated by reference to Exhibit 10{xx) in

- Vector's Form 10-K for the year ended December 34, 1991).
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EXHIBIT
NO.

DESCRIPTION

* 10.8

* 108

* 1010

" 10,11

1012

* 10.13

.7 1014

* 10.15

* 10.18

" 1017

Amendment to Employment Agreement, dated as of July 20, 1998,
between Vector and Bennett S. LeBow (incorporated by reference to
Exhibit 10.8 in Vector's Form 10-K for the year ended December 31,
1898},

Tax-Sharing Agreement, dated June 28, 1990, among Brooke Group
Holding Inc. (“Brooke Group Holding"), Liggett and certain other
entities (incorporated by reference to Exhibit 10.12 in Liggett's
Registration Statement on Form S-1, No. 33-47482).

Tax Indemnity Agreement, dated as of October 8, 1993, among Brooke
Group Holding, Liggett and certain other entities (mcorporated by
reference to Exhibit 10.2 in SkyBox International inc.'s Form 10-Q for
the quarter ended September 30, 1993).

Expense Sharing Agreement, dated as of January 18, 1995, between
Vector and New Valley Corporation (“New Valley") (incorporated by
reference to Exhibit 10(d} in Vector's Form 10-Q for the quarter ended
September 30, 1995).

Settlement Agreement, dated March 12, 1996, by and between Dianne
Castano and Ernest Perry, the putative representative plaintiffs in
Dianne Castano, et al. v. The American Tobacco Company, inc. et al,,
Civil No. 94-1044, United States District Court for the Eastern District
of Louisiana, for themselves and cn behalf of the plaintiff settiement
class, and Brooke Group Holding and Liggett, as supplemented by the
agreement dated March 14, 1996 (the “Settlement Agreement”)
(incorporated by reference to Exhibit 13 in the Schedule 13D filed by,
among others, Vector with the SEC on March 11, 1996, as amended,
with respect to the common stock of RJR Nabisco Holdings Corp. (the
"Schedule 13D")).

Addendum {o Setllement Agreement {incorporated by reference to
Exhibit 10.30 in Vector's Form 10-K/A No. 1 for the year ended
December 31, 1296).

Settlement Agreement, dated March 15, 1996, by and among the State
of West Virginia, State of Florida, State of Mississippi, Commonwealth
of Massachusstis, and State of Louisiana, Brooke Group Holding and
Liggett (incorporated by reference to Exhibit 15 in the Schedule 13D).

Addendum tc Initial States Seftlement Agreement (incorporated by
reference to Exhibit 10.43 in Vectors Form 10-Q for the quarter ended
March 31, 1997).

Settlement Agreement, dated March 12, 1988, by and among the
States listed in Appendix A thereto, Brooke Group Holding and Liggett
(incorporated by reference to Exhibit 10.35 in Vector's Form 10-K for

‘the year ended December 31, 1997).

Master Setllement Agreement made by the Settling States and
Participating Manufacturers signatories thereto (incorporated by
reference to Exhibit 10.1 in Philip Morris Companies Inc.'s Form 8-K
dated November 25, 1998, Commission File No. 1-8940).
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EXHIBIT
NO.

DESCRIPTION

* 1018

* 10.19

* 10.20

*10.21

" 10.22
*10.23
* 10.24
* 10.25
* 10.26

T 10.27

* 10.28

General Liggett Replacement Agreement, dated as of November 23,
1998, entered intc by each of the Settling States under the Master
Settlement Agreement, and Brooke Group Holding and Liggett
(incorporated by reference to Exhibit 10.34 in Vector's Form 10-K for

the year ended December 31, 1998).

Class Settlement Agreement, dated January 14, 1999, by and between
the named representative’ plaintiffs in Iron Workers Union No. 17
Insurance Fund, et al., v. Philip Morris- Inc., et al., for themselves and
on behalf of the plaintiff settlement class, and Brooke Group Holding
and Liggett (incorporated by reference to Exhibit 10.35 in Vector's
Form 10-K for the year ended December 31, 1998).

Stipulation and Agreed Order regarding -Stay of Execution Pending
Review and Related Matters, dated May 7, 2001, entered into by Philip
Morris Incorporated, Lorillard Tobacco Ce., Liggett Group Inc. and
Brooke Group Holding Inc. and the class counsel in Engel, etal., v
R.J. Reynolds Tobacco Co., et. al. (incorporated by reference io
Exhibit 99.2 in Philip Morris Compames Inc.'s Form 8-K dated May 7,
2001).

Amended and Restated Stock Option Agreement, dated as of
October 12, 1998, by and between Vector-and Kasowitz, Benson,
Torres & Friedman LLP, Marc E. Kasowitz and Daniel R. Benson
(incorporated by reference to Exhibit 10.4 in Vector's Form 10-Q for
the quarter ended September 30, 1998).

Stock Option Agreement, dated -January 1, 1997, between Vector and
Richard J. Lampen (incorporated by reference to Exhibit 10.35 in
Vector's Form 10-K for the year ended December 31, 1996).

Stock Option Agreement, dated January 1, 1997, between Vector and
Marc N. Bell (incorporated by reference to Exhibit 4.3 in the Vector's
Registration Statement on Form S-8, No. 333-24217).

Stock Option Agreement, dated January 1, 1998, between Vector and
Joselynn-D. Van Siclen (incorporated by reference to Exhibit 10.43 in
Vector's Form 10-K for the year ended December 31, 1997).

Consulting Agreement, dated as of May 1, 1998, between Vector and
J. Sauter Enterprises, inc. (incorporated by reference to Exhibit 4.1 in
Vector's Registration Statement on Form S-8, No. 333-59615).

Vector Group Ltd. 18898 Long-Term Incentive Plan (incorporated by
reference to the Appendix to Vectors Proxy Statement dated
September 15, 1998) ‘

Stock Option Agreement, dated July 20, 1998 between Vector and
Bennett S. LeBow (incorporated by reference to Exhibit 6 in the
Amendment No. 5 to the Schedule 13D filed by Bennett S. LeBow on
October 16, 1998 with respect to the common stock of Véctor).

Stock Option Agreement, dated July 20, 1998, between Vector and

Howard M. Lorber (incorporated by reference to Exhibit 10.3 in
Vector's Form 10-Q for the quarter ended September 30, 1998).
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EXHIBIT
NO.

DESCRIPTION

* 10.28

* 10.30

* 10.31

* 10.32

* 10.33
*10.34

* 10.35

* 10.36

1037

+ 40.38

*710.39

" 1040

Letter Agreement, dated November 20, 1998, by and among Philip

Morris Incorporated ("PM"), Brooke Group Holding, Liggett & Myers
Inc. (‘L&M") and Liggett (incorporated by reference to Exhibit 10.1 in
Vector's Report on Form 8-K dated November 25, 1998).

Amended and Restated Formation and Limited Liability Company
Agreement of Trademarks LLC, dated as of May 24, 1998, among
Brooke Group Holding, L&M, Eve Holdings Inc. ("Eve”), Liggett and
PM, including the form of Trademark License Agreement (incorperated
by reference to Exhibit 10.4 in Vector's Form 10-Q for the quarter
ended June 30, 1999).

Ciass A Option Agreement, dated as of January 12, 1998, among
Brooke Group Holding, L&M, Eve, Liggett and PM (incorporated by
reference to Exhibit 10.61 in Vector's Form 10-K for the year ended
December 31, 1898). '

Cilass B Option Agreement, dated as of January 12, 1899, among
Brooke Group Holding, L&M, Eve, Liggett and PM (incorporated by
reference to Exhibit 10.62 in Vector's Form 10-K for the year ended
December 31, 1998).

Pledge Agreement dated as of May 24, 19389 from Eve‘, as grantor, in |

- favor of Citibank, N.A., as agent (incorporated by reference to Exhibit

10.5 in Vector's Form 10-Q for the quarter ended June 30, 1999).

Guaranty dated as of June 10, 1999 from Eve, as guarantor, in favor of
Citibank, N.A., as agent (incorporated by reference to Exhibit 10.8 in
Vector's Form 10-Q for the quarter ended June 30, 1999).

Employment Agreement dated as of June 1, 1985, as amended,
effective as of January 1, 1996, between New Valley and Bennett S.
LeBow (incorporated by reference to Exhibit 10(b)(i) in New Valley's
Form 10-K for the year ended December 31, 1995).

Employment Agreement (“Lorber Employment Agreement’) dated as
June 1, 1995, as amended, effective as of January 1, 1996, between
New Vailley and Howard M. Lorber (incorporated by reference to
Exhibit 10(b)(ii) in New Velley's Form 10-K for the year ended
December 31, 1995).

Amendment dated January 1, 1998 to Lorber Employment Agreement
(incorporated by reference to Exhibit 10(b)(iii) in New Valley's Form 10-
K for the year ended December 31, 1987).

Employment Agreement dated September 22, 1995, between New
Valley and Richard J. Lampen (incorporated by reference to Exhibit
10(a) in New Vailey's Form 10-Q for the quarter ended September 30,
1995). ‘

Employment Agreement dated April 15, 1994, between Vector and
Marc N. Bell (incorporated by reference to Exhibit 10.67 in Vector's
Form 10-K for the year ended December 31, 1998).

Empioyment Agreement dated as of August 1, 1999, between Vector

and Joselynn D. Van Siclen (incorporated by reference to Exhibit 10.8
in Vector's Form 10-Q for the quarter ended June 30, 1989).
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EXHIBIT
NO.

DESCRIPTION

* 10.4}1
* 1042
* 1043
* 10.44
* 10.45
* 10.46

* 1047

1048

© 1049

* 10.50

* 40.51

* 10.52

* 1053

Vector Group Lid. 1999 Long-Term Incentive Plan (incorporated by
reference to Exhibit 10.58 in Vector's. Form 10-K for the year ended
December 31, 1999).

Stock Option Agreement, dated -‘November 4, 1999, between Vector
and Bennett S. LeBow (incorporated by reference to Exhibit 10.59 in
Vector's Form 10-K for the year ended December 31, 1999).

Stock Option Agreement, dated November 4, 1999, between Vector
and Richard J. Lampen (incorporated by reference to Exhibit 10.60 in
Vector's Form 10-K for the year ended December 31, 1999).

Stock Option Agreement, dated November 4, 1999, between Vector
and Marc N. Bell (incorporated by reference to Exhibit 10.61 in
Vector's Form 10-K for the year ended December 31, 1999).

Stock Option Agreement, dated November 4, 1999, between Vector
and Joselynn D. Van Siclen (incorporated by.reference to Exhibit 10.62
in Vector's Form 10-K for the year ended December 31, 1999).

Stock Option Agreement, dated November 4, 1999, between Vector
and Howard M. Lorber (incorporated by reference to Exhibit 16.63 in
Vector's Form 10-K for the year ended December 31, 1999).

Purchase and Sale Agreement, dated as of June 14, 2000, between
Gallaher Overseas (Holdings) Ltd. and Brooke (Overseas)
(incorporated by reference to Exhibit 10.1 in Vector's Form 8-K dated
June 14, 2000).

Guaranty, dated as of June 14, 2000, by Vector in favor of Gailaher
Qverseas (Holdings) Ltd. (incorporated by reference to Exhibit 10.2 in
Vector's Form 8-K dated June 14, 2000).

Amendment to Purchase and Sale Agreement, dated as of August 4,
2000, between Gallaher Overseas (Holdings) Ltd. and Brooke
(Overseas) (incorporated by reference to Exhibit 10.3 in Vector's Form
8-K dated August 4, 2000).

Letter Agreemen{, dated September 1,.2000, between Ronald J.
Bernstein and Liggett (incorporated by reference to Exhibit 10.62 in
Vector's Form 10-K for the year ended December 31, 2000).

: Stock Option Agreement, dated October 26, 2000, between Vector and

Ronald J. Bernstein (incorporated by reference to Exhibit 10.63 in
Vector's Form 10-K for the year ended December 31, 2000).

Stock Option Agreement, dated January 22, 2001, between Vecior and
Bennett S. LeBow (incorporated by reference to Exhibit 10.1 in
Vector's Form 10-Q for the quarter ended March 31, 2001).

Stock Option Agreement, dated January 22, 2001, between Vector and

Howard M. Lorber (incorporated by reference to Exhibit 10.2 in
Vector's Form 10-Q for the quarter ended March 31, 2001).
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EXHIBIT
NO. DESCRIPTION

* 10.54 Employment Agreement, dated as of January 17, 2001, between
: Vector and Howard M. Lorber (incorporated by reference to Exhibit
10.3 in Vector's Form 10-Q for the quarter ended March 31, 2001).

* 10.55 Vector Supplemental Executive Retirement Plan (incorporated by
reference to Exhibit 10.8 in Vector's Form 10-Q for the quarter ended
March 31, 2002). -

* 10.56 Stock Purchase Agreement, dated May 16, 2001, between High River
Limited Partnership and Vector Group Ltd. (incorporated by reference
to Exhibit 10.8 in Vector's Form 8-K dated May 14, 2001).

* . 10.57 Registration Rights Agreement, dated as of July 5, 2001, by and

: between Vecior "Group Ltd. and Jefferies & Company, Inc.
(incorporated by reference to Exhibit 10.2 in Vector's Form 8-K dated
July 16, 2001).

> .10.58 Purchase and Sale Agreement, dated as of February 15, 2002,
between VGR Acquisition inc., The Medallion Company, inc. and Gary
L. Hall (incorporated by reference to Exhibit 10.1 in Vector's Form 8-K
dated February 15, 2002). '

* 10.59 Form of Asset Purchase Agreement between VGR Acquisition Inc. and
Gary L. Hall (incorporated by reference to Exhibit 10.4 in Vector's Form
8-K dated February 15, 2002).

21 Subsidiaries of Vector.

23 Consent of PricewaterhouseCoopers LLP relating to Vector's
: Registration Statements on Form S-8 (No. 333-24217, No. 333-50188,
No. 333-59615, No. 333-59210 and No. 333-71586) and Registration
Statements on-Form S-3 (No. 333-46055, No. 33-38869, No. 33-
63119, No. 333-45377, No. 333-56873, No. 333- 62156 No. 333-69294

and No. 333-82212). "~

: 99.1 Material Legal Proceedings.

99.2 Certification of Chief Executive Officer, Pursuant to 18 U.S.C. Section
1350, as Adopted Pursuant to Sectlon 906 of the Sarbanes-Oxley Act
of 2002.

99.3 Certification of Chief Flnancnal Officer, Pursuant to 18 U.S.C. Section
1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act
of 2002. :

*Incorporated by reference
Each management contract or compensatory plan or arrangement required to be filed as

an exhibit to this report pursuant to ltem 14(c) is listed in exhubut nos. 10.7, 10.8, 10.22 through
10.28, 10.35 through 10. 46 and 10.50 through 10.55.

(B) REPORTS ON FORM 8-K:

No Reports on Form 8-K were filed during the fourth quarter of 2002.
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SIGNATURES

* Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of

1934, the Registrant -has duly caused this Report to be signed on its behalf by the undersigned

thereunto duly authorized.

Date:

March 31, 2003
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' VECTOR GROUP LTD.

{Registrant)

By: /s/ Joselynn D. Van Siclen

Joselynn D. Van Siclen
Vice President, Chief Financial Officer and
Treasurer




POWER OF ATTORNEY

The undersigned directors and officers of Vector Group Ltd. hereby constitute and
appoint Richard J. Lampen, Joselynn D. Van Siclen and Marc N. Bell, and each of them, with full
power to act without the other and with full power of substitution and resubstitutions, our true and
lawful attornevs-in-fact with full power to execute in our name and behalf in the capacities
indicated below, this Annual Report on Form 10-K and any and all amendments thereto and to file
the same, with all exhibits thereto and other documents in connection therewith, with the
Securities and Exchange Commission, and hereby ratify and confirm all that such attorneys-in-
fact, or any of them, or their substitutes shall lawfully do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has
been signed below by the following persens on behalf of the Registrant and in the capacities
indicated on March 31, 2003.

SIGNATURE TITLE

/s/ Bennett S. LeBow

Bennett S. LeBow Chairman of the Board
(Principal Executive Officer)

/s/ Joselynn D. Van Siclen

Joselynn D. Van Siclen Vice President and Chief
Financial Officer
(Principal Financial Officer and
Principal Accounting Officer)

/s! Robert J. Eide

Robert J. Eide Director
/s/ Howard M. Lorber

Howard M. Lorber Director

Is/ Jeffrey S. Podell

Jeffrey S. Podell Director
/s/ Jean E. Sharpe

Jean E. Sharpe Director
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CERTIFICATION

i, Bennett S. LeBow, certify that:
1. | have reviewed this annual report on Form 10-K of Vector Group} Ltd.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a
material fact or omit to state a material fact necessary to make the statements made, in light of
the circumstances under which such statements were made, not misleading with respect to the
period covered by this annual report; '

3. Based on my knowledge, the financial statements, and other financial information
included in this annual report, fairly present in all material respects the financial condition, results
of operations and cash flows of the registrant as of, and for, the periods presented in this annual
report;

4. The registrant's other certifying officers’ and | are responsible for establishing and
maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 ‘and
15d-14) for the registrant and have:

a) designed such disclosure controls and procedures to ensure that material information
_relating to the registrant, including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this annual report is being prepared,;

b) evaluated the effectiveness of the registrant's disclosure controls and procedures as of a
date within 80 days prior to the filing date of this annual report (the “Evaluation Date”); and

c) presented in this annual report our conclusions about the effectiveness of the disclosure
controls and procedures based on our evaluation as of the Evaluation Date;

5. The registrant's other certifying officers and | have disclosed, based on our most recent
evaluation, to the registrant’s auditors and the audit committee of registrant's board of directors
(or persons performing the equivalent functions):

a) all significant deficiencies in the design or operation of internal controls which could
adversely affect the registrant’s ability to record, process, summarize and report financial data
and have identified for the registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other empldyees who
have a significant role in the registrant’s internal controls; and

6. The registrant's other certifying officers and | have indicated in this annual report whether
or not there were significant changes in internal controls or in other factors that could significantly
affect internal controls subsequent to the date of our most recent evaluation, including any
corrective actions with regard to significant deficiencies and material weaknesses.

Date: March 31, 2003

/s/ Bennett S. LeBow
Bennett S. LeBow
Chairman and Chief Executive Officer
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CERTIFICATION

i, Joselynn D. Van Siclen, certify that:
1. | have reviewed this annual report on Form 10-K of Vector Group Ltd.;

2. Based on my knowledge, this annual report does not contain any untrue statement of a
material fact or omit to state a material fact necessary to make the statements made, in light of
the circumstances under which such statements were made, not misleading with respect to the
period covered by this annual report; ‘

3. Based on my knowledge, the financial statements, and other financial information
included in this annual report, fairty present in all material respects the financial condition, results
of operations and cash flows of the registrant as of, and for, the periods presented in this annual
report;

4, The registrant's other certifying officers and | are responsible for estabiishing and
maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and
15d-14) for the registrant and have: ' :

a) designed such disclosure controls and procedures to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a
date within 90 days prior to the filing date of this annual report (the "Evaluation Date”); and

c) presented in this annual report our conclusions about the effectiveness of the disclosure
controls and procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and | have disclosed, based on our most recent
evaluation, to the registrant's auditors and the audit committee of registrant’s board of directors
(or persons performing the equivalent functions): ’

2) all significant deficiencies in the design or operation of internal controls which could
adversely affect the registrant’s ability to record, process, summarize and report financial data
and have identified for the registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who
have a significant role in the registrant’s internal controls; and

6. The registrant’s other certifying officers and | have indicated in this annual report whether
or not there were significant changes in internal conircls or in other factors that could significantly
affect internal controls subsequent to the date of our most recent evaluation, including any
corrective actions with regard to significant deficiencies and material weaknesses.

Date: March 31, 2003
/s! Joselynn D. Van Siclen

Joselynn D. Van Siclen
Vice President and Chief Financial Officer
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VECTOR GROUP LTD.
FORM 10-K FOR THE YEAR ENDED DECEMBER 31, 2002
ITEMS 8, 14(a)(1) AND (2), AND 14(d)

INDEX TO FINANCIAL STATEMENTS
AND FINANCIAL STATEMENT SCHEDULE

Financial Statements and Schedule of the Reglstrant and its subsudlanes requnred to be included in- Items 8,

14(a) (1) and (2), and 14(d) are listed below:

FINANCIAL STATEMENTS: -

Vector Group Ltd. Consolidated Financial Statements

- Report of Independent Certified Public Accountants ........................................................

Vector Group Ltd. Consolidated Balance Sheets as of December 31, 2002 and 2001
Vector Group Ltd. Consolidated Statements of Operatlons for the years ended

December 31, 2002, 2001 and 2000 ... o ceerie e seee et e e re st e re et e e sere e ees

Vector Group Ltd. Consohdated Statements of Stockholders Equaty for the years

ended December 31, 2002, 2001 and 2000.........cooiverrieriirrinsiinniinrnrenesresinneresesnnranees

Vector Group Ltd. Consohdated Statements of Cash Flows for the years ended

December 31, 2002, 2001 @nd 2000..........ccocrieiieeiirieceniireereiesirnssaerressstinrersssessness
Notes to Consolidated Financial Statements .........cccccoovevivvvererinne freveerserenns reererernerensarrres

FINANCIAL STATEMENT SCHEDUliEf

Schedule 1! -- Valuation and QUalifying ACCOUNS ..........ce.cvrreermrereeissessrsersessesseseressions

Financial Statement Schedules not listed above have been omitted because they are
not applicable or the required information is contained in our consolidated
financial statements or accompanying notes.
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Report of lndependént Certified Public Accountants

To the Board of Directors and Stockholders
of Vector Group Ltd.

In our opinion, the consolidated financial statements listed in the accompanying index present
fairly, in all material respects, the financial position of Vector Group Lid. and its subsidiaries at
December 31, 2002 and 2001, and the results of their operations and their cash flows for each of
the three years in the period ended December 31, 2002 in conformity with accounting principles
generally accepted in the United States of America. In addition, in our opinion, the financial
statement schedule listed in the accompanying index presents fairly, in ali material respects, the
information set forth therein when read in conjunction with the related consolidated financial
statements. These financial statements and financial statement schedule are the responsibility of
the Company's management; our responsibility is to express an opinion on these financiai
statements and financial statement schedule based on our audits. We conducted our audits of
these statements in accordance with auditing standards generally accepted in the United States of
America, which require that we plan and perform the audit to obtain reasonabie assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion. ‘

/sl PricewaterhouséCoopers LLP

Miami, Florida
March 31, 2003
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- VECTOR GROUP LTD. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

{Dollars in Thousands, Except Per Share Amounts)

December 31,

December 31,

The accompanying notes are an integral part
of the consolidated financial statements.

F-3

2002 2001
ASSETS:
Current assets:
Cash and cash eqQUIVaIENES .......ccevieiii et e sen el SO $100,027 $217,761
investment securities availabie for sale ........c.occevveeveveeeerve e, rereereneeeeres 128,430 173,697
ACCOUNS reCeivable - trade@..........eeieeiieeiiecreee ettt ese e teseesanres 13,395 34,380
Other TECEIVADIES ..ottt s sttt esre s bevesssnnsrseesesesemneneses 3,853 1,234
INVENIONES ...coieieeere e et etre s eerr st ssteeesa e eseteteeensnesssnmeesenan 104,649 56,059
RESHICIEA ASSEBIS...uviiiiiii ittt ee et et e reereeaeenere s eereneeeeaen - 20,054
Deferred income taxes 12,825 6,294
Other current assets................... _17.912 _ 6,248
TOtal CUIMTENE @SSEES...ciiicereiiiiec e st e st ee e s be s e sseee s sareen 381,091 515,727
Property, plant and equipment, net...............c..cccol RPN 181,972 112,766
Long-term INVESIMENTS, NEL.........co it v s ssresssraeereneens 3,150 3,150
Investments in real estate DUSINESSES ........ooccvviviiies e e eeeeeeeeeeerereesennees 7,811 6,894
RESIHCIEA @SSOIS .ottt e e se e e re s e aeeeeas ererereneees 4,857 1,881
Deferred INCOME tAXES ..c.vivviviiii ettt ettt ettt e e e sen e e eeeeeeaenseaens 12,501 9,778
Intangible asset............cccccovviennnns SO 107,511 -
Pension @SSets.......c.ceviiiiiiiieec s J ) 1,225 17,920
O BT BSSBES .ottt e ettt e e e re st e eraeesantare s e asenaane 8377 20,787
TOtA) @SSEES ...t et ettt $708,495 $688,903
LIABILITIES AND STOCKHOLDERS' EQUITY: o :
Current liabilities: ' :
Current portion of notes payable and long-term debt...........cccoccievevevceviceevenrnnn. $ 31,277 $ 4892
ACCOUNES PAYADIE ......oeieeieeeeie et et se st 17,046 16,192
Accrued promotional BXPENSES ......cceeveevcvirrieieieiteete st eeeee e e e eeeeseereeasessaens 24:998 20,634
Accrued taxes payable, NeT.......c.coeeiiii e 39,370 33,992
SetlleMENt BCCTUAIS.....coei ettt e e e e s e e e eas s eenn 40,528 29,299
Deferred INCOMEB tAXES ..oovvieiii et ee e s tee e s e e e enese e 5,277 759
ACCTUBT INTBIESE ....viitieciii et ettt eae s e e eet e e s aeseaeeeessrmnreese 7,556 6,799
Prepetition claims and restructuring accruals ..........ooveeeeerevrereeeeeeeeeeceeeeeen v 674 2,700
Other accrued labilfIES ......cc.civeireeiereiee et el e e ee e e e 17,658 26,362
Total current HabIlItIeS..........cocciri et ee et e ee et e s s e ente s s vnes 184,384 141,629
Notes payable, long-term debt and other obligations, less current portion............. 307,028 225,415
Noncurrent employee benefits ......cc.occvveoieieii i e ese s 11,121 14,749
Deferred income taxes 134,762 132,528
Other liabilities ............. 4,866 5,068
MINOTILY INEEIESES ..ot eeee e 44,037 56,156
Commitments and CONtNGENCIES ......ccvovviveirceieceiete e e eeeeeseee s eseseeessnsssoas
Stockholders’ equity:
Preferred stock, par value $1.00 per share, authorized 10,000,000 shares .......
Common stock, par value $0.10 per share, authorized 100,000,000
shares, issued 39,530,924 and outstanding 36,439,285........c.cccocevveeveveenrennn. 3,643 3,317
Additional paid-in CAPIAL ..........cervvriecreirieeeitee et een 279,305 309,849
DefiCit ..ot e, oo (236,718) ~(182,645)
Accumulated other comprehensive income (11,630) 1,170
Less: 3,091,639 shares of common stock in treasury, at cost...........cccoievenne {(12,303) - (18.333)
Total StoCkhOIAErS' €QUILY ......oveccreeiiriieee s s et see e e e 22,297 113,358
Total liabilities and stockholders' equUity ...........cccuvvimrereeer st $708,495 $688,903



VECTOR GROUP LTD. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATICNS
{Dollars in Thousands, Except Per Share Amounts})

Year Ended December 31,

2002 | 2001 i 2000
Revenues:
] < T o SO USROS USRI ) $502,417 -$437,416 $411,857
Real estate leasing .. 1,001 9,866 3,198
TOtal FBYBNUES.......eeiiii ettt e s 503,418 447 382 . 415,055
Expenées: )
Cost of goods sold”™..........c.ooveecvevernen, ereereree st e e re e shassrerrens 344,622 259,707 270,069
Operating, selling, administrative and general expenses.............. T, 178,310 146,427 105,819
Settlement charges (807) 9,905 (934)
Operating (loss) income (18,707) 31,343 40,101
Other income (expenses):
Interest and dividend i INCOME s 10,071 11,799 _ 6,301
INEETEST @XPENSE ....eeiiiiiiiecreeeeeeee et eee s eeate e s sbe e e e eraeseaeeeenne ‘ (27,825) (21,387) (30,610)
Gain on legal settlement.............cocieiie i - 17,620 ’ -
INCOME N JOINE VENTUTE......oeii e e e ve e : - - 52,589
(Loss) gain on investments, Net..........c.cceeciiereceic e e : (6,240) ‘ (1,799) 7,271
Gain (loss) onsale of @ssets........cccooriieiiic i 9,097 (8,708) 192,923
Equity inloss of affiliate ...........cc.ccceciieviinncicimienn e - - (5,.597)
Provision for uncollectibility of notes recelvable ...................................... (13,198) - -
(0] ¢4 7T 2R 4 = O OO VSR OU USSP . (859) (58) 2,071
(Loss) income from continuing operations before (benefit) provision ) : ]
for income taxes and minority interests..........cccovveevninennirnccniennne, (47,661) 28,810 265,049
(Benefit) provision for iNCOME taxXES ........cocvvvcevrveerirrremvecnrenienrtenierinnes (6,353) 15,017 81,783
Minority INterests ......oooiiie e et . 9514 -7.407 . (15.512)
(Loss) income from continuing‘operations ....................... s (31,794) . 21,200 167,754
Discontinued operations: - ) .
(Loss) income from discontinued operations ..........ccccceiveeiriiieniiiriniiinennnes - 2,117) 1,816
Gain on disposal of discontinued operations, net of minority interests............ - . 1,580 . 6.469
(Loss) income from discontinued operations ..........c...ccecvvviiiniicinnincnnne. - 537 8,285
Loss from extraordinary items - - (1.821)
NEE (0SS) INCOME .....v.vviererececunreretnesestreasisesesssssesaressssssaarasassssasersassensassnseses $.(31,794) $_20,663 $174,218
Per basic cofmon share:
(Loss) income from continuihg operations ............cceeeeenneans $(0.21) $0.68 - $6.47
(Loss) income from discontinued operations - $(0.02) $0.32
Loss from extraordinary items............c.coeeeeeenennnn, - . - $(0.07)
Net (loss) income applicable to common shares...........ccocceevvveevvveereeenn, $(0.91) $0.66 $6.72
Basic weighted average common shares outstanding............cecvecennnilnninn, B 34,974,480 ,' 30,991,874 - 25,924 879
Per diluted common share:- )
(Loss) income from continuing operations .............. S et ‘ $(0.91) . $0.57 $549
(Loss) income from discontinued operations...... - oo- $(0.02) $027
Loss from extraordinary items.............occeeervevivennenn. - - .- $(Q.06)
Net (loss) income applicable to common shares ..................................... $(0.91) $0.55 $8.70
Diluted weighted average common shares outstanding ...........cccccocvecveerennn. 34974480 37,311,661 30,540,305

*Revenues and Cost of goods sold include excise taxes of $192,664, $151,174 and $116,166 for the years ended
December 31, 2002, 2001 and 2000, respectively.
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YECTOR GROUP LTD. AND SUBSIDIARIES
CONSCLIDATED STATEMENTS OF CASH FLOWS
{(Dollars in Thousands, Except Per Share Amounts)

Cash flows from operating activities: .
Net (I08S) INCOME .uviiiiiiiceiire it et e
Adjustments to reconcile net (loss) income to net cash (used in)

provided by operating activities:
Depreciation and amortization...........cccovcevvriivciiiin e
Non-cash stock-based expense .......cccoveceeiieneien i
Impact of discontinued operations..............cccviviniincinenn
MINOTItY INEBIESES....iiiieeer e e e
Gain on sale of INVESIMENTS ......cccre i e
Provision for loss on investments............ et reenrrer ettt s
Gain on sale Of @SSeIS ...uvvvivviii e e
Loss (gain) on sale of real estate ..........evveeviiieiicirenicconecreees
Write down Of @QUIDMENT.......cooeveireeeiiecieeece vt
LOSS 0N debt CONVEISION. ..cc...eeieereiireceiiireeeeeeieerrer e s e esene e eecee e
Deferred INCOME tAXES...cvvv it
Deferred fin@nCe Charge .......cccovvveierien ittt sae s
Currency translation gain.........ccccovcivieee e
Loss on sale of SECUMES ......ceeveveiiiereeeic e
Loss on retirement of debt...........oocovriiiiiiin e
Non-cash interest expense.................... [P P,
(Gain) 1085 in JOINt VENIUTE ......cevviriiereeccccec e e e
Provision for uncollectibility of notes receivable .........cccveeivveeerinenes
[0 (2= SO OO S OO USTN
Changes in assets and liabilities (net of effect of acquisition
and dispositions): .
RECEIVADIES ..ottt et e e s
INVENTOMES ..ttt ettt s r e et e
Accounts payable and accrued liabilities...........ccccvnvereicirericennenene
Other assets and liabilities, Net........vuveeee et
Net cash (used in) provided by operating activities...........ccce.ec... bremreereennnes

Cash flows from investing activities:
Proceeds from sale of businesses and assets, nNet.........ccoevevceecrvrrenennn
Sale or maturity of investment securities.....ccccccvvvveeeeiciieennc e
Purchase of investment SECUMIES....ccvivvvreiei i
Sale or liquidation of long-term investments ........cccooevennvnricc i
Purchase of long-term investments.......ccooe i
Purchase of Medallion.........cccccceieeeeiiieniit et e ere e
Investment in JOINt VENTUTE .....ccccvveeeeceie s e
(Increase) decrease in restricted assets .......ccoceevveierce e
Proceeds from sale of real @state, Net.....co.veeeviiieeiee e,
Purchase of real @stale .........occevvvve i
Repayment (issuance) of note receivable, net..........ccoceeeeevev v,
Payment of prepetition Claims .......cocceeveervievnie e e
New Valley purchase of COmmon Shares ..........cccccveeveeeeieveeeniieveeevrenens
Cash received in LTS acquisition, net
Capital @XpenAIIUIES........ccveeeeeeeceerertee e

Net cash (used in) provided by investing activities.........ccoccvveeevrriecncnennne

Year Ended December 31,

2002 | 2001 | 2000

$ (31.794) $_20.663 $174,218.
13,863 9,973 11,523
3534 5,878 2,583
- 537 (8,285)
(9,514) (7,407) 15,512
(9,249) - -
6,776 - .
(57) (1,334) (192,064)
- 9,866 (5,858)
804 - -
. 6,445 .
1,186 (16,731) 1,526
- 1,929 .
- - (2,085)
. 820 -
- - 1,821
5,062 1,027 4,940
- ; (52,589)
13,198 - -
- (430) -
21,861 (23,613) (31)
(48,590) (23,730) (8,011)
12,814 54,075 36,907
8,503 (18.248) 16,043
(11,603) 19,720 {4.850)
3,644 7,912 323,266
111,795 16,418 58,811
(75,095) (162,959) (32,324)
. 1,133 - .
- (5.711) (3,310)
(50,103) - -
- - (2,573)
(168) 1,231 (1,565)
20,461 42,160 -
(1,663) C . -
(4,000) - -
-+ (2,026) (3,183) (376)
(1,891) (274) (1,190)
- 4,065 . .
(96,636) {77,100)  (26.840)
(95.682)  (176.308). 313,899

The accompanying notes are an integral part
of the consolidated financial statements.
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VECTOR GROUP LTD. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Doilars in Thousands, Except Per Share Amounis}

Cash flows from financing activities: _

Proceeds from debt............cccoeiinine
Repayments of debt ................eeeceane
Deferred financing charges ................. ‘

Borrowings under revolver...................

Repayments ON FeVOIVer.......cocvvevrenee.
(Decrease) increase in margin loan payable

{(Decrease) increase in cash overdraft

Distributions on common stock ........ -

(Repayments) proceeds from participating l0an............ccceeeniininnenceinen

Issuance of common stock..................

Proceeds from exercise of options and warrants ...

Cash impact of LTS dlstnbutlon ......... .

Other, net ................................

Net cash provided by discontinued operations ..............cocevieneeieecc e,
Effect of exchange rate changes on cash and cash equivalents ................
Net (decrease) increase in cash and cash equivalents.........cccccocvrveranennnn.
Cash and cash equivalents, beginning of year ....................... ST e

Cash and cash equivalents, end of year

Year Eﬁded December 31,

2002 | 2001 | 2000

78,135 © 264,441 700
(23,380) (32.777) (107,868)
(1,281) (9,642) .
612,121 508,121 433,075
(612,121) (527,495) (405,602)
. (4,675) 3,692

. (501) 501
(54,477) (46,751) (30,759)
(12,445) . 2,981 (67,027)
- 50,000 .

2,857 17,185 .

- (8,136) .

. . - N 79 -
(10.449) . 212,830 (173.288)
- 4006 1,739
- - (110)
(117,734) 80,248 137,390
217,761 : 157.513 20.123

$100.027 $217.761 $157.513

The accompanying notes are an integral part
of the consolidated financial statements.
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' - VECTOR GROUP LTD.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
{Doliars in Thousands, Except Per Share Amounts)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIE

(&)

(b)

(c)

Basis of Presentation:

The consolidated financial statements of Vector Group Ltd. (the “Company” or *Vector”) include
the accounts of VGR Holding Inc. ("VGR Holding"), Liggett Group Inc. (‘Liggeit”), Brooke
(Overseas) Lid. (“Brooke (Overseas)’), Vector Tobacco inc. (“Vector Tobacco’), through
July 31, 2000 Liggett-Ducat Ltd. (“Liggeti-Ducat’), and other less significant subsidiaries. The
Company owned 57.3% of New Valley Corporation's (“New Valley”) common shares at
December 31, 2002. Al significant intercompany balances and transactions have been
eliminated. Certain amounts in prior years' consolidated financial statements have been

reclassified to conform to the current year's presentation. . : ' '

Vector Tobacco is engaged in the development and marketing of low nicotine, nicotine-free and
reduced carcinogen cigarette products. Liggett is engaged primarily in the manufacture and sale
of cigarettes, principally in-the United States. Prior to its sale in August 2000, Liggett-Ducat was
engaged in the manufacture and sale of cigarettes in Russia. New Valley is currently engaged
in the real estate business and is seeking to acquire additional operating companies.

As discussed in Note 3, a subsidiary of the Company acquire'd Thé Med‘allion Company, Inc. on
April 1, 2002.

As discussed in Note 20, New Valley's former broker-dealer operations are presented as
discontinued operations for the years ended December 31, 2001 and 2000.

Estimates and Assumptions:

The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires managemeni to make estimates and
assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent
assets and liabilities and the reported amounts of revenues and expenses. Significant estimates
subject to material changes in the near term include inventory valuation, deferred tax assets,
allowance for doubtful accounts, promotional accruals, sales returns and allowances, actuarial
assumptions of pension plans, settlement accruais and litigation and defense costs. Actual
results could differ from those estimates.

Cash and Cash Equivalents:

For purposes of the statements of cash flows, cash includes cash on hand, cash on deposit in
banks and cash equivalents, comprised of shori-term investments which have an original
maturity of 90 days or less. Interest on short-term investments is recognized when earned.

Financial Instruments:

The carrying value of cash and cash equivalents, restricted assets and short-term loans are
reasonable estimates of their fair value.
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VECTOR GROUP LTD.
-NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Thousands, Except Per Share Amounts) - (Continued)

The carrying amounts of short-term debt reported in the Consolidated Balance Sheets are a
reasonable estimate of fair value. The fair value of long-term debt for the years ended
December 31, 2002 and December 31, 2001 was estimated based on current market
quotations, where available.

The .methods and assumptions used by the Company’s management in estimating fair values
for financial instruments presented herein are not necessarily indicative of the amounts the
Company could realize in a current market exchange. The use of different market assumptions
and/or estimation methodologies may have a material effect on the estimated fair values.

Investment Securities:

. The Company classifies investments in debt and marketable equity securities as available for

sale. Investments classified as available for sale are carried at fair value, with net unrealized
gains and losses included as a separate component of stockholders' equity. The cost of
securltnes sold is determined based on average cost.

S|gmflcant Concentratlons of Credit Risk:

Financial mstruments which potentially subject the Company to concentrations of credit risk
consist principally of cash and cash equivalents and trade receivables. The Company places its
temporary cash in money market securities {(investment grade or better) with what management

. beheves are h:gh credat quality financial institutions.

L|gget‘t’s customers are prlmanly candy and tobacco distributors, the mllztary and large grocery,
drug and convenience store chains. One customer accounted for approximately 17.1% of
Liggett's net sales in 2002, 23.5% of Liggett's net sales in 2001 and 29.4% of Liggett's net sales
in 2000. Sales to this customer were primarily in the private label discount segment.
Concentrations of credit risk with respect to trade receivables are generally limited due to the
large number of customers, located primarily throughout the United States, comprising Liggett's
customer base. Ongoing credit evaluations of customers’ financial condition are performed and,
generally, no collateral is required. Liggett maintains reserves for potential credit losses and
such losses, in the aggregate, have generally not exceeded management's expectations.

Accounts Receivable:

Accounts receivable-trade are recorded at their net realizable value.

The allowance for doubtful accounts and cash discounts was $2,248 and $2,101 at
December 31, 2002 and 2001, respectively.

-Inventories:

Tobacco inventories are stated at the lower of cost or market and are determined primarily by
the last-in, first-out (LIFO) method at Liggett and the first-in, first out (FIFO) method at Vector
Tobacco. Although portions of leaf tobacco inventories may not be used or sold within one year
because of the time required for aging, they are included in current assets, which is common
practice in the industry. Itis not practicable to determine the amount that will not be used or sold
within one year.
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VECTOR GROUP LTD.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Thousands, Except Per Share Amounts) - {Continued)

Restricted Assels:

Restncted assets of $4,857 at December 31, 2002 consist pnmanﬂy of certificates of deposit
which collateralize letters of credit. :

Restricted assets at December 31, 2001 consisted primarily of $16,856 held in escrow by the
United States District Court of New Jersey for New Valley in connection with the settiement of a
lawsuit. (Refer to Note 21.) ‘

Property, Plant and Equipment:

Property, plant and equipment are stated at cost. Properly, plant and equipment are
depreciated using the straight-line method over the estimated useful lives of the respective
assets, which are 20 to 30 years for buildings and 3 tc 10 years for machinery and equipment.
Office buildings held by New Valley are depreciated over periods approximating 39 years.

interest costs are capitalized in connection with the construction of major facilities. Capitalized
interest is recorded as part of the asset to which it relates and is amortized over the assel's
estimated useful life. in 2002, 2001 and 2000, interest costs of $305, $779 and $0, respectively,
were capltallzed .

Repaws and maintenance costs are charged to expense as incurred. The costs of major
renewals and betterments are capitalized. The cost and. related accumulated depreciation of
property, plant and equipment are removed from the accounts upon retwement or other
dssposmon and any resuliing gain or !oss is reflected in operations.

_Intangible Assets:

The Company is reguired to conduct an annual review of intangible assets for potential
impairment including the intangible asset of $107,511, which is not subject to amortization due
to its indefinite useful life, and relates to Medallion’s exemption under the Master Settlement

- Agreement. (Refer to Note 3.} -

Other intangible assets, included in other assets, consisting principally of trademarks, are
amortized using the straight-line method over 10-12 years. Amortization expense for the years
ended December 31, 2002, 2001 and 2000 was $145, $19 and $28, respectively.

impairment of Long-Lived Assets:

The Company reviews long-lived assets for impairment annually or whenever events or changes
in business circumstances indicate that the carrying amount of the assets may not be fully
reccverable. The Company performs undiscounted operating cash flow analyses to determine if
an impairment exists. if an impairment is determined to exist, any related impairment loss is

. calculated based on fair value of the asset on the basis of discounted cash flow. Impairment

- losses on assets to be disposed of, if any, are based on the estimated proceeds tc be received,

. less costs of dlsposai

Effectxye January 1, 2002, the Company adopted SFAS No. 144, “Accounting for the Impairment
or Disposal of Long-Lived Assets”. SFAS No. 144 supersedes SFAS No. 121, “Accounting for
the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed of’, and
requires (i) the recognition and measurement of the impairment of long-lived assets to be held
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VECTOR GROUPLTD.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
{Dollars in Thousands, Except Per Share Amounts} - (Continued)

and used and (i) the measurement of long-lived assets to be disposed of by sale. The adoption
of this statement did not have any impact on the Company’s consolidated financial statements.

Employee Benefits:

- Liggett sponsors self-insured health and dental insurance plans for all eligible employees. As a

result, the expense recorded for such benefits involves an estimate of unpaid claims as of
December 31, 2002, 2001 and 2000 which are subject to significant fluctuations in the near
term.

Postretirement Benefits other than Pensions:

The cost of providing retiree health care and life insurance benefits is actuarially determined and
accrued over the service period of the active employee group.

Stock Options:

At December 31, 2002, the Company accounts for employee stock compensation plans under
APB Opinion No. 25, "Accounting for Stock Issued to Employees” with the intrinsic value-based
method permitted by SFAS No. 123, “Accounting for Stock-Based Compensation”. Under APB No.
25, no compensation -expense is recognized when the exercise price is equal to the market price of
the underiymg common stock on the date of grant.

Awards under the'Company’s stock compensation plans generally vest over periods ranging from
four to five years. The expense related to stock option compensation included in the determination

of net income for 2002 is less than that which would have been recognized if the fair value method

had been applied to all awards since the original effective date of SFAS No. 123. The net income
and earnings per share implications if the fair value method had been applied to all awards which
vested dunng the years ended December 31, 2002, 2001 and 2000 would have been as follows:

- 2002 2001 2000

Net (10SS) INCOME v e $(31,794) $20,663  $174,218

" Add: stock option employee compensation

expense included in reported net (loss) .

income, net of related tax effects............... 5,375 5,305 3,146
Deduct: total stock option employee

compensation expense determined

under the fair value method for all awards

vested during the year, net of related

tax effects ... (10.272)  (10.275) (7.725)
Pro forma net (loss) income .......cccoeveeerennne | $M) $15.693 $169,639
Earnings (loss) per share:

Basic —as reported ............ccocvneencinninne. $(0.91) $0.66 $6.72

Basic—proforma........cccoeoveirrveeecncnnee. $(1.05) $0.51 $6.54

Diluted — as reported............ccovvuncrniinnces $(0.91) $0.55 $5.70

Diluted — pro forma.......cccccevvieereccenciennns $(1.05) $0.42 $5.55 .
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~ VECTOR GROUP LTD.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Doliars in Thousands, Except Per Share Amounts) - {Continued)

Income Taxes:

Deferred taxes reflect the impact of temporary differences between the amoUnts of assets and
liabilities recognized for financial reporting purposes and the amounts recognized for tax
purposes as well as tax credit carryforwards and loss carryforwards. These deferred taxes are

- measured by applying currently enacted tax rates. A vaiuation allowance reduces deferred tax

assets when it is deemed more likely than not that some portion or all of the deferred tax assets
will not be realized.

Revenue Recognition:

Sales: Revenues from sales are recognized upon the shipment of finished goods when title and
risk of loss have passed io the customer, there is persuasive evidence of an arrangement, the
sale price is determinable and collectibility is reasonably assured. The Company provides an
allowance for expected sales refurns, net of related inventory cost recoveries. Since the
Company’s primary line of business is tobacco, the Company's financia! position and its results
of cperations and cash flows have been and could continue to be materially adversely affected
by significant unit_sales volume declines, litigation and defense costs, increased tobacco costs
or reductions in the selling price of cigarettes in the near term.

Effective January 1, 2002, the Company adopted Emerging Issues Task Force “EITF") Issue
No. 00-14, “Accounting for Certain Sales Incentives,” and EITF lssue No. 00-25, “Vendor
Income Statement Characterization of Consideration Paid to a Reseller of the Vendor's
Products.” Prior period consolidated statements of earnings have been reclassified to reflect the
adoption. EITF No. 01-9, "Accounting for. Consideration Given by a Vendor to a Customer
(Including a Reseller of the Vendor's Products),” became effective in November 2001, codifying
and reconciling certain issues in EITF No. 00-25. With respect o estimated amounts of
consideration that will be claimed by customers, costs are recognized at the later of the date at
which the related revenue is recognized or the date at which the sales incentive is offered. The
adoption of these EITF Issues resulted in a reduction of revenues of $296,836 and $234,465 in
2001 and 2000, respectively. n addition, the adoption reduced marketing, administration and
research costs in 2001 and 2000 by $305,756 and $247,821, respectively, and cost of goods
sold increased by $8,920 and $13,356, respectively. The adoption of these EITF issues had no
impact on operating income, net earnings or basic and diluted EPS.

Real Estate Leasing Revenues: The Company's real estate properties are being leased to
tenants under operating leases. Base rental revenue is generally recognized on a straight-line
basis over the term of the lease. The lease agreements for certain properties contain provisions
which provide for reimbursement of real estate taxes and operating-expenses over base year
amounts, and in certain cases as fixed increases in rent. In addition, the lease agreements for
certain tenants provide additional rentals based upon revenues in excess of base amounts, and
such amounts are accrued as earned. The future minimum rents scheduled to be received on
non-cancelable operating leases at December 31, 2002 are $6,578 in 2003, $6,578 in 2004,
$6,666 in 2005, $6,532 in 2006, $5,232 in 2007 and $14,872 thereafter.

Advérﬁsinq and Re“_search and Development:

Advertising costs, which are expensed as incurred, were $15,544, $11,439 and $7 for the years
ended December 31, 2002, 2001 and 2000, respectively. ' ‘
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VECTOR GROUP LTD.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

{Doliars in Thousands, Except Per Share Amounts) - (Continued)

-Research and development costs, primarily at Vector Tobacco, are expensed as incurred, and

were $10,103, $13,174 and $6,562 for the years ended December 31, 2002, 2001 and 2000,
respectively. .

-Legal Costs:

The Company’s policy is to accrue legal and other costs related to contingencies as services are

‘performed.

Earnings Per Share:

Information concerning the Company's common stock has been adjusted to give effect to the

-5% stock dividends paid to Company stockholders on September 27, 2002, September 28, 2001

and September 28, 2000. The dividends were charged to retained earnings in the net amount of

- $22,279 in 2002, $54,519 in 2001 and $20,852 in 2000 and were based on the fair value of the

Company's common-stock. In connection with each 5% dividend, the Company increased the
number of warrants and stock options by 5% and reduced the exercise prices accordingly. All

share amounts have been presented as if the stock dividends had occurred on January 1, 2000.

Basic net income per share is computed by dividing net income by the weighted-average
number of shares outstanding. Diluted net income per share includes the dilutive effect of stock
options, vested restricted stock grants and warrants. Basic and diluted EPS were calculated
using the following for the years ended December 31, 2002, 2001 and 2000:

2002 2001 2000

Weighted average shares for basic EPS..... 34,974,480 30,991,874 25,924,879

. Plus incremental shares related to ST
stock options and warrants................... - 6,319,787 4615426

Woeighted average shares for diluted EPS 34974480 3731i.661  30,540.305

The Company had a net loss for the year ended December 31-, 2002. Therefore, the effect of
the common stock equivalents and convertible securities is excluded from the computation of
diluted net loss per share since the effect is antidilutive for the year ended December 31, 2002.

Comprehensive Income:

Other comprehensive income is a component of stockholders’ equity and includes such items as
the Company's proportionate interest in New Valley's capital transactions, unrealized gains and
losses on investment securies and minimum pension liability adjustments.  Total

-comprehensive loss was $42,816 for the year ended December 31, 2002, and total

comprehensive income was $20,496 for the year ended December 31, 2001 and $174,176 for
the year ended December 31, 2000.

New Accounting Pronouncements:

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based
Compensation — Transition and Disclosure, an amendment of SFAS No. 123." SFAS No. 148
amends SFAS No. 123 fo provide alternative methods of transition for a voluntary change to that
statement’s fair value method of accounting for stock-based employee compensation. SFAS
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No. 148 also amends the disclosure provisions of SFAS No. 123 and APB No. 28, “Interim
Financial Reporting,” to require disclosure in the summary of significant accounting policies of
the effects of an entity’s accounting policy with respect io stock-based employee compensation
on reported net income and earnings per share in annual and interim financial statements. The
transition and disclosure provisions of this statement are effective for financial statements for
fiscal years ending after December 15, 2002.

In June 2002, the FASB issued SFAS 146, "Accounting for Costs Associated with Exit or
Disposal Activities.” SFAS 146 addresses financial accounting and reporting for costs
associated with exit or disposal activities and nullifies EITF 94-3, “Liability Recognition for
Certain Employee Termination Benefits and Other Cosis to Exit an Activity (including Certain
Costs Incurred in a-Restructuring).” SFAS 146 requires that a liability for a cost associated with
an exit or disposal activity be recognized when the liability is incurred as opposed to EITF 94-3,
which allowed a cost to be recognized when a commitment to an exit plan was made. The
provisions of SFAS 146 are effective for exit or disposai activities that are initiated after
December 31, 2002, The Company will apply this statement prospectively upon adoption.

In April 2002, SFAS No. 145, “Rescission of FASB Statements No. 4, 44, and 64, Amendment of

'FASB Statement No. 13, and Technical Corrections” was issued. This statement changed the
previous' accounting, which required ali gains and losses from the extinguishment of debt be
aggregated and, if material, classified as an extraordinary item. Pursuant toc SFAS No. 145,
such amounts will be classified as an extracrdinary item if they meet the requirements for
extraordinary items pursuant to Accounting Principles Board Opinion No. 30. In addition, the
statement amended the guidance for accounting for leases pursuant to SFAS No. 13 to require
that certain lease modifications, which have economic effects similar to saie leaseback
transactions, be accounted for in the same manner as sale leaseback transactions. The
Company is currently assessing the impact, if any, of the adoption of these statements.

In November 2002, the FASB issued interpretation No. 45, “Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of indebtedness of
Others.” FIN No. 45 requires that upon issuance of a guarantee, the guarantor must recognize
a liability for the fair value of the obligation it assumes under the guarantee and expanded
disclosure of certain guarantees existing at December 31, 2002.

In January 2003, FIN No. 46, "Consolidation of Variable Inferest Entities” was issued. This
interpretation clarifies' the application of Accounting Research Bulletin No. 51, “Consolidated
Financial Statements,” {o certain entities in which equity investors do not have the characteristics
of & cenirelling financial interest or do not have sufficient equity at risk for the entity to finance its
activities without additional subordinated financial support from other parties. FiN No. 46 is
effective February-1, 2003 for variable interest entities created after January 31, 2003, and July
1, 2003 for variable interest entities created prior -to February 1, 2003. Although the Company
does not believe this interpretation will have a material impact on its consclidated financial
statements, it is evaluating the interpretation related to the potential impact associated with the
Company's equity investments in its real estate businesses. '

2. LIGGETT YECTOR BRANDS

In 2002, the Company approved a plan to combine the sales and marketing functions of its Liggett
and Vector subsidiaries into a new entity, Liggett Vector Brands Inc., in order to enhance the
effectiveness of the Company’s sales and marketing operations. This company coordinates and
executes the sales and marketing efforts for all of the Company's tobacco operations. As a result of
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this plan, during the first quarter, the Company recognized a pre-tax restructuring charge of
approximately $3,460, consisting of approximately $2,000 in involuntary severance and other exit
costs and an impairment charge of approximately $1,500 related to certain long-lived assets. The
Company expects to complete these restructuring activities by March 31, 2003. The Company’s
restructuring accrual has been reduced by payments of $1,528 and impairments of $1,450 as of
December 31, 2002. At December 31, 2002, the restructuring accrual of $482 is reflected in other
current liabilities in the accompanying consolidated balance sheet.

MEDALLION ACQUISITION

On April 1, 2002, a subsidiary of the Company acquired 100% of the stock of The Medallion
Company, Inc. (“Medallion”), and related assets from Medallion’s principal stockholder. Following the
purchase of the Medallion stock, Vector Tobacco merged into Medallion and Medallion changed its
name to Vector Tobacco Inc. The total purchase price consisted of $50,000 in cash and $60,000 in
notes, with the notes guaranteed by the Company and by Liggett. (See Note 8.) Medallion, a
discount cigarette manufacturer, is a participant in the Master Settlement Agreement between the
state Aftorneys General and the tobacco industry. Medallion has no payment obligations under the
Master Settlement Agreement except to the extent its market share exceeds approximately 0.28% of
total cigarettes sold in the United States. The results of operations of Medallion are included in the
Company'’s financial statements beginning April 1, 2002.

The following table summarizes the estimated fair values of the assets acquired and liabilities
assumed at the date of acquisition.

At April 1, 2002

Receivable from seller ..........ccocvevvvvennn. $ 3,189
INVEMLOTY ...t 1,019
Property, plant and equipment................ 2,181
Intangible asset.......cc.ooeeeviiiieriiierenen, 107,511

Total assets acquired............coeuveeeee. 113,900
Accrued merger Costs .........ccovvcvereecieeenns 300
Allowance for sales retumns..................... 500
Accrued MSA liability..........ccceeeveveiinnnnes 3,100

Total liabilities assumed..................... 3.800

Net assets acquired............cccervurennes $110.000

The $107,511 intangible asset, which is not subject to amortization, relates to Medallion’s exemption
under the Master Settlement Agreement and has been included with the Liggett segment for segment
reporting purposes.

The following table presents unaudited pro forma results of operations as if the Medallion acquisition
had occurred immediately prior to January 1, 2001. These pro forma results have been prepared for
comparative purposes only and do not purport to be indicative of what would have occurred had
these transactions been consummated as of such date.
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Year Ended December 31,

2002 2001
Revehues ................ $518.279 $491 652
Net (loss) income ... $.(33,042) $_21.131
Net {loss) income per . .
common share:
BasiC....cocoovvvrens $(0.94) $0.68 -

Diluted ..cnveenn.... $(0.94) $0.57

4. [NVESTMENT SECURITIES AVAILABLE FOR SALE

Investment securities classified as available for sale are carried at fair value, with net unrealized
gains or losses included as a component of stockholders’ equity, net of minority interesis. The
Company had net unrealized losses on investment securities available for sale of $1,220 in 2002 and
net unrealized gains of $1,883 in 2001. During 2002, the Company recorded a loss of $6,776 related
to other-than-temporary declines in the fair value of marketable equity securities held by New Valley.

The compeonents of investment securities available for sale at December 31, 2002 and 2001 are as

follows:
Gross Cross
Unrealized Unrealized Fair

Cost Gain Loss Value

2002
Marketable equity securities......... $ 14,430 $ - $1,037 $ 13,393
Marketable debt securities ........... 115,220 1,157 1,34C 115,037
$129.650 $1,1587 . $2.377 $128.430

2001 , ’

Marketable equity securities......... $ 18,929 $1,933 $2,835 $ 18,027
Marketable debt securities ........... 152,885 430 522 152,793
Marketable warrants.................... - 2877 - 2,877
$171.814 - $5.240 $3.357 $173.697

F-16




5.

YECTOR GROUP LTD.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
{Dollars in Thousands, Except Per Share Amounts) - (Continued)

INVENTORIES
Inventories consist of:

December 31,

2002 2001
Leaf tobacco.......ccoovveveiieeee $ 63,196 $26,364
Other raw materials...........c............ eeenieen 5,438 6,764
WOrk-in-proCess. .......ccouvcvvevirvessieesrennnnes 2,888 2,263
Finished goods ......coccviiiviii e, 30,014 18,182
Replacement parts and supplies.............. 4,878 3,040
Inventories at current cost............ccooeee 106,414 56,613
LIFO adjustments........ccccceeevvievieineennens (1.765) (654)

$104.649 $56.059

The Company has a leaf inventory management program whereby, among other things, it is
committed to purchase certain quantities of leaf tobacco. The purchase commitments are for
quantities not in excess of anticipated requirements and are at prices, including carrying costs,
established at the date of the commitment. At December 31, 2002, Liggett had leaf tobacco
purchase commitments of approximately $12, 329 and Vector Tobacco had-leaf tobacco purchase
commitments of approximately $9,024.

LIFO inventories represent approximately 61.4% and 61.5% of total inventories at December 31,
2002 and 2001, respectively. Included in the above table is approximately $38,000 and $22,000 at
December 31, 2002 and 2001, respectively, of inventory associated with Vector Tobacco’s new
product initiatives.

PROPERTY, PLANT AND EQUIPMENT

Property, pjant and equipment consist of:

December 31,

2002 2001
Land and improvements ..............cceeeeene. $ 10,018 $ 3,783
Buildings ...coooveirreimniiii e 74,828 34,233
Machinery and equipment.............cccceeee. 136,738 81,396
Leasehold improvements..............ccccvuveee. 130 1,451
Construction-in-progress ..........ccocoeeeveenne 3,566 27,454
225,281 148,327
Less accumulated depreciation ............... (43,309) {35,561)

$181.972 $112.766

The table above includes real estate assets and accumulated depreciation owned and operated by
New Valley in the amounts of $54,258 and $50 and $12,729 and $2,148 as of December 31, 2002
and 2001, respectively. (Refer to Note 21.)

Depreciation and amortization expense for the years ended December 31, 2002, 2001 and 2000 was
$13,863, $9,853 and $11,479, respectively.  Future machinery and equipment purchase
commitments at Liggett and Vector Tobacco are $4,045.
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LONG-TERYN] INVESTMENTS

Long-term investments consisted of investments in the following:

December 31, 2002 December 31, 2001
Carrying Fair Carrying Fair
Value Vaiue Value Value

Limited partnerships ........ ' $ 3150 $10,694 § 3,150 $ 9,987

The principal business of the limited partnerships is investing in reai estate and investment securities.
The estimated fair value of the limited partnerships was provided by the parinerships based on the
indicated market values of the underiving assets or investment portfolic. New Valley is an investor in
real estate partnerships where it is required to make additional invesiments of up to an aggregate of
$983 at December 31, 2002. New Valley's investments in limited partnerships are illiquid and the
ultimate realization of these investments is subject tc the performance of the underlying partnership
and its management by the general partners.

. The Company's estimate of-the fair value of its long-term investmenis are subjeét to judgment and

are not necessarily indicative of the amounts that could be realized in the current market.

NOTES PAYABLE, LONG-TERM DEBT AND OTHER OBLIGATIONS

Notes payable, long-term debt and other obligations consist of:

December 31, | December 31,

2002 2001
Vector: - : .
' 8.25% Convertible Subordinated Notes due 2008............... $132,500 $132,500
VGR Holding:
10% Senior Secured Notes due 20086, net of
unamortized discount of $10,751 and $9,242................... 71,249 50,758
Liggett:
Revolving credit facility. ........ccocvmnevvnniiiniice e - -
Term loan under credit facility.........occeeervieieiiiinenci e 5,180 5,865
Other notes payable.......ccccvieeeveevvee e 13,195 ‘ 7,748
Vector Tobacco:
NOTES PAYADIE ..o 7,357 8,847
Equipment loans ................. J O SR 452 389
Notes payable — Medallion acquisition...........cceceeevvvirerrenen. 50,625 -
V.T. Aviation:
NOES PAYADIE ......ecviiiiieiieriee et 17,237 12,724
New Valley:
Notes payable — operating real estate ..........c.eevevveenenen. 40,500 11,226
OB ettt e et e stne st e n - 250
[otal notes payable, long-term debt and other obligations .. 338,305 230,307
ess: .
Current MatUMtEs ......ccooveeeecrieeeceieeeerirre s s (31,277) {4,892)
Amount due after 0Ne Year ........c.coocveverveererrerienrsrececeenenenas $307,028 $225.415
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6.25% Convemble Subordlnated Notes Due July 15, 2008 — Vector: .

in July 2001, Vector comipleted the sale of $172,500 (net proceeds of approximately $166,400) of its
6.25% convertible subordinated notes due 2008 through a private offering to qualified institutional
investors in accordance with Rule 144A under the Securities Act of 1933. The notes pay interest at
6.25% per annum and are convertible into Vector's common stock, at the option of the holder, at a
conversion price of $30.51 per share at December 31, 2002. The conversion price is subject to
adjustment for various events, and any cash distribution on Vector's common stock will result in a
corresponding decrease in the conversion price. In 2002, the conversion price reflects a cash
dividend of $1.60 per share and a 5% stock dividend. In 2001, the initial conversion price of $36.531
per share was adjusted to reflect a cash dividend of $0.40 per share of common stock and a 5%
stock dividend paid by the Company on September 28, 2001 and a cash dividend of $0.40 per share
of common stock and a special dividend in the form of 0.348 of a share of Ladenburg Thalmann
Financial Services Inc. paid on December 20, 2001.

in December 2001, $40,000 of the notes were converted into 1,247,770 shares of Vector's common
stock. In connection-with the conversion of the notes, Vector issued 178,500 additional shares of its
common stock to the holder and paid the holder $1,086 of accrued interest. Vector recognized
interest expense of $6,445 on the transaction.

The notes may be redeemed by Vector, in whole or in part, between July 15, 2003 and July 15, 2004,
if the closing price of Vector's common stock exceeds 150% of the conversion price then in effect for
a period of at least 20 trading days in any consecutive 30 day trading period, at a price equal to 100%
of the principal amount, plus accrued interest and a “make whole” payment. Vector may redeem the
notes, in whole or in part, at a price of 103.125% in the year beginning July 15, 2004, 102.083% in
the year beginning July 15, 2005, 101.042% in the year beginning July 15, 2006 and 100% in the year
beginning July 15, 2007, together with accrued interest. If a change of control occurs, Vector will be
required to offer to repurchase the notes at 101% of their principal amount, pius accrued interest and,
under certain circumstances, a “make whole” payment.

10% Senior Secured Notes Due March 31, 2006 ~ VGR Holding:

On May 14, 2001, VGR Holding issued at a discount $60,000 principal amount of 10% senior
secured notes due March 31, 2006 in a private placement. VGR Holding received net proceeds from
the offering of approximately $46,500. On April 30, 2002, VGR Holding issued at a discount an
additional $30,000 principal amount of 10% senior secured notes due March 31, 2006 in a private
placement and received net proceeds of approximately $24,500. The notes were priced to provide
the purchasers with a 15.75% vyield to maturity. The new notes are on the same terms as the
$60,000 principal amount of senior secured notes prevnously issued. All of the notes have been
guaranteed by the Company and by Liggett.

The notes are collateralized by substantially all of VGR Holding's assets, including a pledge of VGR
Holding's equity interests in its direct subsidiaries, including Brooke Group Holding, Brooke
(Overseas), Vector Tobacco and New Valley Holdings, Inc. (“NV Holdings”), as well as a pledge of
the shares of Liggett and ali of the New Valley securities held by VGR Holding and NV Holdings. The
purchase agreement for the notes contains covenants, which among other things, limit the ability of
VGR Holding to make distributions to the Company to 50% of VGR Holding’s net income, unless
VGR Holding holds $75,000 in cash after giving effect to the payment of the distribution, limit
additional indebtedness of VGR Holding, Liggett and Vector Tobacco to 250% of EBITDA (as defined
in the purchase agreements) for the trailing 12 months plus, for periods through December 31, 2003,
additional amounts including up to $100,000 during the period commencing on December 31, 2002
and ending on March 31, 2003, $115,000 during the period commencing on April 1, 2003 and ending
on June 29, 2003, $100,000 during the period commencing on June 30, 2003 and ending on
September 29, 2003 and $50,000 during the period commencing on September 30, 2003 and ending
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on December 31, 2003. The covenants also restrict transactions with affiliates subject to exceptions
which include payments to Vector not to exceed $9,500 per year for permitted operating expenses,
and limit the ability of VGR Holding to merge, consolidate or sell certain assets. In November 2002,
in connection with an amendment to the note purchase agreement, VGR Holding repurchased
$8,000 of the notes at a price of 100% of the principal amount plus accrued interest. The Company
recognized a loss of $1,320 in the fourth quarter 2002 on the early extinguishment of debt.

In March 2003, in connection with an additional amendment to the note purchase agreement, VGR
Holding agreed to repurchase, under certain conditions, during the second, third and fourth quarters
of 2003 a total of $12,000 of the notes at a price of 100% of the principal amount pius accrued
interest. The Company will recognize a loss of approximately $2,000 in 2003 on the early
extinguishment of debt if it repurchases the $12,000 of the notes.

VGR Holding has the right (which it has not exercised) under the purchase agreement for the notes
to elect to treat Vector Tobacco as a “designated subsidiary” and exclude the losses of Vector
Tobacco in determining the amount of additional indebtedness permitted to be incurred. If VGR
Holding were to make this election, future cash needs of Vector Tobacco would be required to be
funded directly by Vector or by third-party financing as to which neither VGR Holding nor Liggett could
provide any guarantee or credit support. '

Prior to May 14, 2003, VGR Holding may redeem up to $31,500 of the notes at a redemption price of
100% of the principal amount with proceeds from one or more equity offerings. VGR Holding may
redeem the notes, in whole or in part, at a redemption price of 100% cf the principal amount
beginning May 14, 2003. During the term of the notes, VGR Holding is required to offer to
repurchase all the notes at a purchase price of 101% of the principal amount, in the event of a
change of control, and to offer tc repurchase notes, at 100% of the principal ‘amount, with the
proceeds of material asset sales. '

Revolving Credit Facility - Liggett:

Liggett has a $40,000 credit facility, under which $0 was cutstanding at December 31, 2002.
Availability under the credit facility was - approximately $30,477 based on eligible coliateral at
December 31, 2002. The facility is collateralized by all inventories and receivables of Liggett.
Borrowings under the facility, whose interest is calculated at a rate equai to 1.0% above Philadelphia
National Bank's (the indirect parent of Congress Financial Corporation, the lead lender) prime rate,
bore a rate of 5.25% at December 31, 2002. The facility requires Liggeti's compiiance with certain
financial and other covenants including a restriction on the payment of cash dividends unless
- Liggett's borrowing availability under the facility for the 30-day period prior to the payment of the
dividend, and after giving effect to the dividend, is at least $5,000. In adcition, the facility, as
amended, imposes reguirements with respect to Liggett's adjusted net worth (not to fall below $8,000
as computed in accordance with the agreement) and working capital (not to fall below a deficit of
$17,000 as computed in accordance with the agreement). At December 31, 2002, Liggett was in
compliance with all covenanis under the credit facility, Liggett's adjusted net worth was $35,727and
net working capital was $4,309, as computed in accordance with the agreement. The facility expires
on March 8, 2004 subject to automatic renewal for an additional year.

In November 1999, 100 Maple LLC, a new company formed by Liggett to purchase its Mebane, North
Carolina facility, borrowed $5,040 from the lender under Liggett's credit facility. in July 2001, Liggett
borrowed an additional $2,340 under the loan, and a total of $5,190 was outstanding at
December 31, 2002. In September 2002, the lender agreed that no further reguiarly scheduled
principal payments would be due under the Maple loan until March 1, 2004. Thereafter, the loan is
payable in 27 monthly installments of $77 with a final payment of $3,111. Interest is charged at the
-same rate as applicable to Liggett's credit facility, and borrowings under the Maple loan reduce the
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maximum availability under the credit facility. Liggett has guaranteed the loan, and a first mortgage
on the Mebane property and equipment collateralizes the Maple loan and Liggett's credit facility.
Liggett completed the relocation of its manufacturing operations to this facility in October 2000.

Equipment Loans — Liggeti:

In March 2000, Liggett purchased equipment for $1,000 under a capital lease which is payable in 60
monthly installments of $21 with an effective annual interest rate of 10.14%. in April 2000, Liggett
purchased equipment for $1,071 under two capital leases which are payable in 60 monthly
installments of $22 with an effective interest rate of 10.20%.

Beginning in October 2001, Liggett upgraded the efficiency of its manufacturing operation at Mebane
with the addition of four new state-of-the-art cigarette makers and packers, as well as related
equipment. The total cost of these upgrades was approximately $20,000. Liggett took delivery of the
first two of the new lines in the fourth quarter of 2001 and financed the purchase price of $6,404
through capital lease arrangements guaranteed by Vector and payable in 60 monthly installments of
$106 with interest calculated at the prime rate. In March 2002, the third line was delivered, and the
purchase price of $3,023 was financed through the issuance of a note, payable in 30 monthly
installments of $62 and then 30 monthly instaliments of $51 with an effective annual interest rate of
4.68%. In iMay 2002, the fourth line was delivered, and Liggett financed the purchase price of $2,871
through the issuance of a note, payable in 30 monthly installments of $59 and then 30 monthiy
installments of $48 with an effective annual interest rate of 4.64%. In September 2002, Liggett
purchased additional equipment for $1,573 through a note, guaranteed by Vector, payable in 60
monthly installments of $26 plus interest calculated at LIBOR pius 4.31%.

Notes Payable — Vector Tobacco:

In June 2001, Vector Tobacco purchased for $8,400 an industrial facility in Timberlake, North
Carolina. Vector Tobacco financed the purchase with an $8,200 loan, payable in 60 monthly
installments of $85, plus annual interest at 4.85% above LIBOR with a final payment of approximately
$3,160. The loan, which is collateralized by a mortgage and a letter of credit of $1,750, is guaranteed
by VGR Holding and Vector.

During December 2001, Vector Tobacco execuied a second promissory note with the same lender
for approximately $1,158 to finance building improvements. The second promissory note is payable
in 30 monthly instaliments of $39 plus accrued interest, with an annual interest rate of LIBOR plus
5.12%.

Notes for Medallion Acauisition — Vector Tobacco:

The purchase price for the acquisition of Medallion inciuded $60,000 in notes of Vector Tobacco,
guaranteed by the Company and Liggett. Of the notes, $25,000 bear interest at a 9.0% annual rate
and mature $3,125 per guarter commencing June 30, 2002 and continuing through March 31, 2004.
The remaining $35,000 of notes bear interest at 6.5% per year, payable semiannually, and mature on
April 1, 2007. -

Notes Pavable — V.T. Aviation:

In February 2001, V.T. Aviation LLC, a subsidiary of Vector Research Ltd., purchased an airplane for
$15,500 and borrowed $13,175 to fund the purchase. The loan, which is collateralized by the
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airplane and a letter of credit from the Company for $775, is guaranteed by Vector Research, VGR
Holding and the Company. The loan is payable in 120 monthly instaliments of $125, including
annual interest of 2.31% above the 30-day commercial paper rate with a final payment of $6,125.

In February 2002, V.T. Aviation purchased airplane for $5,575 and borrowed $6,150 to fund the
purchase. The loan is guaranteed by Vector Research and the Company. The loan is payable in
120 monthly installments of $44, including annual interest of 2.75% above the 30-day average
commercial paper rate.

Note Payable — New Valley:

in December 2002, New Valley financed a portion of its purchase of two office buildings in Princeton,
N.J. with 2 mortgage loan of $40,500 from HSBC Realty Credit Corporation (USA.) The loan has a
term of four years, bears interest at a floating rate of 2% above LIBOR, and is secured by a first
mortgage on the office buildings, as well as by an assignment of leases and rents. Principal is
amortized to the extent of $54 per month during the term of the loan. The loan may be prepaid
without penalty and is non-recourse against New Valley, except for various specified environmental
and related matters, misapplications of tenant security deposits and insurance and condemnation
proceeds, and fraud or misrepresentation by New Valley in connection with the indebtedness.

At December 31, 2001, notes payable are collateralized by New Valley's Kanawha, West Virginia
shopping center which was sold in May 2002. .

Scheduled Maturities:

Scheduled maturities of long-term debt are as follows:

Year ending December 31:

2003 . $ 31,277
2004 ..o 2,850
2005 . 6,170
2006 ..o 107,632
2007 . 38,056
Thereafter .........ccooeveiiiveennn. 145,220

Total........ocoov $338,305

COMMITMENTS

Certain of the Company's subsidiaries lease facilities and equipment used in 'o';perations under both
month-to-month and fixed-term agreements. The aggregate minimum rentals under operating
leases with noncancelable terms of one year or more are as follows:

Year ending December 31:

2003 .. $ 9,453
2004 oo 8,068
2005 i, 6,254
2006, 4,799
2007 o 3,020
Thereafter .......ccococevvvivnnninns 16,706

Total.....ooovve, $48,300
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The Company's rental expense for the years ended December 31, 2002, 2001 and 2000 was $7,500,
$3,792 and $2,519, respectively. :

EMPLOYEE BENEFIT PLANS

Defined Benefit and Posiretirement Pians:

The Company sponsors several defined benefit pension plans covering virtually all of Liggett's full-
time employees, who were employed prior to 1994. The benefit plans provide pension benefits for
eligible employees based primarily on their compensation and length of service. Contributions are
made to the pension plans in amounts necessary to meet the minimum funding requirements of the
Employee Retirement Income Security Act of 1974.

in a continuing effort to reduce operating expenses, all defined benefit plans were frozen between
1993 and 1995 and several early retirement windows were offered between 1995 and 1999.

In addition, substantially all of Liggett's employees are eligible for certain postretirement medical and
life insurance benefits if they reach retirement age while working for Liggett. Retirees are required to
fund 100% of participant medical premiums and, pursuant to union contracts, Liggett reimburses
hourly retirees, who retired prior to 1991, for Medicare Part B premiums. In addition Liggett provides

‘life insurance benefits for retirees and active employees who reach retirement age.

The following provides a reconciliation of benefit obligations, plan assets and the funded status of the

pension plans and other postretirement benefits:
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Other
Pension Benefits Postretirement Benefits
2002 2001 2002 2001
Change in benefit obligation:
Benefit obligation at January 1.................... $(147,700) $(146,882) $ (8,915) $ (8,636)
ServiCe COSt..covriiieiieeceee e s (3,224) - (50) - {43)
INterest CoOSt..ccoivinnivnnierririrce s (10,062) {10,687) 621) (640)
Benefits paid.......c.ccoveervrerenireeceeee 14,887 15,043 658 851
Actuarial 108SS ...cvvececceee e (5,028) (5.174) (1.444) (247)
Benefit obligation at December 31 .............. $(151.127) $(147,700) $(10.372) $_(8.915)
Change in plan assets: :
Fair vaiue of plan assets at January 1......... $165,641 $211,585 $ - $ -
Actual return on plan assefs.........cccvvveennn. (4,607) (31,242) - -
ContribURIONS ...oovvericeeceeeen s 365 341 658 "~ 651
Benefits paid........cocoocveeeeieevecee e, (14,887) {15.043) (658) (651)
Fair value of plan assets at December 31...  $146,512 $165,641 $ - $ -
Assets {less than) in excess of projected . .
benefit obligations at December 31........... $ (4,615) $ 17,941 $(10,372) - $ (8,915)
Unrecognized actuarial losses (gains)......... 23,527 (223) - (1,167) ©{2,892)
Contributions of SERP benefits............cc.. 92 92 - -
Net pension asset before additional minimum
liability and purchase accounting
valuation adjustments.........cccoceveiveeerinennn, 19,004 17,810 (11,539) " (11,807)
Additional minimum liability ..........c.coeereeeeeee, (19,118) (1,577} - -
Purchase accounting valuation adjustments
relating to income taxes ........cccoevvevennne. 1,339 1.687 418 527
Asset (liability) included in the December 31
balance sheet............cocooniienvncrccnn, $__1,225 $_17,920 $(11.121) $(11,280)
Actuarial assumptions:
Discount rates.......ccceveevcvevrvenecrieeccerecreneennn. 6.00%-7.25%  6.50%-7.75% 6.75% 7.75%
Accrued rates of return on invested assets ... 9.25% 9.75% - -
Salary increase assumptions..........cccceeueeenen. N/A N/A 3.00% 3.00%
Pension Benefits Other Postretirement Benefits
2002 2001 2000 2002 2001 2000
Service cost - benefits earned
during the period...........cceeeevvuenae $ 3,574 $ 350 $ 350 $ 50 $ 43 $ 34
interest cost on projected benefit .
obligation ......ccccoevirririeree e 10,062 10,687 11,034 621 640 675
Expected return on assets................... (14,549) (19,792) (18,157) - - -
Amoriization of net (gain} loss.............. 84 {4.411) {4,010) (281) - {206} {272)
Net {income) expense ........ccccecvennnnn. $__(829)  $(13.166)  ${(i0.783) $390 $377 $437

Plan assets consist of commingled funds, marketable equity securities and corporate
government debt securities.
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As of December 31, 2002, three of the Company's four defined benefit plans experienced
accumulated benefit obligations in excess of plan assets, for which the projected benefit obligation,
accumulated benefit obligation and fair value of plan assets were $83,787, $83,787 and $75,822. As
of December 31, 2001, one of the Company's three defined benefit plans experienced accumulated
benefit obligations in excess of plan assets, for which the projected benefit obligation, accumulated
benefit obligation and fair value of plan assets were $3,377, $3,377 and $0. ‘

SFAS No. 87, “Employers’ Accounting for Pensions,” permits the delayed recognition of pension fund
gains and losses in ratable periods over the average remaining service period of active employees
expected to receive benefits under the plan. For the year ended December 31, 2002, Liggett used a
10 year period for its Hourly Plan and a six year period for its Salaried Plan to amortize pension fund
gains and losses on a straight line basis. Such amounts are reflected in the pension expense
‘ calculation beginning the year after the gains or losses occur. Recent declines in the securities
markets have resulted in deferred losses, which resulted in the recording of an additional minimum
pension liability primarily related to one of Liggett's defined benefit plans of $17,580, $11,090 after
tax, to other comprehenswe income in 2002. The amortization of deferred losses will negatavely
impact pension expense in the future.

Effective - January 1, 2002, the Company adopted a Supplemental Executive Retirement Plan
("SERP”). The plan is a defined benefit plan pursuant to which the Company will pay -supplemental
pension benefits to-certain key emplovees upon retirement based upon the employees’ years of
service and compensation. Under the SERP, the projected annual benefit payable to a participant at
his normal retirement date is a predetermined amount set by the Company’'s board of directors.
Normal retirement date is defined as the January 1 following the attainment by the participant of the
later of age 60 or completion of eight years of service following January 1, 2002 for the Company or a
subsidiary. Benefits under the SERP are generally payable in the form of a joint and survivor annuity
(in the case of a married participant) or a single life annuity (in the case of an unmarried participant),
with either such form of distribution representing the actuarial equivalent of the benefits due the
participant. A participant may also request that his benefits be paid in a lump sum, but the Company
‘'may approve or disapprove such request in its discretion. The total cost of the plan-for the year
ended December 31, 2002 was $3,224.

For 2002 measurement purposes for retiree life insurance liability, a 3.0% annual increase in
compensation levels was assumed. For 2002 measurement purposes, annual increases in Medicare
Part B trends were assumed fo equal rates between 5.1% and 6.6% between 2003 and 2012 and
5.0% after 2013. .

Assumed health care cost trend rates have signiﬁcaht effect on the amounts reporied for the health
care plans. A 1% change in assumed in health care cost trend rates would have the following
effects: e ,

1% Increase 1% Decrease
Effect on total of service and $ 24 $(21)
interest cost components.......... '
Effect on benefit obligation .......... 349 (315)
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Profit Sharing and Other Plans:

. The Company maintains 401(k) plans for substantially all U.S. employees which allow eligible
employees to invest a percentage of their pre-tax compensation. The Company contributed to the
401(k) plans and expensed $1, 458 $593 and $553 for the years ended December 31, 2002, 2001
and 2000, respectively.

INCOME TAXES
The Company files a consolidated U.S. income tax return that includes its more than 80%-owned
U.S. subsidiaries. The consolidated U.S. income tax return does not include the activities of New
Valley and the Company's foreign subsidiaries. New Vailey files a consolidated U.S. income {ax
return that includes its more than 80%-owned U.S. subsidiaries. The amounts provided for income
taxes are as follows:
Year Ended December 31,
2002 2001 2000
Current:
U.S. Federal....couoivrieeireveiieceereenieeenas $(7,774)  $15,634 $ 9,239
FOr IgN.....vcv e everre e - 227 -
CState 2,296 4,017 2,435
. $(5,478) $19,878 $11.674
Deferred:
U.S. Federal......cocoovevveeeiineieineeee e $(2,634) $(5,658)  $67,908
FOreIgN. .. - - -
State oo 1,759 797 2,201
(875) (4.861) 70,109
Total (benefit) provision ..........c.ccceceveveevveveercnnnn. $(6,353) $15.017 $81,783
The tax effect of temporary differences which give rise to a significant portion of deferred tax assets
and liabilities are as follows:
December 31, 2002 December 31, 2001
Deferred Deferred Deferred Deferred
Tax Tax Tax Tax
Assets Liabilities Assets Liabilities
Excess of tax basis over book basis-
non-consolidated subsidiaries ............... $ 6,522 $ 16,311 $ 25,013 $ 16,981
Deferral on brand transaction................... ) - 103,100 - . 103,100
Employee benefit accruals ..o - 11,737 - 1,644 9,755 6,621
L0 (11 SRR 27,786 18,984 10,255 6,585
U.S. tax loss carryforwards-New Valley ... 63,074 - 48,730 -
Vaiuation allowance...........evvevereveeveirennn, (83,793) - (77,681)

$25.326 $1400%9 $16072  $133287

The Company provides a valuation allowance against deferred tax assets if, based on the weight of
available evidences, it is more likely than not that some or all of the deferred tax assets will not be
realized. The Company has established a valuation aillowance against deferred tax assets of
$83,793 at December 31, 2002, which relates to the deferred assets of New Valley.

The valuation allowance of $83,783 at December 31, 2002 consisted primarily of New Valley's net
operating loss carryforwards of $63,074. In addition, a valuation allowance was established against
New Valley's additiona! deferred tax assets of $20,719 primarily related to differences between book
and tax accounting purposes for basis in invesiments and subsidiaries and restructuring accruals.
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As of December 31, 2002, New Valley and its consolidated group had U.S. net operating loss
carryforwards of approximately $156,900 and capital loss carryforwards of approximately $6,600 for
tax purposes, which expire at various dates from 2006 through 2023.

Differences between the amounts provided for income taxes and amounts computed at the federal
statutory tax rate are summarized as follows:

Year Ended December 31,

2002 2001 2000
{Loss) income from contmumg operations before
INCOME tAXES ...vvvveeeeirs i cerree ettt e $(38.174) $36,217 $249.537
Federal income tax (benefit) provision at
statutory rate ........ocoeev e (13,361) 12,676 87,338
Increases (decreases) resulting from:
State income taxes, net of federal income tax
benefits .....ocoeeeie e 2,638 3,129 3,013
FOreign taxes......ooocccveeevee e - 227 oo
Difference in basis related to disposal of
foreign subsidiary......c..cccccvvcevvveniieinice e, - (4,228) (9,837)
Impact of LTS distribution, net ........................ - 4,072 -
Non taxable items ......c.c...coiiininn e 4,397 3,855 -
Other, equity adjustments and tax audlt
adjustments ................................................... 6,085 - (718) 1,269
Changes in valuation allowance, net of equity _
and tax audit adjustments.............ceeies (6,112) (3,996) -
(Benefit) provision for income tax................... $_(6,353) $15.017 $.81.783

The Internal Revenue Service is presently auditing the Company's 1998 and 1999 tax years. The
Company believes it has adequately reserved for any potential adjustments as a result of the audit.

EQUITY

In May 2001, Vector completed the sale of 1,807,377 shares of its common stock to High River
Limited Partnership, an investment entity owned by Carl C. Icahn, for $50,000 at a price of $27.67 per
share.

During 2001, a total of 2,307,823 warranis to purchase Vector's common stock at $3.98 per share
were exercised. At December 31, 2001, Vector had cutstanding 127,331 of the $3.98 warrants which
were all exercised in March 2003.

During 2001, 551,250 options to purchase Vector's common stock at $4.93 per share were exercised
by a law firm which represents the Company and Liggett. At December 31, 2002, the law firm had
options for an additional 620,845 shares at $4.93 per share, which were all exercised in March 2003,

in June 2001, the Company granted 11,025 shares of its common stock to each of its three outside

directors which will vest over a period of three years. The Company will recognize compensation
expense of $1,017 over the vesting period.
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13. STOCK PLANS

Il

In November 1999, the Company adopied its 1999 Long-Term Incentive Plan (the “1998 Plan”) which
was approved by the stockholders of the Company in May 2000. The 1999 Plan authcrizes the
granting of up to 5,788,125 shares of common stock through awards of stock options (which may

“include incentive stock options and/or nongualified stock options), stock appreciation rights and
shares of resiricted Company common stock. Al officers, employees and consuitants of the
Company and its subsidiaries are eligible to receive awards under the 1899 Plan.

In October 1998, stockholders of the Company approved the adoption of the 1898 Long-Term
Incentive Plan (the "1998 Plan"). The 1998 Plan, adopted in May 1998, authorizes the granting of up
to 6,077,531 shares of common stock through awards of stock opticns {(which may include incentive
stock options and/or nonqualified stock options), stock appreciation rights and shares of restricted
Company common stock. All officers, employees and consultants of the Company and its
subsidiaries are eligible to receive awards under the 1998 Plan.

in January 2001, the Company granted non-qualified stock options to the Chairman and the
President of the Company pursuant to the Company’s 1998 Long-Term Incentive Plan. Under the

. options, the option holders have the right to purchase an aggregate of 826,875 shares of common
stock at an exercise price of $17.34 per share (the fair market value of a share of coammon stock on
the date of grant). Common stock dividend equivalents are paid currently with respect to each share
underlying the unexercised portion of the options. The opfions have a ten-year term and become
exercisable on November 4, 2003. However, the options will earlier vest ‘and become immediately
exercisable upon (i} the occurrence of a change in control or {ii) the termination of the option holder’s
employment with the Company due to death or disability.

During the year ended December 31, 2001, other employees of the Company or its subsidiaries were
awarded a total of 1,010,546 non-qualified options tc purchase shares of common sfock at prices
ranging from $16.21 to $41.46, generally at the fair market vaiue on the dates of grant under the
Company's 1998 and 1999 Long-Term Incentive Plan. The Company will recognize compensation
expense of $1,031 over the vesting period. Non-qualified options for an -additional 55,125 shares of
common stock were issued under the 1998 Plan during 2002. The exercise prices of the 2002
options ranged from $12.03 to $27.45, the fair market value on the dates of grant.

in November 1998, the Company granted non-qualified stock options to six executive officers of the
. Company or its subsidiaries, including the Chairman and a consultant to the Company who now
serves as President and a director of the Company (the “Consultant’), pursuant to the 1998 Plan.
Under the options, the option holders have the right tc purchase an aggregaie of 2,558,351 shares of
common stock at an exercise price of $13.33 per share (the fair market value of a share of common
stock on the date of grant). Common stock dividend equivalents are paid currently with respect to
each share underlymg the unexermsed portion of the options. The options have a ten-year term and
become exercisable on November 4, 2003. However, the options will earlier vest and become
immediately exercisable upon (i) the occurrence of a “Change in Control” or (ii) the termination of the
~.option holder's employment with the Company due to death or disability. ,

n July 1998, the Company granted a non-gualified stock option to each of the Chairman and the
Consultant, pursuant to the 1998 Plan. Under the options, the Chairman and the Consultant have the
right to purchase 3,038,765 shares and 607,752 shares, respectively, of common stock at an
* exercise price of $8.03 per share {the fair market value of a sharé of common stock on the date of
“grant). The options have a ten-year term and became exercisable as to one-fourth of the shares on
each of the first four anniversaries of the date of grant. However, any then unexercisable portion of
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the option will earlier vest and become immediately exercisable upon (i) the occurrence of a “Change
in Control,” or (ii) the termination of the option holder's employment or consulting arrangement with
the Company due to death or disability.

In November 1999, the Company granted non-qualified stock options to purchase 1,065,015 shares
of common stock to key employees of Liggett under the 1998 Plan. Under the options, the Liggett
option holders had the right to purchase shares at prices ranging from $13.33 fo $15.54 per share.
The options are exercisable as to 25% of the shares on December 31, 2001 and as to an additional
37.5% of the shares on each of December 31, 2002 and December 31, 2003, assuming the
continued employment of the option holder. Vesting is accelerated upon death or disability. The
Company will recognize compensation expense of $1,717 over the vesting period.

As of January 1, 1998 and 1997, the Company granted to employees of the Company non-qualified

- stock options to purchase 52,265 and 512,942, respectively, shares of the Company’s common stock
at an exercise price of $4.11 per share. The options have a ten-year term and vested in- six equal
annual installments. The Company recognized compensation expense of $154 over the vesting
period.

A summary of employee stock option transactions follows:

Weighted
Number of Average
Shares Exercise Price
Balance at January 1, 2000.........c.cocovvveremnnreeces 4,589,302 $ 6.93
Granted.....ocoovvvivrreneens Lrereeereaeenes RS 3,185,673 -
EXEICISEA ...oveevererierierereireeresreveesesnesessirans - -
Cancelled.........ccoevvicrveiiereeeeeeenre e rerve e (67.,252) $ 6.97
Qutstanding on December 31, 2000................ 7,707,723 $ 7.30
Granted....c.ooevveeircviiiecie e 3,984,400 $24.31
EXErCISEA .....eeiveereeiverenrece e ceriaesresesreenes (406,990) $12.86
Cancelled......coccveeerrennnnn. reer e a—— e (94.470) $22.35
Outstanding on December 31, 2001................. 11,190,663 $ 6.42
GraNtEa ..ot eeeee st eee s eebesenareens 55,125 $17.44
EXEICISEA ..vvvvrererrerreenrereiesrnrsssrsnasrnsrsenes (1,609,083) $ 1.68
Cancelled........covvvveecvreeieeecee e (124.099) $14.15
Outstanding on December 31, 2002................. 9,512,596 $12.91

Additional information relating to options outstanding at December 31, 2002 follows:

OPTIONS QUTSTANDING OPTIONS EXERCISABLE
QOutstanding Weighted-Average Exercisable
Range of as of Remaining - Weighted-Average as of Weighted-Average
Exercise Prices 12/31/2002 Contractual Life Exercise Price 12/31/2002 Exercise Price
$ 0.0000-$ 4.1457 333,207 4.0 $ 4.1179 259,263 $ 4.1179
$ 4.1458-$ 8.2914 3,646,517 5.6 $ 8.0272 3,646,517 $ 8.0272
$ 8.2915-$12.4371 320,906 8.0 $12.2811 72,351 $12.3084
$12.4372 - $16.5828 3,272,996 6.9 $13.3967 342,318 $13.4100
$16.5829 - $20.7286 1,314,466 8.1 - $17.6801 108,525 $16.8617
$20.7287 - $24.8743 9,712 8.8 $23.7364 - .
$24.8744 - $29.0200 146,474 8.5 $27.3095 -
$29.0201 - $33.1657 56,222 8.5 $30.7817 - -
$33.1658 - $37.3114 340,987 8.7 $36.2089 - -
$37.3115 - $41.4571 71,109 8.7 $38.2924 - -
9,512,596 6.6 $12.8990 4,428,974 $ 8.5008
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The fair value of option grants tc employees is estimated on the date of grant using the Black-
Scholes option pricing model with ihe foliowing assumptions for options granted.

2002 2001 2000
Risk-freg intergstrate ........... 3.9%-47% © 4.4%-52% 5.7% -7.0%
Expected voiatility ................. 458% - 53.5% 51.5% - 53.6% 51.7% - 57.4%
Dividend vield.........ccooecevnees 57% - 13.3% 0.0% - 8.0% 0.0%-82%
Expected holding period ....... 10 years ' 10 years 10 years

Weighted average fair value. $1.36 - $8.63 $3.54 - $20.98 $3.18 - $8.52

in December 1996, the Company granted the Consultant non-qualified stock options to purchase
1,215,506 shares of the Company’s common stock at an exercise price of $0.82 per share, which
options were exercised in December 2002. The options, which had a ten-year term, vested and
became fully exercisable on July 1, 2002. Under the agreement, common stock dividend equivalents
were paid on each vested and unexercised option. The Company recognized compensation expense
of $2,242 in 2002, $3,186 in 2001 and $792 in 2000. In 2002, 2001 and 2000, the Company also
recorded charges to income of $1,387, $1,940 and $926, respeclively, for the dividend equivalent
rights.

in January 1995, the Company granted the Consultant a non-qualified stock options, of which the
remaining options to purchase 303,876 shares at $1.65 per share were exercised in December 2002.
The options were exercisable over a ten-year period and were fully vested in January 1998. The
grant provided for dividend equivalent rights on all the shares underlying the unexercised options. In
2002, 2001 and 2000, the Company recorded charges to income of $347, $447 and $302,
respectively, for the dividend equivalent rights.

SUPPLEMENTAL CASH FLOW INFORMATICN

Year Ended December 31,

2002 2001 2000
I. Cash paid during the period for:
(4 (o =1 SRR U U - $24,206 $ 8,253 $48,437
INCOME tAXES..ciireerieieeeevceeeeree e 3,148 8,517 10,701
li. Non-cash investing and financing activities:
Issuance of stock dividend...........cccorenrne.. 22,279 54,519 20,852
Conversion of debf......c.ccocvcvveievienvinrennne, - 45,018 -
LTS acquisition: S
Assets acquired, net of cash................... - 54,014 -
Liabilities assumed, including minority .
interest.. .o L 49,523 -
Effect of acquisition in equity ................... - 8,556 -
LTS distribution: ' .
Assets distributed, net of cash................. - 90,645 -
Liabilities distributed.........cccceevvererrreivnnne. - 87,834 -
Effect of distribution in €QuUity .................. - 10,947 -

{Refer to Note 3 for non-cash activities related to the Medallion acquisition.)
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15. CONTINGENCIES

Smoking-Related Litigation:

Overview.- Since 1954, Liggett and cther United States cigaretie manufacturers have been named as
defendants in numerous direct and third-party actions predicated on the theory that cigarette
manufacturers should be liable for damages alleged to have been caused by cigarette smoking or by
- exposure to secondary smoke from cigareties. These cases are reported here as though having
been commenced against Liggetit (without regard to whether such cases were actually commenced
against Brooke Group Holding Inc., the Company’s predecessor and a wholly-owned subsidiary of
VGR Holding, or Liggett). There has been a noteworthy increase in the number of cases
commenced against Liggett and the other cigarette manufacturers in recent years. The cases
generally fall into the following categories: (i) smoking and heaith cases alleging injury brought on
behalf of individual plaintiffs (“Individual Actions™); (ii) smoking and health cases alleging injury and
purporting to be brought on behalf of a class of individual plaintiffs ("Class Actions”), (iii} heaith care
cost recovery actions brought by various foreign and domestic governmental entities (“Governmental
Actions”); and (iv) health care cost recovery actions brought by third-party payors including insurance
companies, union heaith and welfare. trust funds, asbestos manufacturers and others (“Third-Party
Payor Actions”). As new cases are commenced, defense costs and the risks atiendant to the inherent
unpredictability of litigation continue to increase. The future financial impact of the risks and
expenses of litigation and the effects of the tobacco litigation settlements discussed below are not
quantifiable at this time. For the year ended December 31, 2002, Liggett incurred counsel fees and
costs totaling approximately $4,931 compared to $6,832 and $7,236 for 2001 and 2000, respectively.

Individual Actions. As of December 31, 2002, there were approximately 305 cases pending against
Liggett, and in most cases the other tobacco companies, where one or more individual plaintiffs
allege injury resulting from cigarette smoking, addiction to cigarette smoking or exposure to
secondary smoke and seek compensatory and, in some cases, punitive damages. Of these, 82
were pending in Florida, 55 in Maryland, 53 in New York, 32 in Mississippi and 19 in California. The
balance of the individual cases were pending in 20 states. There are five individual cases pending
where Liggett is the only named defendant. In addition to these cases, an action against cigarette
manufacturers involving approximately 1,260 named individual plaintiffs has been consolidated
before a single West Virginia state court. Liggett is a defendant in most of the cases pending in
West Virginia. In January 2002, the court severed Liggett from the trial of the consolidated action,
which is scheduled to begin in June 2003.

The plaintiffs’ allegations of liability in those cases in which individuals seek recovery for injuries
allegedly caused by cigarette smoking are based on various theories of recovery, including
negligence, gross negligence, breach of special duty, strict liability, fraud, misrepresentation, design
defect, failure to warn, breach of express and implied warranties, conspiracy, aiding and abetting,
concert of action, unjust enrichment, common law public nuisance, property damage, invasion of
privacy, mental anguish, emotional distress, disability, shock, indemnity and violations of deceptive
trade practice laws, the Federal Racketeer Influenced and Corrupt Organization Act (“RICQO”), state
RICO statutes and antitrust statutes. In many of these cases, in addition to compensatory damages,
plaintiffs also seek other forms of relief including treble/multiple damages, medical monitoring,
disgorgement of profits and punitive damages. Defenses raised by defendants in these cases
include lack of proximate cause, assumption of the risk, comparative fault andfor contributory
negligence, lack of design defect, statute of limitations, equitable defenses such as “unclean hands”
and lack of benefit, failure to state a claim and federal preemption.

Jury awards in California and Oregon have béen entered against other cigarette manufacturers. The
awards in these individual actions are for both compensatory and punitive damages and represent a
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material amount of damages. In 1999, a jury awarded $800 in compensatory damages and $79,500
in punitive damages in an Oregon state court case invelving Philip Morris. The trial court iater
determined that the punitive damage award was excessive and reduced it to $32,000. in June 2002,
an Oregon intermediate appellate court reinstated the jury's punitive damages award. The Cregon
Supreme Court refused to hear Philip Morris' appeal-of the appellate court ruling in December 2002,
and Philip Morris has indicated it will appeai to the United States Supreme Court. in June 2001, a
jury awarded $5,500 in compensatory damages and $3,000,000 in punitive damages in a California
state court case involving Philip Morris.- In March 2002, a jury awarded $169 in compensatory
damages and $150,000 in punitive damages in an Oregon state court case also involving Philip
Morris. The punitive damages awards in both the California and Oregon actions were subsequently
reduced to $100,000 by the trial courts. [n September 2002, a jury awarded $850 in compensatory
damages and $28,000,000 in punitive damages in a California state court case involving Philip
Morris. tn December 2002, the trial court reduced the punitive damages award to $28,000. Both the
verdict and damage awards in these cases are being appealed. In November 2001, in another case,
a $25,000 punitive damages judgment against Philip Morris was affirmed by a California intermediate
appellate court. In October 2002, the California Supreme Court vacated the decision and remanded
the case to the intermediate appellate court for reconsideration in light of its August 2002 ruling that a
state statute in effect from January 1988 tc December 1987 conferred immunity to cigarette
manufacturers for conduct during that ten-year period. In March 2003, the appellate court reaffirmed
its earlier decision approving the jury's verdict. During 2001, as a result of @ Florida Supreme Court
decision upholding the award, another cigarette manufacturer paid $1,100 in compensatory damages
and interest to a former smoker and his spouse for injuries they allegedly incurred as a resuit of
smoking. In December 2001, in an individual action involving another cigarette manufacturer, a
Florida jury awarded a smoker $165 in compensatory damages. The defendant has appealed the
verdict. in February 2002, a federal district court jury in Kansas awarded a smoker $198 in
compensatory damages from two other cigarette manufacturers and, in June 2002, the trial court
assessed punitive damages of $15,000 against one of the defendants. The defendant has appealed
the verdict. . ‘ '

Class Actions. As of December 31, 2002, there were approximately 39 actions pending, for which
either a class has been certified or plaintiffs are seeking class certification, where Liggett, among
others, was a named defendant. Many of these actions purport {o constitute statewide class actions
and were filed after May 1996 when the Fifth Circuit Court of Appeals, in the Castano case, reversed
a Federal district court’s certification of g purported nationwide class action on behalf of persons who
were allegedly “addicted” to tobacco products. ”

The extent of the impact of the Castano decision on smoking-related class action litigation is still
uncertain. The Castano decision has had a limited effect with respect to courts’ decisions regarding
narrower smoking-related classes or class actions brought in state rather than federal court. For
example, since the Fifth Circuit's ruling, a court in Louisiana (Liggett is not a defendant in this
proceeding) has certified “addiction-as-injury” class actions that covered only citizens in those states.
Two other class actions, Broin and Engle, were certified in state court in Florida prior to the Fifth
Circuit's decision. in April 2001, the Brown case was certified as a class action in California.

In May 1994, an action entitled Engle, et ai. v. R.J. Reynolds Tobacco Company, et al., Circuit Court,
Eleventh Judicial Circuit, Miami-Dade County, Florida, was filed against Liggett and others. The
class consists of all Florida residents and citizens, and their survivors, who have suffered, presently
suffer or have died from diseases and medical conditions caused by their addiction to cigarettes that
contain nicotine. Phase | of the trial commenced in July 1998 and in July 1998, the jury returned the
Phase | verdict. The Phase | verdict concerned certain issues determined by. the trial court to be
“common” to the causes of action of the plaintiff class. Among other things, the jury found that:
smoking cigarettes causes 20 diseases or medical conditions, cigarettes are addictive or
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dependence producing, defective and unreasonably dangerous, defendants made materially false
statements with the intention of misleading smokers, defendants concealed or omitted material
information concerning the health effects and/or the addictive nature of smoking cigarettes and
agreed to misrepresent and conceal the health effects and/or the addictive nature of smoking
cigarettes, and defendants were negligent and engaged in extreme and outrageous conduct or acted
with reckless disregard with the intent to inflict emotional distress. The jury also found that
defendants' conduct “rose to a level that would permit a potential award or entitiement to punitive
damages.” The court decided that Phase Il of the trial, which commenced November 1998, would be
a causation and damages trial for three of the class representatives and a punitive damages trial on a
class-wide basis, before the same jury that returned the verdict in Phase 1. In April 2000, the jury
awarded compensatory damages of $12,704 to the three plaintiffs, to be reduced in proportion to the
respective plaintiffs fault: The jury also decided that the claim of one of the plaintiffs, who was
awarded compensatory damages of $5,831, was not timely filed. In July 2000, the jury awarded
approximately $145,000,000 in the punitive damages portion of Phase Il against all defendants
including $790,000 against Liggeti. The court entered a final order of judgment against the
defendants in November 2000. The court’s final judgment, which provides for interest at the rate of
10% per year on the jury’'s awards, also denied various post-trial motions, including a motion for new
trial and a motion seeking reduction of the punitive damages award. Liggett intends to pursue all
available post-trial and appellate remedies. Oral argument before Florida’'s Third District Court of
Appeals was held in November 2002. An opinion from this intermediate appellate court is expected
- in 2003. If this verdict is not eventually reversed on appeal, or substantially reduced by the court, it
could have a material adverse effect on the Company. Phase Il of the trial will be conducted before
separate juries to address absent class members’ claims, including issues of specific causation and
other individual issues regarding entitlement to compensatory damages.

It is unclear how the Engle court's order regarding the determination of punitive damages will be
implemented. The order provides that the punitive damage amount should be standard as to each
class member and acknowledges that the actual size of the class will not be known until the last case
has withstood appeal: The order does not address whether defendants will be required to pay the
punitive damage award prior to a determination of claims of all class members, a process that could
take years to conclude. In May 2000, legislation was enacted in Florida that limits the size of any
bond required, pending appeal, to stay execution of a punitive damages verdict to the lesser of the
punitive award plus twice the statutory rate of interest, $100,000 or 10% of the net worth of the
defendant, but the limitation on the bond does not affect the amount of the underlying verdict. Liggeit
has filed the $3,450 bond required by the Florida law in order to stay execution of the Engle
judgment. Similar legislation has been enacted in Georgia, Indiana, Kentucky, Louisiana, Michigan,
Nevada, North Carolina, Ohio, Oklahoma, South Carolina, Virginia and West Virginia. The
Mississippi Supreme Court has also placed-limits on appeal bonds by court rule.

In May 2001, Liggett, along with Philip Morris and Lorillard Tobacco Co., reached an agreement with
the class in the Engle case, which will provide assurance of Liggett's ability to appeal the jury's July
2000 verdict. As required by the agreement, Liggett paid $6,273 into an escrow account to be held
for the benefit of the Engle class, and released, along with Liggett's existing $3,450 statutory bond, to
the court for the benefit of the class upon completion of the appeals process, regardless of the
outcome of the appeal. As a result, the Company recorded & $9,723 pre-tax charge to the
~ consolidated statement of operations for the first quarter of 2001. The agreement, which was
~ approved by the court, assures that the stay of execution, currently in effect pursuant to the Florida
bonding statute, will not be lifted or limited at any point until compietion of all appeals, including an
appeal to the United States Supreme Court. if Liggett's balance sheet net worth falls below $33,781
(as determined in accordance with generally accepted accounting principles in effect as of July 14,
2000), the stay granted in favor of Liggett in the agreement would termlnate and the Engle cbass
would be free to challenge the Florida bonding statute.
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In June 2002, the jury in a Florida state court action entitled Lukacs v. Philip Morris, et al. awarded
$37,500 in compensatory damages in a case involving Liggett and two other tobacco manufacturers.
The jury found Liggett 50% responsible for the damages incurred by the plaintiff. The Lukacs case
was the first individual case to be iried as part of Phase il of the Engle case; the claims of all other
individuals who are members of the class have been stayed pending resolution of the appeal of the
Engle verdicl. The Lukacs verdict will be subject to the ouicome of the Engle appeal, and the plaintiff
has agreed not o seek the entry of a final judgment on the jury verdict until after completion of afi
review of the Engle final judgment. ,

Class certification motions are pending in a number of putative class actions. Classes remain
certified against Liggett in Florida (Engle), in West Virginia (Blankenship), in California (Brown), in
New York (Simon) and in Kansas (Smith). A number of ciass certification denials are on appeal.

In August 2000, in Blankenship v. Philio Morris, Inc., a West Virginia state court conditionally certified
(only to the extent of medical monitcring) a class of present or former West Virginia smokers who
desire to participate in a medical monitoring plan. The trial of this case ended in January 2001, when
the judge declared a mistrial. In an order issued in March 2001, the court reaffirmed class
certification of this medical monitoring action. In July 2001, the court issued an order severing Liggett
from the retrial of the case which began in September 2001. In November 2001, the jury returped a
verdict in favor of the defendants. In January 2002, the trial court denied plaintiffs’ motion for a new
trial, and plaintiffs have appealed. ‘ .

In April 2001, the California state court in the case of Brown v. The American Tobacco Company,
Inc., et al., granted in part plaintiff's motion for class certification and certified a class comprised of
adult residents of California who smoked at least one of defendants’ cigarettes “during the applicable
time period” and who were exposed to defendants’ marketing and advertising activities in California.
Certification was granted as to plaintiff's claims that defendants violated California’s unfair business
practices statute. The court subsequently defined “the applicable class period” for plaintiff's claims,
pursuant to a stipulation submitted by the parties, as June 10, 1983 through Aprit 23, 2001. The
California Court of Appeals denied defendants' writ application, which sought review of the trial
court’s class certification orders. Defendants filed a petition for review with the California Supreme
Court, which was subsequently denied. Trial is currently scheduﬂed to begm in August 2003. Liggett
is a defendant in the case.

In September 2002, in In Re Simon # Litigation, the federal district court for the Eastern District of
New York granted plaintiffs’ motion for certification of a nationwide non-opt-out punitive damages
ciass action against the tobacce companies, including Liggett. The class is not seeking
compensatory damages, but was created tc determine whether smokers across the country may be
entitled to punitive damages. In its crder, the court set a trial date of January 2003, but has since
stayed the order pending the tobacco companies’ appeal to the U.S. Court of Appeals for the Second
Circuit. In February 2003, the Second Circuit agreed to review the district court's class certification
decision. '

In March 2003, in a class action brought against Philip Morris on behalf of smokers of light cigarettes,
a state court judge in lllinois awarded $7,100,000 in actua! damages to the class members,
$3,000,000 in punitive damages to the State of lllinois (which was not a plaintiff in this matter), and
approximately $1,800,000 in attorney’s fees and costs. Eniry of judgment has been stayed Philip
Moms has stated it will appeal the verdict.

Approximately 38 purported staie and federal class action complaints have been filed against the
cigarette manufacturers for alleged antitrust violations, including Liggett. The actions allege that the
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cigarette manufacturers have engaged in & nationwide and internationa!l conspiracy to fix the price of
cigarettes in violation of state and federal antitrust laws. Plaintiffs allege that defendants’ price-fixing
conspiracy raised the price of cigarettes above a competitive level. Plaintiffs in the 31 state actions
purport to represent classes of indirect purchasers of cigarettes in 16 states; plaintiffs in the seven
federal actions purport to represent a nationwide class of wholesalers who purchased cigarettes
directly from the defendants. The federal class actions have been consolidated and, in July 2000,
plaintiffs in the federal consolidated action filed a single consolidated complaint that did not name
Liggett as a defendant, aithough Liggett has complied with discovery requests. The court granted
defendants’ motion for summary judgment in the consolidated federal cases in July 2002, which
decision has been appealed by plaintiffs to the U.S. Court of Appeals for the Eleventh Circuit. Oral
argument is scheduled for April 2003. Siate court cases have been dismissed in Arizona, which is
currently on appeal, and in New York and Florida. Class certification has been denied by courts in
Minnesota and Michigan. A Kansas state court in the case of Smith v. Philip Morris Companies Inc.,
et al. granted class certification in November 2001, and the trial in that case is currently scheduled to
commence in October 2003. Liggett is one of the defendants in the Kansas case.

Governmental Actions. As of December 31, 2002, there were approximately 40 Governmental
Actions pending against Liggett. In these proceedings, both foreign and domestic governmental
entities seek reimbursement for Medicaid and other health care expenditures. The claims-asserted
in these health care cost recovery actions vary. in most of these cases, plaintiffs assert the equitable
claim that the tobacco industry was “unjustly enriched” by plaintiffs’ payment of health. care costs
allegedly attributable to smoking and seek reimbursement of those costs. Other claims made by
some but not all plaintiffs include the equitable claim of indemnity, common law claims of negligence,
strict liability, breach of express and implied warranty, breach of special duty, fraud, negligent
misrepresentation, conspiracy, public nuisance, claims under state and federal statutes governing
consumer fraud, antitrust, deceptive trade practices and false advertising, and claims under RICO.

Third-Party Payor Actions. As of December 31, 2002, there were approximately 6 Third-Party Payor
Actions pending against Liggett. The claims in these cases are similar to those in the Governmental
Actions but have been commenced by insurance companies, union health and welfare trust funds,
. asbestos manufacturers and others. Eight United States Circuit Courts of Appeal have ruled that
Third-Party Payors did not have standing to bring lawsuits against the tobacco companies. The
United States Supreme Court has denied petitions for certiorari in the cases decided by five of the
courts of appeal. However, a number of Third-Party Payor Actions, including an action brought by 24
Blue Cross/Blue Shield Plans, remain pending.

“In June 2001, & jury in a third party payor action brought by Empire Blue Cross and Blue Shield in the
Eastern District of New York rendered a verdict awarding the plaintiff $17,800 in damages against the
maijor tobacco companies. As against Liggett, the jury awarded the plaintiff damages of $89. In
February 2002, the court awarded plaintiffs counsel $37,800 in attorneys’ fees, without allocating the
fee award among the several defendants. Liggett has appealed both the jury verdict and the
attorneys’ fee award. Oral argument before the United States Court of Appeals for the Second
Circuit was held in February 2003.

In other Third-Party Payor Actions claimants have set forth several additional theories of relief
sought: funding of corrective public education campaigns relating to issues of smoking and health;
funding for clinical smoking cessation programs; disgorgement of profits from sales of cigarettes;
restitution; treble damages; and attorneys’ fees. Nevertheless, no specific amounts are provided. It
is understood that requested damages against the tobacco company defendants in these ‘cases
might be in the billions of dollars.
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Federal Government Action. In September 1988, the Uniled States government commenced
litigation against Liggett and the other tobacco companies in the United States District Court for the
District of Columbia. The action seeks to recover an unspecified amount of health care costs paid for
and furnished, and to be paid for and furnished, by the Federal Government for lung cancer, heart
disease, emphysema and other smoking-related ilinesses allegedly caused by the fraudulent and
tortious conduct of defendants, to resirain defendants and co-conspirators from engaging in fraud
and other unlawful conduct in the future, and to compel defendanis to disgorge the proceeds of their
unlawfu! conduct. The complaint alleges that such costs total more than $20,000,000 annually. The
action asserts claims under three federal statutes, the Medical Care Recovery Act ("MCRA"), the
Medicare Secondary Payer provisions of the Social Security Act ("MSP") and RICO. In December
1898, Liggett filed a motion to dismiss the lawsuit on numerous grounds, including that the statutes
invoked by the government do not provide the basis for the relief sought. in September 2000, the
court dismissed the government's ciaims based on MCRA and MSP, and the court reaffirmed its
decision in July 2001. In the Sepiember 2000 decisicn, the court also determined not to dismiss the
government's claims based on RICO, under which the government continues to seek court relief to
restrain the defendant tobacco companies from allegedly engaging in fraud and other unlawful
conduct.and to compel dlsgorgemem

in June 2001, the United States Attorney General assembled a team of three Department of Justice
(*DOJ") lawyers to work on a possible settlement of the federal lawsuit. The DOJ lawyers met with
representatives of the tobacco industry, including Liggett, in July 2001. No settlement was reached,
and no further meetings are planned. [n 2 January 2003 filing with the court, the government alleged
that disgorgement by defendants of approximately $289,000,000 is an appropriate remedy in the
case. Discovery in the case has commenced, and trial has been scheduled for September 2004.

Settlements. In Man"ch 1996, Brooke Group Holding and Liggett entered into an agreement, subject
to court approval, to setlle the Castano class action tobacco litigation. The Castano class was
subsequently decertified by the court. ‘

In March 1998, March 1997 and March 1998, Brooke Group Holding and Liggett entered into
settlements of smoking-related litigation with the Attorneys General of 45 states and territories. The
settlements released both Brooke Group Helding and Liggett from all smoking-related claims,
including claims for health care cost reimbursement and claims concerning sales of cigarettes to
minors.

In November 1998, Philip Morris, Brown & Williamson Tobacco Corporation, R.J. Reynoids Tobacco-
Company and Lorillard. Tobacco Company (collectively, the “Criginal Participating Manufacturers” or
"OPMs") and Liggett (together with the OPMs and any other tobacco product manufacturer that
becomes a signatory; the “Participating Manufacturers”) entered into the Master Settlement
Agreement {the “MSA") with 46 states, the District of Columbia, Puerto Rice, Guam, the United
States Virgin Islands, American Samoa and the Northern Marianas (collectively, the “Settling States™)
to setile the asserted and unasserted health care cost recovery and certain other ciaims of those
Settling States. The MSA has received final judicial approval in each of the 52 settling jurisdictions.

The MSA restricts tcbacco product advertising and marketing within the Settling States and otherwise
resiricts the activities of Participating Manufaciurers. Among other things, the MSA prohibits the
targeting of youth in the advertising, promotion or marketing of tobacco preducts; bans the use of
cartoon characters in all tobacce advertising and promotion; limits each Participating Manufacturer to
one tobacco brand name sponsorship during any 12-month period; bans all cutdcor advertising, with
the exception of signs, 14 square feet or less, at retail establishments that sell tobacco products;
prohibits payments for tobacco product placement in various media; bans gift offers based on the
purchase of tobacco products without sufficient proof that the intended recipient is an adult; prohibits
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Participating Manufacturers from licensing third parties to advertise tobacco brand names in any
manner prohibited under the MSA; prohibits Participating Manufacturers from using as a tobacco
product brand name any nationaily recognized non-tcbacco brand or trade name or the names of
sports teams, entertainment groups or individual celebrities; and prohibits Participating
Manufacturers from selling packs containing fewer than 20 cigarettes. : '

The MSA also requires Participating Manufacturers fo affirm corporate principles to comply with the
MSA and to reduce underage usage of tobacco products and imposes requirements applicable to
lobbying activities conducted on behalf of Participating Manufacturers.

Liggett has no payment obligations under the MSA except to the extent its market share exceeds a
base share of 125% of its 1997 market share, or approximately 1.65% of total cigarettes sold in the
United States. As a result of the Medallion acquisition on April 1, 2002, Vector Tobacco has no
payment obligations under the MSA except to the extent its market share exceeds a base amount of
approximately 0.28% of total cigarettes sold-in the United States. During 1999 and 2000, Liggett's
market share did not exceed the base amount. Based on published industry sources, domestic
shipments by Liggett and Vector Tobacco accounted for approximately 2.2% of the total cigareties
shipped in the United States during 2001 and 2.5% during 2002. On April 15 of any year following a
year in which Liggett's and Vector Tobacco’s market shares exceed their base shares, Liggett and
Vector Tobacco will pay on each excess unit an amount equal (on a per-unit basis) to that due during
the same following year by the OPMs under the annual and strategic contribution payment provisions
of the MSA, subject to applicable adjustments, offsets and reductions. In April 2002, Liggett and
Vector Tobacco paid a total of $31,130 for their 2001 MSA obligations. Liggett and Vector Tobacco
have expensed $35,412 for their estimated MSA obligations for 2002 as part of cost of goods sold.
Under the annual and strategic contribution payment provisions of the MSA, the OPMs (and Liggett
and Vector Tobacco to the extent their market shares exceed their base shares) are required to pay
the following annual amounts (subject to certain adjustments):

Year . - _Amount
2003 ....... S $6,500,000
2004 — 2007 ..o $8,000,000
2008 — 2017 e $8,139,000
2018 and each year thereafter....... $9,000,000

These annual payments will be allocated based on relative unit volume of domestic cigarette
shipments. The payment obligations under the MSA are the several, and not joint, obligations of
each Participating Manufacturer and are not the responsibility of any parent or affiliate of a
Participating Manufacturer.

The MSA replaces Liggett's prior settlements with all states and territories except for Florida,
Mississippi, Texas and Minnesota. Each of these states, prior to the effective date of the MSA,
negotiated and executed settlement agreements with each of the other major tobacco companies
separate from those settlements reached previously with Liggett. Because these states’ settlement
agreements with Liggett provided for “most favored nation” protection for both Brooke Group Holding
and Liggeitt, the paymenis due these states by Liggett (with certain possible exceptions) have been
eliminated. With respect to all non-economic obligations under the previous settlements, both
Brooke Group Holding and Liggett are entitled to the most favorable provisions as between the MSA
and each state’s respective settlement with the other major. tobacco companies. Therefore, Liggett's
non-economic obligations to all states and territories are now defined by the MSA.
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Copies of the various settlement agreements are filed as exhibits to the Company’s Form 10-K and
the discussion herein is qualified in its entirety by reference thereto.

Trials. Cases currently scheduled for trial during the next six months include two individual actions in
Florida state court scheduled for June 2003 and July 2003, in both of which Liggett is the only
defendant, an individual action in federal district court in {llinois scheduled for May 2003, involving all
of the major companies as defendants, and an individual action in New Hampshire state court
scheduled for Cctober 2003, involving Liggett and Philip Morris as defendants. In addition, in August
2003, the Brown class action is scheduled for trial in California state court and the Smith antitrust
class action is scheduled in Kansas state court in October 2003. Trial dates, however, are subject to
change.

Management is not able to predict the outcome of the litigation pending against Brooke Group
Holding or Liggett. Litigation is subject to many uncertainties. An unfavorable verdict was returned
in the first phase of the Engle smoking and health class action trial pending in Florida. in July 2000,
the jury awarded $790,000 in punitive damages against Liggett in the second phase of the triai, and
the court has entered an order of final judgment. Liggett intends to pursue ali available post-trial and
appellate remedies. If this verdict is not eventually reversed on appeal, or substantially reduced by
the court, it will have a material adverse effect on the Company. Liggett has filed the $3,450 bond
required under the bonding statute enacted in 2000 by the Florida legislature which limits the size of
any bond required, pending appeal, to stay execution of a punitive damages verdict. On May 7,
2001, Liggett reached an agreement with the class in the Engle case, which will provide assurance tc
Liggett that the stay of execution, currently in effect pursuant to the Florida bonding statute, will not
be lifted or limited at any point until completion of all appeals, including tc the United States Supreme
Court. As required by the agreement, Liggett paid $6,273 into an escrow account to be held for the
benefit of the Engle class, and released, along with Liggett's existing $3,450 statutory bond, to the
court for the benefit of the class upon completion of the appeals process, regardiess of the outcome
of the appeal. As a result, the Company recorded a $9,723 pre-tax charge to the consolidated
statement of operations for the year ended December 31, 2001. In June 2002, the jury in an
individual case brought under the third phase of the Engle case awarded $37,500 of compensatory
damages against Liggett and two other defendants and found Liggett 50% responsible for ihe
damages. The verdict will be subject to the outcome of the Engle appeal. It is possible that
additional cases could be decided unfavorably and that there could be further adverse developments
in the Engle case. Management cannot predict the cash requirements related to any future
settlemenis and judgments, including cash required to bond any appeals, and there is a risk that
those requirements will not be able tc be met. An unfavorable outceme of a pending smoking and
heaith case could encourage the commencement of additional similar litigation. Management is
unable to make a meaningful estimate with respect tc the amount or range of loss that could resuit
from an unfavorable outcome of the cases pending against Brooke Group Holding or Liggett or the
costs of defending such cases. The complaints filed in these cases rarely detail alleged damages.
Typically, the claims set forth in an individual's compiaint against the tobacco industry pray for money
damages in an amount to be determined by a jury, plus punitive damages and costs. These damage
claims are typically stated as being for the minimum necessary to invoke the jurisdiction of the court.

" it is possible that the Company’s consolidated financial position, results of operations or cash flows
could be materially adversely affected by an unfavorable outcome in any such smoking-related
litigation.

Liggett's management is unaware of any material environmental conditions affecting its existing
facilities.  tiggett's management believes that current operations are conducted in material
compliance with all environmental laws and regulations and other laws and regulations governing
cigarette manufacturers. Compliance with federal, state and iocal provisions reguiating the discharge
of materials into the environment, or otherwise relating to the protection of the environment, has not
had a material effect on the capital expenditures, earnings or competitive position of Liggett.
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Liggett has been served in three reparations actions brought by descendants of slaves. Plaintiffs in.
these actions claim that defendants, including Liggett, profited from the use of slave labor. Seven
additional cases have been filed in California, lllinois and New York. nggett is a named defendant in
only one of these additional cases, but has not been served

There are several other proceedings, lawsuits and claims pending against the Company and certain
of its consolidated subsidiaries unrelated to smoking or tobacco product liability. Management is of
the opinion that the liabilities, if any, ultimately resulting from such other proceedings, lawsuits and
claims should not materially affect the Company’s fmancual position, results of operations or cash
flows

Leqislation and Regulation:

in"January 1993, the Environmental Protection Agency (“EPA”) released a report on the respiratory
effect of secondary smoke which concludes that secondary smoke is a known human lung
carcinogen in adults and in children, causes increased respiratory tract disease and middle ear
disorders and increases the severity and frequency of asthma. In June 1993, the two largest of the
‘major domestic cigarette manufacturers, together with other segments of the tobacco and distribution
industries, commenced a lawsuit against the EPA seeking a determination that the EPA did not have
the statutory authonty to regulate secondary smoke, and that given the current body of scientific
evidence and the EPA's failure to follow its own guidelines in making the determination, the EPA’s
classification of secondary smoke was arbitrary and capricious. In July 1998, a federal district court
vacated those sections of the report relating to lung cancer, finding that the EPA may have reached
.. different conclusions had it complied with relevant statutory requirements. The federal government
appealed the court’s ruling. In December 2002, the United States Court of Appeals for the Fourth
Circuit rejected the induétry challenge to the EPA report ruling that it was not subject to court review.
Issuance of the report may encourage efforts to limit smoking in public areas.

~In February 1996, the United States Trade representative issued an "advance notice of proposed rule

making” concerning how tobacco is imported under a previously established tobacco tariff rate quota
("TRQ?) should be allocated. Currently, tobacco imported under the TRQ is allocated on a “first-
come, first-served” basis, meaning.that entry is allowed on an open basis to those first requesting
entry in the quota year. Others in the cigarette industry have suggested an “end-user licensing”
system under which the right to import tobacco under the quota would be initially assigned based on
domestic market share. Such an approach, if adopted, could have a material adverse effect on the
Company and Liggett.

In August 1996, the Food and Drug Administration (the “FDA”) filed in the Federal Register a Final
Rule classifying tobacco as a “drug” or “medical device”, asserting jurisdiction over the manufacture
“and marketing of tobacco products and imposing restrictions on the sale, advertising and promotion
of tobacco products. Litigation was commenced challenging the legal authority of the FDA t{o assert
such jurisdiction, as well as challenging the constitutionality of the rules. In March 2000, the United
States Supreme Court ruled that the FDA does not have the power to regulate tobacco. Liggett
supported the FDA Rule and began to phase in compliance with certain of the proposed FDA
regulations. .

‘Since the Supreme Court decision, various proposals and recommendations have been made for

_additional federal and state legislation to regulate cigarette manufacturers. Congressional advocates
of FDA regulations have introduced legislation that would give the FDA authority to regulate the
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manufacture, sale, distribution and labeling of tobacco products to protect public health, thereby
allowing the FDA to reinstate its prior regulations or adopt new or additional regulations. The uitimate
outcome of these proposals cannct be predicted. ‘

In August 1996, Massachusetts enacted legislation . requiring tobacco companies to publish
information regarding the ingredients in cigarettes and other tobacco products sold in that state. in
December 1997, the United States District Court for the District of Massachusetts preliminarily
enjoined this legislation from going intc effect on the grounds that it is preempted by federal law. in
November 1999, the United States Court of Appeals for the First Circuit affirmed this ruling. in
September 2000, the federal district court permanently enjoined enforcement of the law. [n October
2001, the First Circuit reversed the district court's decision, ruling that the ingredients disclosure
provisions are valid. The entire court, however, agreed to re-hear the appeal, reinstating the district
court's injunction in the meantime. in December 2002, the First Circuit ruled that the ingredients
disclosure provisions violated the constitutional prohibition against unlawful seizure of property by
forcing firms to reveal trade secrets. The decision was not appealed by the state. Notwithstanding
the foregoing, in December 1997, Liggett began voluntarily complying with this legislation by providing
ingredient information to the Massachusetts Department of Public Health. Several other states have
enacted, or are considering, legislation similar to that enacted in Massachusetts.

Cigarettes are subject to substantial federal, state and iocal excise taxes which, in general, have
_been increasing. The federal excise tax on cigarettes is currently $0.39 per pack. State and loca!
sales and excise taxes vary considerably and, when combined with sales taxes, local taxes and the
current federal excise tax, may currently be as high as $4.10 per pack. Proposed further tax
increases in varicus jurisdictions are currently under consideration or pending. In 2002, 21 states
passed excise tax increases, ranging from $0.07 per pack in Tennessee to as much as $1.81 per
pack in New York City and New York State combined. Congress has considered significant
increases in the federal excise tax or other payments from tobacco manufacturers, and significant
increases in excise and other cigaretie-related taxes have been proposed or enacted at the state and
local levels. in the opinion of the Company, increases un excnse and SImllar taxes have had an
adverse impact on sales of cigarettes.

In August 2000, the New York state legislature passed legislation charging the state’s Office of Fire
Prevention and:Control ("OFPC") with developing standards for “fire safe” or self-extinguishing
cigarettes. On December 31, 2002, the OFPC issued proposed standards for public comment. Six
months from the issuance of the final standards, all cigarettes offered for sale in New York state wili
be required o be manufactured to those standards. It is not possible to predict the impact of this law
~on the Company until the final standards are published. Similar legislation is belng considered by
other state governments and at the federal level. :

Federal or state regulators may object to Vector Tobacco's reduced carcinogen and low nicotine and
nicotine-free cigarette products as unlawful or allege they bear deceptive or unsubstantiated product
claims, and seek the removal of the products from the marketplace, or significant changes to
advertising claims. Various concerns regarding Vector Tobacco's advertising practices have been
expressed to Vector Tobacco by certain state attorneys general. Vector Tobacco is negotiating in an
effort to resolve these concerns. Allegations by federal or state regulators, public health
organizations and other tobacco manufacturers that Vector Tobacce's products are unlawful, or that
its public statements or advertising contain misleading or unsubstantiated health claims or product
comparisons, may result in litigation or governmental proceedings. Vector Tobacco's business may
become subject to extensive domestic and international government regulation. Various proposais
have been made for federal, state and international legislation to reguiate cigarette manufacturers
generally, and reduced constituent cigarettes specifically. It is possible that laws and regulations may
" be adopted covering issues like the manufacture, sale, distribution and labeling of tobacco products
as well as any express or implied health claims associated with reduced carcinogen and low nicotine
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and nicotine-free cigarette products and the use of genetically modified tobacco. A system of
regulation by agencies like the FDA, the Federal Trade Commission or the United States Department
of Agriculture may be established. In addition, a group of public health organizations have submitted
a petition to the FDA, alleging that the marketing of the OMN! product is subject to regulation by the
FDA under existing law. Vector Tobacco has filed a response in oppaosition to the petition. The FTC
has also expressed interest in the regulation of tobacco products made by tobacco manufacturers,
including Vector Tobacco, which bear reduced carcinogen claims. The ultimate outcome of any of
the foregoing cannot be predicted, but any of the foregoing could have a material adverse impact on
the Company.

In addition to the foregoing, there have been a number of other restrictive regulatory actions, adverse
legislative and political decisions and other unfavorable developments concerning cigarette smoking
and the tobacco industry, the effects of which, at this time, management is not able to evaluate.
These developments may negatively affect the perception of potential triers of fact with respect to the
tobacco industry, possibly to the detriment of certain pending litigation, and may prompt the
commencement of additional similar litigation.

Other Matters:

In March 1997, a stockholder derivative suit was filed in Delaware Chancery Court against New
Valley, as a nominal defendant, its directors and Brooke Group Holding by a stockholder of New
Valley. The suit alleges that New Valley's purchase of the BrookeMil Ltd. shares from Brooke
(Overseas) in January 1997 constituted a self-dealing transaction which involved the payment of
excessive consideration by New Valley. The plaintiff seeks a declaration that New Valley’s directors
breached their fiduciary duties and Brooke Group Holding aided and abetted such breaches and that
damages be awarded to New Valley. In December 1999, another stockholder of New Valley
commenced an action in Delaware Chancery Court substantially similar to the March 1997 action.
This stockholder alleges, among other things, that the consideration paid by New Valley for the
BrookeMil shares was excessive, unfair and wasteful, that the special committee of New Valley's
board lacked independence, and that the appraisal and fairness opinion were flawed. By order of the
court, both actions were consolidated. In January 2001, the court denied a motion to dismiss the
consolidated action. Brooke Group Holding and New Valley believe that the allegations in the case
are without merit. Discovery in the case has commenced.

In July 1999, a purported class action was commenced on behalf of New Valley's former Class B
preferred shareholders against New Valley, Brooke Group Holding and certain directors and officers
of New Valley in Delaware Chancery Court. The complaint alleges that the recapitalization, approved
by a majority of each class of New Valley's stockholders in May 1999, was fundamentally unfair to the
Class B preferred shareholders, the proxy statement relating to the recapitalization was materially
deficient and the defendants breached their fiduciary duties to the Class B preferred shareholders in
approving the transaction. The plaintiffs seek class certification of the action and an award of
compensatory damages as well as all costs and fees. The Court has dismissed six of plaintiff's nine
claims alleging inadequate disclosure in the proxy statement. Brooke Group Holding and New Valley
believe that the remaining allegations are without merit. Discovery in the case has commenced.

Although there can be no assurances, Brooke. Group Holding and New Valley believe, after
consultation with counsel, that the ultimate resolution of these matters will not have a material
adverse effect on the Company’s or New Valley's consolidated financial position, resuits of operations
or cash flows.
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As of December 31, 2002, New Valley had $674 of remaining-prepetition bankruptcy-related claims
and restruciuring accruals including claims for lease rejection damages. The remaining claims may
be subject to future adjustments based on potential settlements or decisions of the court. n August
2002, New Valley paid $2,000 to settle a claim for unclaimed monies that certain states were seeking
on behalf of money transfer customers, and its restructuring accruals were reduced by a
correspanding amount in the third quarter .of 2002.

V-

RELATED PARTY TRANSACTIONS

—

In connection with the Company’s convertibie note offering in July 2001, the placement agent for the
offering required that the principal stockholder and Chairman of the Company grant the placement
agent the right, in its sole discretion, tc borrow up to 3,307,500 shares of Common Stock from the
principal stockholder or any entity affiliated with him during the three-year period ending June 28,
2004 and that he agree not to dispose of such shares during the three-year period, subject to limited
exceptions. In consideration for the principal stockholder agreeing to fend his shares-in order to
facilitate the Company’s offering and accepting the resulting liquidity risk, the Company agreed to pay
him or an affiliate designated by him an annual fee, payable on a quarterly basis at his election in
cash or shares of Common Stock, equal to 1% of the aggregate market value of 3,387,500 shares of
Common Stock. For the year ended December 31, 2002 and for the six months ended
December 31, 2001, the Company paid an entity affiliated W|th the principal stockholder an aggregate

" of $616 and $594 under this agreement.

An outside director of the Company is a stockholder of and serves as the chairman and treasurer of,
and an executive officer and director of the Company is a stockholder and registered representative
in, a registered broker-dealer that has performed services for New Valley since before December 31,

1998. The broker-dealer received brokerage commissions and other income of approxmately $87,
$12 and $101 from New Valley during 2002, 2001 and 2000, respectively.

During 2001, New Valley paid a fee of $750 to a director of New Valley who served as President of its
Ladenburg Thalmann & Co. Inc. broker-dealer subsidiary. The fee was paid for his services in
connection with the closing of the acquisition of the subsidiary. :(Refer to Note 20.) One-half of the
fee was reimbursed to New Valley by the subsndlalry

Various executive officers and directors of the Company and New Valiey serve as members of the
Board of Directors of Ladenburg Thalmann Financial Serwces Inc., which i is indebted to New Valley.
(Refer to Note 21.) : :

An outside director of New Valley serves as a2 managing director of an investment bank that provided
advisory services to Brooke (Overseas) in 2000, in connection with the sale of Western Tobacco

Investiments LLC. Brooke (Overseas) paid this firm $750 in connection with such services.

The Company’'s President, a firm of which he serves as Chairman of the Board and the firm's
affiliates received ordinary and customary insurance commissions aggregating approximately $606
and $285 in 2002 and 2001, respectively, on varicus insurance poiicies issued for the Company and
its subsidiaries and investees.
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FAIR VALUE OF FINANCIAL INSTRUMENTS

The estimated fair value of the Company's financial instruments have been determined by the
Company using available market information and appropriate valuation methodologies described in
Note 1. However, considerable judgment is required to develop the estimates of fair value and,
accordingly, the estimates presented herein are not necessarily indicative of the amounts that could
be realized in a current market exchange.

December 31, 2002 December 31, 2001
Carrying Fair Carrying. Fair
‘ Amount Value Amount Value
Financial assets: .
Cash and cash equivalents ............... $100,027 $100,027 $217,761 $217,761
Investment securities available
forsale...cocovveiivece e 128,430 128,430 173,697 173,697
Restricted assets..........cooocoeievceenss 4,857 4,857 21,835 21 ,935
Long-term investments, net....... SR 3,150 - 10,694 3,150 9,987
Financial liabilities: :
Notes payable and long-term debt 338,305 297,762 219,081 243273

PHILIP MORRIS SRAND TRANSACTION

In November 1998, the Company and Liggett granted Philip Morris Incorporated options to purchase
interests in Trademarks LLC which holds three domestic cigarette brands, L&M, Chesterf’e/d and
Lark, formerly held by Liggett's subsidiary, Eve Holdings inc.

Under the terms of the Philip Morris agreements, Eve contributed the three brands to Trademarks, a
newly-formed limited liability company, in exchange for 100% of two classes of Trademarks'
interests, the Class A Voting Interest and the Class B Redeemable Nonvoting interest. Philip Morris
acquired two opiions to purchase the interésts from Eve. In December 1998, Philip Morris paid Eve a
total of $150,000 for the options, $5,000 for the option for the Class A interest and $145,000 for the
option for the Class B interest.

The Class A option entitled Philip Morris to purchase the Class A interest for $10,100. On March 18,
19899, Philip Morris exercised the Ciass A option, and the closing occurred on May 24, 1999.

The Class B option entitles Philip Morris to purchase the Class B interest for $132,800. The Class B
option will be exercisable during the 80-day period beginning on December 2, 2008, with Philip Morris
being entiled to extend the 80-day period for up to an additional six months under certain
circumstances. The Class B interest will also be redeemable by Trademarks for $139,900 during the
same pericd the Class B option may be exercised.

On May 24, 1999, Trademarks borrowed $134,900 from a lending institution. The loan is guaranteed

by Eve and collateralized by a pledge by Trademarks of the three brands and Trademarks' interest in
the trademark license agreement (discussed below) and by a piedge by Eve cf its Class B interest.
In connection with the closing of the Class A option, Trademarks distributed the loan proceeds to Eve
as the holder of the Class B interest. The cash exercise price of the Class B option and Trademarks’
redemption price were reduced by the amount distributed to Eve. Upon Philip Morris’ exercise of the
Class B option or Trademarks' exercise of its redemption right, Philip Morris or Trademarks, as
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relevant, will be required to obtain Eve’s release from its guaranty. The Class B interest will be
entitied to a guaranteed payment of $500 each year with the Class A interest allocated ali remaining
income or loss of Trademarks. '

Trademarks has granted Philip Morris an exclusive license of the three brands for an 11-year term
expiring May 24, 2010 at an annual royalty based on sales of cigarettes under the brands, subject to
2 minimum annual royalty payment equai to the annual debt service obligation on the loan plus
$1,000. ‘

if Philip Morris fails to exercise the Class B option, Eve will have an option to put its Class B interest
to Philip Morris, or Philip Morris’ designees, at a put price that is $5,000 less than the exercise price
of the Class B option (and includes Philip Morris' obtaining Eve’s release from its loan guarantee).
The Eve put opticn is exercisable at any time during the 90-day period beginning March 2, 2010.

If the Class B option, Trademarks’ redemption right and the Eve put option expire unexercised, the
holder of the Class B interest will be entitled to convert the Class B interest, at its election, into a
Class A interest with the same rights to share in future profits and losses, the same voting power and
the same claim to capital as the entire existing outstanding Class A interest, i.e., a 50% interest in
Trademarks.

Upon the closing of the exercise of the Class A option and the distribution of the loan proceeds on
May 24, 1999, Philip Morris obtained control of Trademarks, and the Company recognized a pre-tax
gain of $284,078 in its consolidated financial statements and established a deferred tax liability of
$103,100 relating to the gain. Upon exercise of the options in 2008 or 2010, the Company will be
reguired to pay tax in the amount of the deferred tax liability, which will be offset by the benefit of any
deferred tax assets, including any net operating losses, available to the Company at that time. The
Company's 1988 and 1999 federal income tax returns are being examined, and, although the
Company believes the positions reflected on its income tax returns are correct, there can be no

_ assurance that relevant taxing authorities may not challenge certain positions. if taxing authorities

were to assert that the Company incurred a tax obligation prior to the exercise date of these options
and the Company was required to make such tax payments prior to 2009 or 2010, its liquidity could
be adversely affected.

SALE OF WESTERN TOBACCO INVESTMENTS

On August 4, 2000, Brooke (Overseas) completed the sale of all of the membership interests of
Western Tobacco Investments LLC (“Western Tobacco Investments”) o Gallaher Overseas
(Holdings) Ltd. {(“Galiaher Overseas”). Brooke (Overseas) held its 99.8% equity interest in Liggett-
Ducat, one of Russia’s leading cigarette producers, through Western Tobacco Investments.

The purchase price for the sale consisted of $334,100 in cash and $64,400 in assumed debt and
capital commitments. The proceeds generated from the sale were divided among Brooke
(Overseas) and Western Realty Development LLC (“Western Realty Development”), a joint veniure
of New Valley and Apollo Real Estate investment Fund ill, L.P. (“Apollo”), in accordance with the
terms of the participating loan made by Western Realty Develcpment to Brooke (Overseas). Of the
cash proceeds from the fransaction after estimated closing expenses, Brooke (Overseas) received
$197,098, New Valiey received $57,208 and Apolio received $68,338. The Company recorded a gain
of $161,000 (including the Company’s share of New Valley's gain), net of income taxes and minority
interests, in connection with the sale in. the third quarter of 2000.
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20. DISCONTINUED OPERATIONS

The consolidated financial statements of the Company reflect New Valley's broker-dealer operations,
which were New Valley's primary source of revenues from May 1995 to December 2001, as
discontinued operations for all periods presented. Accordingly, revenues, costs and expenses, and
cash flows of the discontinued operations have been excluded from the respective captions in the .
consolidated statements of operations and consolidated statements of cash flows. The net operating
results of these entities have been reported, net of minority interests and applicable income taxes, as
“Income (loss} from discontinued operations,”. and the net cash flows of these entities have been
reported as “lmpact of discontinued operations.” :

in May 2001, GBI Capital Management Corp. acquired all. of the outstanding common stock of
~Ladenburg Thalmann & Co. Inc. (“Ladenburg Thalmann”), New Valley's 80.1% owned broker-dealer
subsidiary. The purchase price was 23,218,599 shares, $10,000 in cash and $10,000 principal

~ ' amount of senior convertible notes due December 31, 2005. Following ‘the transaction, the name of

" GBI, a public company listed on the American Stock Exchange, was changed to Ladenburg
Thalmann Financial Services Inc. (“LTS"). The notes bear interest at 7.5% per annum and are
convertible into 4,799,271 shares of LTS common stock. Upon closing, New Valley also acquired an
additional 3,945,060 shares of LTS from the former Chairman of LTS for $1.00 per share. Following

- completion of the transaction, New Valley owned 53.6% of the outstanding common stock of LLTS.

On November 30, 2001, New Valley announced that it would distribute its 22,543,158 shares of LTS
common stock to holders of New Valley common shares through a special dividend. On the same
date, Vector announced that it would, in turn, distribute the 12,694,929 shares of LTS common stock
that it would receive from New Valley to the holders of Vector's common stock as a special dividend.
The speciai dividends were accomplished through pro rata distributions of the LTS shares, paid on
December 20, 2001 to holders of record as of December 10, 2001. New Valley stockholders
received 0.988 of a LTS share for each share of New Valley, and Vector stockholders received 0.348
of a LTS share for each share of Vector. -

Followmg completcon of the -special dividend of the LTS’s shares New Valley contmues to hold
$8,010,000 principal .amount of LTS's senior convertible promissory notes, convertible into 3,844,216
shares of LTS common stock, and a warrant to purchase 100,000 shares of LTS common stock at
$1 .00 per share. (Refer to Note 21.)

Summarized operating results of the discontinued broker-dealer operations are as follows:

Year Ended December 31,

' ‘ . 2001" . 2000
. REVENUES .......oeveeciei e $88473 $90.111
(Loss) income from operations before o ‘
HNCOME taXS ....evviviiereiiireeee e {12,030) 6,298
(Benefit) provision for income taxes................ (1,356) 1,084
Minority interests ..........ccccoeniiiiniiiinn S 8,657 . (3,398)

Net (1088) INCOME ...+ $2447) - $ 1816

W Results of operations included for the period Jénuary 1 through December 20, 2001..

Gains on Disposal of Discontinued Operations. In 2001, Vector recognized a gain on disposal of
discontinued operations of $1,580 relating to New. Valley's adjustments of accruals established during
its bankrupicy proceedings in 1993 and 1994. In 2000, Vector recognized a gain on disposal of
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discontinued operations of $6,469 from adjustments of New Valley's bankruptcy accruals. The
reversal of the accruals reduced restruciurmg, employee benefit and various tax accruals previously
established.

NEW VALLEY CORPORATION .

Acquisition of Real Estate. In December 2002, New Valley purchased two office buildings in
Princeton, N.J. for a total purchase price of $54,000. New Valley financed a portion of the purchase
price through a borrowing of $40,500 from HSBC Realty Credit Corporation {USA). (Refer tc Note 8.)

Also in December 2002, New Valley and the other owners of Prudential Long Isiand Realty (“Reaity”)
contributed their interests in Realty to Montauk Battery Realty LLC ‘(“Montauk”), a newly formed
entity. New Valley acquired a 50% ownership interest in Montauk, an increase from its previous
37.2% interest in Realty as a result of an additional invesiment of $1, 400 by New Valley and the
redemption by Realty of various ownership interests.

Russian Real Estate. On April 30, 2002, New Valley sold the shares of BrookeMil Ltd., a wholly-
owned subsidiary, for approximately $22,000 before closing expenses. BreokeMil owned the two
Kremlin sites in Moscow, which were New Valley's remaining real estate holdings in Russia. Under
the terms of the Western Realty Repin LLC joint-venture of New Valley and Apollo, New Valley
received approximately $7,500 of the net proceeds from the sale and Apollo received approximately
$12,500 of the.proceeds. New Valley recorded a gain on sale of real estate of $8,484 for the year
ended December 31, 2002 in connection with the sale. New Valley also. recorded $767 in additional
general and administrative expenses in 2002 related to the closing of its Russian operations. The
expenses consisted principally of employee severance.

On December 21, 2001, Western Realty Development sold to Andante Limited, a Bermuda company,
all of the membership interests in its subsidiary Western Realty investments LLC, the entity through
which Western Realty Development owned the Ducat Piace i office building in Moscow, Russia, and
the adjoining site for the proposed development of Ducat Piace lil. The purchase price for the sale
was approximately $42,000 including the 'assumption of mortgage debt and payables. Of the net
cash proceeds from the sale, New Valley received approxrmately $22,000, and Apollo received
approximately $9,500. New Vailey recorded a loss of $21,842 in connection with the sale in 2001.

fadenburg. ln March 2002, LTS borrowed $2,500 from New Valley. The loan, which bears interest
at 1% above the prime rate, was due on the earlier of December 31, 2003 or the completron of one or
more equity financings where LTS receives at least $5,000 in total proceeds. in July 2002, LTS
borrowed an additional $2,500 from New Valley on the same terms. In November 2002, New Valiey
agreed, in connection with a $3,500 loan to LTS by an affiliate of its clearing broker, to extend the
maturity of the notes tc December 31, 2006 and to subordinate the notes to the repayment of the
loan.

During 2002, LTS incurred significant operating losses as its revenues and liquidity were adversely
affected by the overall declines in the U.S. equity markets and the continued weak operating
environment for the broker-deater industry. Accordingly, New Valley evaluated its ability to coilect the
$13,198 of notes and interest receivable from LTS at September 30, 2002. These notes receivable
include the $5,000 of notes discussed above and the $8,010 convertible note issued to New Valley in
May 2002 in connection with the LTS acquisition. New Valley determined, based on then current
trends in the broker-dealer industry and LTS's operating results and liquidity needs, that a reserve for
uncollectibility should be established against these notes and interest receivable. As a result, New
Valley recorded a charge of $13 1]98 in the third quarter of 2002.
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On October 8, 2002, LTS borrowed an additional $2,000 from New Valley. The loan, which bore
interest at 1% above the prime rate, was repaid in December 2002 with the proceeds from the ioan to
LTS from an affiliate of its clearing broker.

Other. In October 1899, New Valley's Board of Directors authorized the repurchase of up io
2,000,000 common shares from time to .time on the open market or in privately negotiated
transactions depending on market conditions. As of December 31, 2002, New Valley had
repurchased 867,043 shares for approximately $3,344. At December 31, 2002, the Company owned
57.3% of New Valley's common shares.

In the fourth quarter of 2001, New Valley settled a lawsuit against certain of its former insurers, which
resulted in income of $17,620. The litigation arose out of the insurers’ participation in a program of
insurance covering the amount of fuel in the Westar IV and V communication satellites owned by
New Valley's former Western Union satellite business, which was sold in 1989. The two satellites,
each of which were launched in 1982 with an expected ten-year life, had shortened lives due to
insufficient fuel. In the settlement, New Valley received payment from the insurers for the shortened
lives of the two satellites. The settlement calls for dismissal of the lawsuit against the settling
insurers as well as dismissal of the counterclaims brought against New Valley by these insurers.

SEGMENT INFORMATION

The Company’s significant business segments for the year ended December 31, 2002 were Liggett,
Vector Tobacco and real estate. The Liggett segment consists of the manufacture and sale of
conventional cigarettes and, for segment reporting purposes, includes the operations of Medallion
acquired on April 1, 2002 (which operations are held for legal purposes as part of Vector Tobacco).
The Vector Tobacco segment includes the development and marketing of new reduced carcinogen
and low nicotine and nicotine-free cigarette products and, for segment reporting purposes, excludes
the operations of Medallion. . The Company’'s significant business segments for the year ended
December 31, 2002 and 2001 were Liggett, Vector Tobacco and real estate. The Company's
significant business segments for the year ended December 31, 2000 were Liggett, Liggett-Ducat,
Vector Tobacco and real estate.
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Financial information for the Company’ s continuing operations before taxes and mlnonty interests for -
the years ended December 31, 2002, 2001 and 2000 follows:

Vector Liggett-  Real Corporate'?

Liggett  TYobacce  Ducat!" ‘Estate and Other Total
2002 ‘
REVENUES ..ot $494975 § 7,442 - $ 1,001 $ - - $503,418
Operating iNCOME...........ovvr.ronn. 102,718  (88,159) - (578) (32,688) (18,707)
ldentifiable assets.........ccceeuenen. 175,051 195,214 - 62,755 275,475 708,495
Depreciation and amortization . 5,634 5,166 - 245 - 2,818 13,863
Capital expenditures .......... e 18,078 16,863 - 54,045 5,750 96,636
2001
Revenues....... eeereeees e $432,918 $ 4,498 - % 98668 @ § - $447 382
Operating INCOMS........corvvennns 107,052  (48,643) - 413 (27.479) 31,343
identifiable assets........cccevneee. 174,342 93,533 - 10,581 410,447 688,903
Depreciation and amortization . 4,586 1,686 - 2,353 1,348 9,973
Capital expenditures ................ 18,746 41,224 - 1,762 15,368 77,100
2000
REVENUES ..o $304,584 $ - - $107263 § 3,198 $ P $415,055
Operating income..........ccoeeenes 71,434 {15,459) {5,667) (5,335) (4,872)- 40,101
Identifiable assels ....c.ccccuenene. 108,662 12,006 1,252 137,185 166,743 425,848
Depreciation and amortization . 4,505 22 5,870 1,020 6 141,523

Capital expenditures ................ 13,387 790 9,000 3,663 ' - © 26,840

(1) Liggett-Ducat’s revenues and operating income are included through the seven months ended July 31, 2000.
(2) For 2000, the assets of the discontinued broker-dealer segment are included in Corporate and other.
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23. QUARTERLY FINANGCIAL RESULTS (UNAUDITED)

Quarterly data for the year ended December 31, 2002 and 2001 are as follows:

REVENUES ......oovrerrveeeeeee e
Operating income (108S) ...cccvvvrervennnn.

(Loss) income from continuing

Operations.......c.cocccerevircccnnenseren s

Income (loss) from discontinued

OPErationS ....c.oovvireiennrenne i e

Net (loss) income applicable to

common shares ..o,

*Per basic common share:

(Loss) income from continuing

OPErations......ccecevvvverivcvresrenseee e,

Income (loss) from discontinued

OPErationS......ccceevrnerirereeesiesseen s

Net (loss) income applicable to

COMMON ShareS.....occcvveievverireerrennens

*Per diluted common share:

(Loss) income from continuing

operations.........c.cccevevcirn e e,

Income (loss) from discontinued

operations......ccccceeeveeei e,

Net (loss) income applicable to

COMMON Shares .......ovoveeerveernnnrnnenns
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December 31, | September 30, ‘ June 30, } March 31,
2002 2002 2002 2002

$124,472 $141,714 $140,050 $ 97,182

............ 875 314 (4,844) (15,052)
(8,423) (8,166) (3,342) (11,863)

$_(8.423) $_(8.166) $_(3.342) $.(11.863)

$(0.24) $(0.23) $(0.10) $(0.34)

$(Q.24) $(Q.23) $(Q.10) $Q.34)

$(0.24) $(0.23) $(0.10) © $(0.34)

$(Q.24) $0.23) $(@.10) $Q.34)
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December 31, | September 30, l June 30, , March 31,

2001 2001 2001 2001

REVENUES ...eceevvererererrerer e esisriesrisressinineanne $136,856 $122,766 $110,077 $77,683
Operating (108S) INCOME..c..ooviivinniinirereniiienns (6,216) 17,000 19,388 1,171
(Loss) income from continuing

OPETALIONS c.uveveeerriereerreeeere e e {1,467) 8,476 11,564 2,627
Income (loss) from discontinued . _

OPErations ...c.ceeveeciincn s 411 (1,107) 256 97 ..
Net {loss) income applicable to

COMMION SNATES....ciivereireiereeestreeevecereneereasees $_(1,056) $__7.369 $_11.820 $_2.530
*Per basic common share:
(Loss) income from continuing

OPEFALiONS ..covevveirerceeererit s $(0.04) $0.26 $0.39 $0.09
Income (loss) from discontinued

operations ......... i eteet et e et eetee e e et eeetes 0.01 {0.03) 0.01 -
Net (loss} income applicable to

COMIMON ShAES.....cccocviiiiiie e e $(0.03) $.0.23 $.0.40 $.0.09
*Per diluted common share:
{Loss) income from continuing

ODPETALONS ..eeveeie ettt $(0.04) $0.22 $0.32 $0.08
Income (loss) from discontinued

OPErations .....ceceevvvevienninsieneesne et 0.01 0.03) 0.01 =
Net {loss) income applicable to

COMMON SHAFES....c.ooveiirrerini e $(0.03) $0.19 $0.33 $0.08

*Per share computations include the impact of 5% stock dividends paid on September 27, 2002 and September 28, 2001.
Quarterly basic and diluted net income or loss per common share were computed independently for each quarter and do not
necessarily fotal to the year to date basic and diluted net income per common share.
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{Dollars in Thousands)
Additions
Balance at Charged to Balance
Beginning Costs and atEnd
Description of Period Expenses Deductions of Period
Year ended December 31, 2002
Allowances for;
Doubtful accounts......ccocvvvrvvmmeann. $ 238 $ 1,627 $ 366 $ 1,499
Cash discounts........ccceeevvrerecvnenne. 1,863 29,740 30,854 749
Sales returns ........oeeeeiecviine . 3,894 5,053 - 8,947
Total .o $5.995 $36,420 $31,220 $11,195
Year ended December 31, 2001
Allowances for:
Doubtful accounts .......cceveerueeenee.. $ 565 $ 79 $ 406 $ 238
Cash discounts.......ccocveeereevriicnnnn, 508 26,166 24,811 1,863
Sales retums ......cceeeevreeeeeeinnninns 3,690 204 - 3.894
TOtAl eeeeeeee e, $4,763 $26,449 $25.217 $5,995
Year ended December 31, 2000
Allowances for:
Doubtful accounts........cccoeeeeunn.... $ 691 $ 253 $ 379 $ 565
Cash discounts........cccceeevereennneen. 311 18,867 18,670 508
Sales retumns ...... rerrereeereaesrenreanrnes 4,190 - 500 3,690
Total .o ‘ $5,192 $19.120 $19,549 $4,763
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stock is listed on the New York
Stock Exchange.

(ticker symbol VGR)

Transfer Agent and Registrar:

American Stock Transfer &
Trust Company

59 Maiden Lane

New York, NY 10038
Telephone: (718) 921-8200

Board of Directors:

Bennett S. LeBow
Chairman of the Board and Chief
Executive Officer

Howard M. Lorber
President and Chief Operating
Officer

Robert J. Eide
Chairman and Treasurer,
Acegis Capital Corp.

Jeffrey S. Podell”?
Chairman of the Board and
President,

Newsote, Inc.

Jean E. Sharpe’

Private Investor

Tdudit Committee
“Compensation Committee

Corporate Officers:

Bennett S. LeBow
Chairman of the Board and Chief
Executive Officer

Howard M. Lorber
President and Chief Operating
Officer

Richard J. Lampen
Executive Vice President

Joselynn D. Van Siclen
Vice President, Treasurer
And Chief Financial Officer

Marc N. Bell
Vice President, Secretary and
General Counsel
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