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PART I

Item 1 Business
General

UST Inc. was formed on December 23, 1986 as a Delaware corporation to serve as a new publicly-held holding
company for United States Tobacco Company ( USTC ), which was formed in 1911. Pursuant to a reorganization
approved by stockholders at the 1987 Annual Meeting, USTC became a wholly-owned subsidiary of UST Inc. on
May 5, 1987, and UST Inc. continued in existence as a holding company. Effective January 1, 2001, USTC changed
its name to U.S. Smokeless Tobacco Company ( USSTC ). UST Inc., through its subsidiaries (collectively Registrant or
the Company unless the context otherwise requires), is engaged in the manufacturing and marketing of consumer
products in the following operating segments:

Smokeless Tobacco Products: The Company s primary activities are the manufacturing and marketing of

smokeless tobacco.

Wine: The Company produces and markets premium varietal and blended wines.

All Other Operations: The Company s international operations, which market moist smokeless tobacco, is

included in all other operations.

The Company s website address is www.ustinc.com. The Company makes available free of charge through its
website its annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and all
amendments to those reports as soon as reasonably practicable after such material is electronically filed with or
furnished to the Securities and Exchange Commission.

Operating Segment Data

The Company hereby incorporates by reference the Consolidated Segment Information pertaining to the years
2002 through 2004 set forth herein on pages 54-55.

SMOKELESS TOBACCO PRODUCTS

Principal Products

The Company s principal smokeless tobacco products and brand names are as follows:

Moist

COPENHAGEN,
SKOAL LONG
CUT, SKOAL,
COPENHAGEN
LONG CUT,
RED SEAL,
SKOAL
BANDITS,
COPENHAGEN
POUCHES,
SKOAL
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POUCHES,
ROOSTER,
HUSKY
Dry

BRUTON, CC,
RED SEAL

Reports with respect to the health risks of tobacco products have been publicized for many years, and the sale,
promotion and use of tobacco continue to be subject to increasing governmental regulation. Since 1964, the Surgeon
General of the United States and the Secretary of Health and Human Services have released a number of reports
linking cigarette smoking with a broad range of adverse health effects, including various types of cancer, coronary
heart disease, and chronic lung disease, and discussing the health risks of environmental tobacco smoke. Since 2000, a
major cigarette manufacturer has stated its agreement with the overwhelming medical and scientific consensus that
cigarette smoking causes lung cancer, heart disease, emphysema and other serious diseases in smokers. In 1985, the
Company ceased entirely its cigarette manufacturing operations.

In 1986, a Surgeon General s Report reached the judgment that smokeless tobacco use can cause cancer and can
lead to nicotine dependence or addiction. At the time, 17 epidemiological studies reporting data or information
regarding smokeless tobacco and oral cancer had been published. Also in 1986, Congress passed the Comprehensive
Smokeless Tobacco Health Education Act of 1986, which requires the following warnings on smokeless tobacco
packages and advertising: WARNING: THIS PRODUCT MAY CAUSE MOUTH CANCER, = WARNING: THIS
PRODUCT MAY CAUSE GUM DISEASE AND TOOTH LOSS, WARNING: THIS PRODUCT IS NOT A SAFE
ALTERNATIVE TO CIGARETTES. In Canada, in addition to
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similar warnings, legislation requires the following warning: THIS PRODUCT IS HIGHLY ADDICTIVE. Since the
publication of the 1986 Surgeon General s Report, there have been, to the Company s knowledge, 19 additional
relevant epidemiological studies published, more than 70% of which do not report a statistically significant

association between smokeless tobacco and oral cancer.

In light of scientific research taken as a whole, the Company does not take the position that smokeless tobacco is
safe. Perhaps more importantly, however, the Company believes that there is considerable agreement in the scientific
community that the use of smokeless tobacco involves significantly less risk of adverse health effects than cigarette
smoking. In the United States, the Institute of Medicine, in a report published in 2001 entitled Clearing The Smoke
Assessing the Science Base for Tobacco Harm Reduction..., concluded that, regarding smokeless tobacco, the overall
risk is lower than for smoking and that smokeless tobacco may be a valid substitute for cigarette smoking.... In 2003, a
paper authored by researchers at the Centers for Disease Control and Prevention (CDC) stated that [i]n general, most
public health authorities agree that SL'T [smokeless tobacco] is less hazardous than cigarette use in terms of overall
mortality when evaluated in the context of lifetime exclusive use. In December 2002, Britain s Royal College of
Physicians (RCP), one of the world s most prestigious medical institutions, issued a report entitled Protecting Smokers,
Saving Lives, which focused on recommendations for tobacco regulatory policy in the United Kingdom. With respect
to smokeless tobacco, the RCP report concluded that the consumption of non-combustible tobacco is of the order of
10-1,000 times less hazardous than smoking, depending on the product. In 2003, a report published by leading
European public health advocates, entitled European Union policy on smokeless tobacco: A statement in favour of
evidence-based regulation for public health concluded that some American smokeless tobaccos are at least 90% less
hazardous than cigarette smoking and that there are very substantial benefits in reduced risk to anyone that switches
from smoking to smokeless tobacco.... Also, in October 2003, the Parliamentary Under Secretary of State for Public
Health in the United Kingdom stated in a letter that [t]here is no doubt that oral tobacco use is considerably less
dangerous than cigarette smoking.... And in December 2004, researchers funded by the National Cancer Institute
published a paper in which they reported on the opinions of an expert panel regarding the comparative mortality risks
related to low-nitrosamine smokeless tobacco products and conventional cigarettes. The researchers reported that [i]n
comparison with smoking, experts perceive at least a 90% reduction in the relative risk of LN-SLT [low-nitrosamine
smokeless tobacco] use.

Irrespective of the above, data from some surveys measuring the public s perception of the relative risks of
smokeless tobacco compared to cigarette smoking indicate that at least 80% of smokers believe smokeless tobacco is
as dangerous as cigarette smoking.

Nevertheless, as the debate accelerates regarding tobacco harm reduction and the possible role of smokeless
tobacco as part of a public health strategy to reduce cigarette smoking, a growing number of researchers have begun
advocating that cigarette smokers who do not quit and do not use medicinal nicotine products should switch
completely to smokeless tobacco products. Based on surveys in the United States indicating that at least half of the
46-50 million adult smokers are looking for an alternative, the Company believes that there is a significant
opportunity for manufacturers of smokeless tobacco products to have a constructive role in any tobacco harm
reduction strategy assuming appropriate measures are implemented from a public health perspective.

As indicated above, in 1986, federal legislation was enacted regulating smokeless tobacco products by, inter alia,
requiring health warning notices on smokeless tobacco packages and advertising and prohibiting the advertising of
smokeless tobacco products on media subject to the jurisdiction of the Federal Communications Commission. A
federal excise tax was imposed in 1986, which was increased in 1991, 1993, 1997, 2000 and 2002. Also, in recent
years, other proposals have been made at the federal level for additional regulation of tobacco products including,
among other things, the requirement of additional warning notices, the disallowance of advertising and promotion
expenses as deductions under federal tax law, a ban or further restriction of all advertising and promotion, regulation
of environmental tobacco smoke and increased regulation of the manufacturing and marketing of tobacco products by
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new or existing federal agencies. Substantially similar proposals will likely be considered in 2005.

In recent years, various state and local governments continued the regulation of tobacco products, including,
among other things, the imposition of significantly higher taxes, increases in the minimum age to purchase tobacco
products, sampling and advertising bans or restrictions, ingredient and constituent
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disclosure requirements, regulation of environmental tobacco smoke and significant tobacco control media campaigns.
Additional state and local legislative and regulatory actions will likely be considered in 2005. The Company is unable
to assess the future effects these various actions may have on its smokeless tobacco business.

On August 28, 1996, the Food and Drug Administration (the FDA ) published regulations asserting unprecedented
jurisdiction over nicotine in tobacco as a drug and purporting to regulate smokeless tobacco products as a medical
device. The Company and other smokeless tobacco manufacturers filed suit against the FDA seeking a judicial
declaration that the FDA has no authority to regulate smokeless tobacco products. On March 21, 2000, the United
States Supreme Court ruled that the FDA lacks jurisdiction to regulate tobacco products.

Proposals for comprehensive federal regulation of tobacco products will continue to be considered. To date, the
Company has opposed such proposals because they fail completely to recognize that smokeless tobacco is distinctly
different from cigarettes. As a result, the current proposals preserve the status quo in favor of the manufacturers of
conventional cigarettes. The Company would consider supporting federal regulation of tobacco products if the
proposed regulatory regime included the following components:

(1) a meaningful regulatory process whereby the agency could certify, based upon submissions by a
manufacturer, that the use of smokeless tobacco involves significantly less risk of adverse health effects than
cigarette smoking;

(2) a meaningful regulatory process whereby the agency could approve, based upon the submission of a
manufacturer, comparative risk communications to current adult users of tobacco products, e.g., cigarette smokers
who do not quit and do not use medicinal nicotine products should switch completely to smokeless tobacco
products; and

(3) a meaningful regulatory process whereby the severity of any provisions regarding regulation of ingredients,
constituents, advertising, promotion and availability could be reduced for products that were classified on a
continuum as involving less risk (e.g., less restrictive regulations for products classified as significantly reduced
risk, such as smokeless tobacco).

Such a risk-based regulatory framework for product regulation would mean that the level of regulatory control
exercised over a given product would be proportional to the risk posed by that product, rather than the statutory or
regulatory definition that the product may fall under. More importantly, a risk-based regulatory approach is consistent
with, and would advance, the objectives of public health.

On November 23, 1998, the Company entered into the Smokeless Tobacco Master Settlement Agreement (the

STMSA ) with attorneys general of various states and U.S. territories to resolve the remaining health care cost
reimbursement cases initiated by various attorneys general against the Company. The STMSA required the Company
to adopt various marketing and advertising restrictions and make payments potentially totaling $100 million, subject
to a minimum 3% inflationary adjustment per annum, over a minimum of ten years for programs to reduce youth
usage of tobacco and combat youth substance abuse and for enforcement purposes. The period over which the
payments are to be made is subject to various indefinite deferral provisions based upon the Company s share of the
smokeless tobacco segment of the overall tobacco market (as defined in the STMSA).

On October 22, 2004, the Fair and Equitable Tobacco Reform Act of 2004 (the Tobacco Reform Act ) was enacted
in connection with a comprehensive federal corporate reform and jobs creation bill. The Tobacco Reform Act
effectively repeals all aspects of the U.S. federal government s tobacco farmer support program, including marketing
quotas and nonrecourse loans. As a result of the Tobacco Reform Act, the Secretary of Agriculture will impose
quarterly assessments on tobacco manufacturers and importers, not to exceed a total of $10.1 billion over a ten-year
period from the date of enactment. Amounts assessed by the Secretary will be impacted by a number of allocation
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factors, as defined in the Tobacco Reform Act. These quarterly assessments will be used to fund a trust to compensate,
or buy out, tobacco quota farmers, in lieu of the repealed federal support program. The Company does not believe that
the assessments imposed under the Tobacco Reform Act will have a material adverse impact on its consolidated
financial position, results of operations or cash flows in any reporting period.
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Raw Materials

Except as noted below, raw materials essential to the Company s business are generally purchased in domestic
markets under competitive conditions.

The Company purchased all of its leaf tobacco from domestic suppliers in 2004, as it has for the last several years.
Various factors, including the level of domestic tobacco production, can affect the amount of tobacco purchased by
the Company from domestic sources. Tobaccos used in the manufacture of smokeless tobacco products are processed
and aged by the Company for a period of two to three years prior to their use.

The Company or its suppliers purchase certain flavoring components used in the Company s tobacco products from
foreign sources.

At the present time, the Company has no reason to believe that future raw material requirements for its tobacco
products will not be satisfied. However, the continuing availability and the cost of tobacco is dependent upon a variety
of factors which cannot be predicted, including weather, growing conditions, local planting decisions, overall market
demands and other factors.

In addition, as the Tobacco Reform Act repeals the federal tobacco price support and quota programs beginning
with the 2005 tobacco buying season and contains no price guarantee or production control provisions, tobacco can be
grown anywhere in the United States, with no volume limitations or price protection. As such, the Company believes
that the Tobacco Reform Act may favorably impact the cost of its future leaf tobacco purchases. Grower contracting
for the 2005 tobacco buying season is substantially complete with lower contracted costs compared to the 2004
tobacco buying season. Despite these indications, it is still too early to estimate, however, the significance of the
Tobacco Reform Act s effects on the overall United States leaf tobacco market, in terms of supply and demand.

Working Capital

The principal portion of the Company s operating cash requirements relates to its need to maintain significant
inventories of leaf tobacco, primarily for manufacturing of smokeless tobacco products, to ensure an aging process of
two to three years prior to use.

Customers

The Company markets its moist smokeless tobacco products throughout the United States principally to
wholesalers and chain stores. Approximately 32.3 percent of the Company s gross sales of tobacco products are made
to four customers, one of which, McLane Co. Inc., a national distributor, accounts for approximately 16.9 percent of
the Company s consolidated revenue. The Company has maintained satisfactory relationships with its customers for
many years.

Competitive Conditions

The tobacco manufacturing industry in the United States is composed of at least four domestic companies larger
than the Company and many smaller ones. The larger companies concentrate on the manufacture and marketing of
cigarettes. The Company is a well established and major factor in the smokeless tobacco sector of the overall tobacco
market. Consequently, the Company competes actively with both larger and smaller companies in the marketing of its
tobacco products. The Company s principal methods of competition in the marketing of its tobacco products include
quality, advertising, promotion, sampling, price, product recognition, product innovation and distribution.
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WINE

The Company is an established producer of premium varietal and blended wines. CHATEAU STE. MICHELLE
and COLUMBIA CREST varietal table wines and DOMAINE STE. MICHELLE sparkling wine are produced by the
Company in the state of Washington and marketed throughout the United States. The Company also produces and
markets two California premium wines under the labels of VILLA MT. EDEN and CONN CREEK. Approximately
42.5 percent of the Company s wine segment gross sales are made to two distributors, neither of which accounts for
more than 28.3 percent of total wine segment gross sales. Substantially all wines are sold through state-licensed
distributors with whom the Company maintains satisfactory relationships.

It has been claimed that the use of alcohol beverages may be harmful to health. In 1988, federal legislation was
enacted regulating alcohol beverages by requiring health warning notices on alcohol beverages. Effective in 1991, the
federal excise tax on wine was increased from $.17 a gallon to $1.07 a gallon for those manufacturers that produce
more than 250,000 gallons a year, such as the Company. In recent years at the federal level, proposals were made for
additional regulation of alcohol beverages including, but not limited to, an excise tax increase, modification of the
required health warning notices and the regulation of labeling, advertising and packaging. Substantially similar
proposals will likely be considered in 2005. Also in recent years, increased regulation of alcohol beverages by various
states included, but was not limited to, the imposition of higher excise taxes and advertising restrictions. Additional
state and local legislative and regulatory actions affecting the marketing of alcohol beverages will likely be considered
during 2005. The Company is unable to assess the future effects these regulatory and other actions may have on the
sale of its wines.

The Company uses grapes harvested from its own vineyards, as well as grapes purchased from independent
growers located in Washington and California and purchases bulk wine from other sources. Total grape tonnage
harvested and purchased in 2004 is adequate to meet expected demand.

The Company s principal competition comes from many larger, well-established national and international
companies, as well as many smaller wine producers. The Company s principal methods of competition include quality,
price, consumer and trade wine tastings, competitive wine judging and advertising. The Company is a minor
participant in the total nationwide business of producing wines.

ALL OTHER OPERATIONS

All Other Operations consists of the Company s international operations, which market moist smokeless tobacco
in select markets. Prior to June 18, 2004, All Other Operations also included the cigar operation which manufactured
and marketed the premium cigar brands of DON TOMAS, ASTRAL and HELIX. The cigar operation was transferred
to a smokeless tobacco competitor on June 18, 2004, in connection with the agreement to resolve an antitrust action.
Neither of the above, singly, constituted a material portion of the Company s operations.

ADDITIONAL BUSINESS INFORMATION

Environmental Regulations
Compliance with federal, state and local provisions regulating the discharge of materials into the environment or

otherwise relating to the protection of the environment has not had a material effect upon the capital expenditures,
earnings or competitive position of the Company.
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Number of Employees

The Company s average number of employees during 2004 was 5,100.
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Trademarks

The Company markets consumer products under a large number of trademarks. All of the Company s trademarks
either have been registered or applications therefor are pending with the United States Patent and Trademark Office.

Seasonal Business
No material portion of the business of any operating segment of the Company is seasonal.
Orders

Backlog of orders is not a material factor in any operating segment of the Company.

Item 2 Properties

All of the principal properties in the Company s operations were utilized only in connection with the Company s
business operations. The Company believes that the properties described below at December 31, 2004 were suitable
and adequate for the purposes for which they were used, and were operated at satisfactory levels of capacity. All
principal properties are owned in fee by the Company.

Smokeless Tobacco Products

The Company owns and operates three principal smokeless tobacco manufacturing and processing facilities
located in Franklin Park, Illinois; Hopkinsville, Kentucky; and Nashville, Tennessee.

Wine

The Company owns and operates seven wine-making facilities five in Washington state and two in California. In
addition, it owns and operates vineyards in Washington state and California.

Item 3 Legal Proceedings

The Company has been named in certain health care cost reimbursement/third party recoupment/ class action
litigation against the major domestic cigarette companies and others seeking damages and other relief. The complaints
in these cases on their face predominantly relate to the usage of cigarettes; within that context, certain complaints
contain a few allegations relating specifically to smokeless tobacco products. These actions are in varying stages of
pretrial activities.

The Company believes that these pending litigation matters will not result in any material liability for a number of
reasons, including the fact that the Company has had only limited involvement with cigarettes and the Company s
current percentage of total tobacco industry sales is relatively small. Prior to 1986, the Company manufactured some
cigarette products which had a de minimis market share. From May 1, 1982 to August 1, 1994, the Company
distributed a small volume of imported cigarettes and is indemnified against claims relating to those products.

Smokeless Tobacco Litigation

Table of Contents 16



Edgar Filing: UST INC - Form 10-K

In Susan Smith, as Guardian for William Cole Cooper, a Minor v. UST Inc., et al., United States District Court
for the District of Idaho (Civ.04-170-E-BLW), this action was brought against the Company on behalf of a minor
child alleging that his father died of cancer of the throat as a result of his use of the Company s smokeless tobacco
product. Plaintiff also alleges addiction to nicotine and seeks unspecified compensatory damages and other relief.

In Charles Swanson, et al. v. United States Tobacco Company, et al., Circuit Court of Cook County, Illinois,
County Department, Chancery Division (No. 97CH004873), this action, which was brought against the Company by
individual plaintiffs, purports to state a class action on behalf of themselves and all other persons similarly situated
alleging that the Company manipulates the nicotine levels and absorption rates
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in its smokeless tobacco products and seeking to recover monetary damages in an amount not less than the purchase
price of the Company s smokeless tobacco products and certain other relief. The purported class excludes all persons
who claim any personal injury as a result of using the Company s smokeless tobacco products.

In Matthew Vassallo, et al., v. United States Tobacco Company, et al., Circuit Court of the 11th Judicial District,
Miami-Dade County, Florida (Case No.: 02-28397 CA-20), this purported class action was brought against the
Company by six individuals on behalf of themselves and all others similarly situated against various smokeless
tobacco manufacturers including the Company and certain other organizations for personal injuries, including cancers
of the mouth and larynx, oral lesions, leukoplakia, facial disfigurement, gum and tooth loss, fear of cancer, death and
depression and other injuries allegedly resulting from the use of defendants smokeless tobacco products. Plaintiffs
also claim nicotine addiction and seek unspecified compensatory damages and certain equitable and other relief,
including, but not limited to, medical monitoring.

The Company also is named in certain actions in West Virginia brought on behalf of individual plaintiffs against
cigarette manufacturers, smokeless tobacco manufacturers, and other organizations seeking damages and other relief
in connection with injuries allegedly sustained as a result of tobacco usage, including smokeless tobacco products.
Included among the plaintiffs are six individuals alleging use of the Company s smokeless tobacco products and
alleging the types of injuries claimed to be associated with the use of smokeless tobacco products; five of the six
individuals also allege the use of other tobacco products.

The Company was served with a Summons and Complaint on February 24, 2005 in an action entitled Kelly June
Hill, Executrix and Fiduciary of the Estate of Bobby Dean Hill, et al.v. U.S. Smokeless Tobacco Company,
Connecticut Superior Court, Judicial District of Stamford. This action was brought by a plaintiff individually, as
Executrix and Fiduciary of the Estate of Bobby Dean Hill, and on behalf of their minor children for injuries, including

squamous cell carcinoma of the tongue , allegedly sustained by decedent as a result of his use of the Company s
smokeless tobacco products. The Complaint also alleges addiction to smokeless tobacco. The Complaint seeks
compensatory and punitive damages in excess of $15,000 and other relief.

The Company believes, and has been so advised by counsel handling the foregoing cases, that it has a number of
meritorious defenses to all such pending litigation. Except as to the Company s willingness to consider alternative
solutions for resolving certain regulatory and litigation issues, all such cases are, and will continue to be, vigorously
defended.

Antitrust Litigation

In In Re: Smokeless Tobacco Antitrust Litigation (formerly Keystone Tobacco and Mutual Wholesale Services
actions consolidated on January 8, 2001), United States District Court for the District of Columbia (Civil Action
No.: 1:00CV01415), an action filed on behalf of wholesalers/distributors of the Company s smokeless tobacco
products alleging that the Company engaged in conduct that violates the federal antitrust laws, the Company has
reached a settlement with more than 550 of its direct purchasing customers (wholesalers and distributors) who are
potential class members in this putative class action and who represent more than 88% of the Company s sales volume
based on 2002 sales revenue. For those direct purchasing customers who agreed to settle the lawsuit and release all
claims against the Company, the Company agreed to delay a planned reduction of its prompt-payment discount terms.
The effect of this settlement delayed cost savings in 2003 and had no material adverse effect on the Company s
consolidated financial results. In January 2004, the Company made a second settlement offer to those direct
purchasers that chose not to settle the litigation in 2003. Direct purchasers that have settled pursuant to the first and
second settlement offers represented over 93% of the Company s sales volume based on 2002 sales revenues. In
November 2004, the Company entered into a Settlement Agreement with the remaining direct purchasers. The
Settlement Agreement has been preliminarily approved by the U.S. District Court for the District of Columbia.

Table of Contents 18



Edgar Filing: UST INC - Form 10-K

The Company has entered into a settlement with indirect purchasers in the states of Arizona, Florida, Hawaii,
Iowa, Mississippi, Nevada, New Mexico, North Carolina, North Dakota, South Dakota, Tennessee, Vermont and West
Virginia and in the District of Columbia ( Settlement ). Pursuant to the Settlement, adult consumers will receive
coupons redeemable on future purchases of the Company s moist smokeless tobacco products. The Company will pay
all administrative costs of the Settlement and attorneys fees. The Company
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also intends to pursue settlement, on substantially similar terms, of other indirect purchaser actions not covered by the
agreement.

The Company also is named as a defendant in a number of purported class actions in the states of Maine, New
Hampshire, New York, Vermont (motion to dismiss pending since indirect purchasers in Vermont are already part of
the Settlement described above) and Wisconsin, which are not included in the Settlement described above. In addition,
the Company is named in class actions in the states of California and Kansas. Each of these actions are brought by
indirect purchasers (consumers and retailers) of the Company s smokeless tobacco products during various periods of
time ranging from January 1990 to the date of certification or potential certification of the proposed class. Plaintiffs in
those actions allege that, individually and on behalf of putative class members in a particular state or individually and
on behalf of class members in the states of California and Kansas, the Company violated the antitrust laws, unfair and
deceptive trade practices statutes and/or common law of those states. Plaintiffs seek to recover compensatory and
statutory damages in an amount not to exceed $75,000, individually or per putative class member, and certain other
relief. The indirect purchaser actions are similar in all material respects.

In In Re: Massachusetts Smokeless Tobacco Litigation (formerly the Ayres and Gavin actions consolidated on
November 6, 2003 and the Elichalt action consolidated on February 14, 2005), Superior Court of Massachusetts,
Suffolk Division (No. 03-5038), on December 7, 2004, the Court granted plaintiffs motion for class certification,
thereby certifying a class of indirect purchasers of the Company s moist smokeless tobacco products in the state of
Massachusetts for the period January 1, 1990 to the present.

In Jon Ren, et al. v. United States Tobacco Company, et al., Circuit Court of Michigan, Wayne County
(No. 04-406325 CZ), on February 28, 2005, the court approved the Stipulation of Settlement between the Company
and all indirect purchasers of the Company s smokeless tobacco products in the states of Michigan and Minnesota.
Pursuant to the settlement, adult consumers will receive coupons redeemable on future purchases of the Company s
smokeless tobacco products. The Company will pay all administrative costs of the settlement and attorneys fees.

The Company recorded a charge of $40 million in 2003, which represented the best estimate of the total costs to
resolve all indirect purchaser actions.

Each of the foregoing actions is derived directly from the previous antitrust action brought against the Company
by its competitor, Conwood Company L.P. For the plaintiffs in the putative class actions to prevail, they will have to
obtain class certification to the extent not previously done. All of the plaintiffs in the above actions will have to obtain
favorable determinations on issues relating to liability, causation and damages. The Company believes, and has been
so advised by counsel handling these cases, that it has meritorious defenses in all such cases. The Company intends to
pursue settlement of these indirect purchaser actions on substantially similar terms as the Settlement described above.
Except as to the Company s willingness to consider alternative solutions for resolving such cases, all such cases are,
and will continue to be, vigorously defended.

Item 4 Submission of Matters to a Vote of Security Holders

Not applicable.
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PART II

Item S Market for Registrant s Common Equity, Related Stockholder Matters and
Issuer Purchases of Equity Securities

(a) The Company s Common Stock is listed on the New York Stock Exchange ( NYSE ) and the Pacific Exchange,
Inc. under the symbol UST . As of January 31, 2005, there were approximately 6,820 stockholders of record of
the Company s Common Stock. The table below sets forth the high and low sales prices as reported by the
NYSE Composite Tape and the cash dividends per share declared in each quarter and the year of fiscal years

2004 and 2003.
2004 2003
Cash Cash
High Low Dividends High Low Dividends
First Quarter $38.98 $34.00 $.52 $34.82 $2673 $.50

Second Quarter
39.00 3535 .52 37.79 26.90 .50
Third Quarter
40.71 35.66 .52 36.64 31.62 .50
Fourth Quarter
48.97 39.56 .52 36.52 33.54 .50

Year
$48.97 $34.00 $2.08 $37.79 $26.73 $2.00

(c) The following table presents the monthly share repurchases during the quarter ended December 31, 2004:

Maximum
Total Number of
Number  Shares

of that
Shares May Yet

Be
Total Averagepurcal;ased Purchased
Number Price Piflte()f Under the

of Shares I;::;l Repurchasdepurchase

Purchased Share Programs!Programs™®

October (10/1/2004 - 10/31/2004) 281,200 $40.48 281,200 3,288,689
November (11/1/2004 - 11/30/2004)
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312,600 $43.53 312,600 2,976,089
December (12/1/2004 - 12/31/2004)
1,324,100 $47.29 1,324,100 21,651,989

Total
1,917,900 $45.67 1,917,900

(1) In October 1999, the Company s Board of Directors authorized a program to repurchase shares of its outstanding
common stock up to a maximum of 20 million shares. There is currently no stated expiration date for this program.
In December 2004, the Company s Board of Directors authorized a new program to repurchase up to 20 million
shares of its outstanding common stock. Repurchases under this new program will commence when repurchases
under the existing program have been completed.

10
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Item 6 Selected Financial Data
UST
CONSOLIDATED SELECTED FINANCIAL DATA

(Dollars in thousands, except per share amounts)

Summary of Operations for the year ended December 31

Net sales

$1,838,238 $1,731,862 $1,674,403 $1,619,186 $1,503,016
Cost of products sold (includes excise taxes)

412,641 384,487 358,931 344,360 327,216

Selling, advertising and administrative expenses

513,570 470,740 447,709 435,478 416,024

Antitrust litigation

(582) 280,000 1,260,510

FIVE YEARS

Operating income (loss)

912,609 596,635 (392,747) 839,348 759,776
Interest, net

75,019 76,905 46,146 33,765 34,288

Earnings (loss) from continuing operations before income taxes
837,590 519,730 (438,893) 805,583 725,488

Income tax expense (benefit)
299,538 197,681 (170,980) 309,876 279,018

Earnings (loss) from continuing operations
538,052 322,049 (267,913) 495,707 446,470

Loss from discontinued operations (including income tax effect)
(7,215) (3,260) (3,556) (4,105) (4,584)

Net earnings (loss)
$530,837 $318,789 $(271,469) $491,602 $441,886

Per Share Data
Basic earnings (loss) per share:
Earnings (loss) from continuing operations

$3.26 $1.93 $(1.59) $3.02 $2.74
Loss from discontinued operations
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(.05) (.02) (.02) (.03) (.03)

Basic earnings (loss) per share
3.21 191 (1.61) 299 271

Diluted earnings (loss) per share:

Earnings (loss) from continuing operations
3.23 1.92 (1.59) 2.99 2.73

Loss from discontinued operations
(.04) (.02) (.02) (.02) (.03)

Diluted earnings (loss) per share
3.19 1.90 (1.61) 2.97 2.70

Dividends per share
2.08 2.00 1.92 1.84 1.76
Market price per share:

High

$48.97 $37.79 $41.35 $36.00 $28.88
Low

34.00 26.73 25.30 23.38 13.88
Financial Condition at December 31

Current assets

$1,173,133 $1,247,966 $2,291,267 $891,959 $691,405
Current liabilities

618,873 521,093 1,462,442 222,462 172,872
Working capital

554,260 726,873 828,825 669,497 518,533

Ratio of current assets to current liabilities

1.9:1 24:1 1.6:11 4:1 4:1

Total assets

1,659,483 1,726,494 2,765,275 2,011,702 1,646,399
Long-term debt

840,000 1,140,000 1,140,000 862,575 865,875
Total debt

1,140,000 1,140,000 1,140,000 865,875 869,175
Stockholders equity (deficit)

9,565 (115,187) (46,990) 581,062 270,572

Other Data

Stock repurchased

$200,031 $150,095 $50,262 $ $ 97,470
Dividends paid

$344,128 $332,986 $324,233 $303,277 $287,009
Dividends paid as a percentage of net earnings
64.8% 104.5% N/M 61.7% 65.0%
Return on net sales

28.9% 18.4% N/M 30.4% 29.4%
Return on average assets

31.4% 14.2% N/M 26.9% 33.2%
Return on average stockholders equity

N/M N/M NM 1154% 187.5%
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Average number of shares

(in thousands) basic

165,164 166,572 168,786 164,250 163,181
Average number of shares

(in thousands) diluted

166,622 167,376 168,786 165,682 163,506

N/ M: Not meaningful due to net loss and/or average stockholders deficit.

See Management s Discussion and Analysis and Notes to Consolidated Financial Statements.

11
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Item 7 Management s Discussion and Analysis of Financial Condition and Results of
Operations

UST
MANAGEMENT S DISCUSSION AND ANALYSIS

The following discussion and analysis of the Company s consolidated results of operations and financial
condition should be read in conjunction with the consolidated financial statements and notes thereto, included in
Part II, Item 8 of this Form 10-K. Herein the Company makes forward-looking statements that involve risks,
uncertainties, and assumptions. Actual results may differ materially from those anticipated in these forward-looking
statements as a result of various factors, including, but not limited to, those presented under Cautionary Statement
Regarding Forward-Looking Information on page 27.

Overview

UST Inc. is a holding company for its wholly-owned subsidiaries: U.S. Smokeless Tobacco Company and
International Wine & Spirits Ltd. Through its largest subsidiary, U.S. Smokeless Tobacco Company, the Company is
a leading manufacturer and marketer of moist smokeless tobacco products including brands such as Copenhagen,
Skoal, Rooster, Red Seal and Husky. Through International Wine & Spirits Ltd., the Company produces and markets
premium wines sold nationally under the Chateau Ste. Michelle, Columbia Crest, Conn Creek, Villa Mt. Eden and
Red Diamond labels, and sparkling wine under the Domaine Ste. Michelle label.

The Company conducts its business principally in the United States. The Company s operations are divided
primarily into two segments, Smokeless Tobacco and Wine. The Company s smokeless tobacco international
operations, which are not significant, are not included in these two segments and are reported under All Other
Operations.

The Company s objective in the smokeless tobacco segment is to continue to grow the moist smokeless tobacco
category by building awareness and social acceptability of smokeless tobacco products among adults. A key to the
Company s growth and profitability is attracting growing numbers of adult smokers, as every 1 percent of adult
smokers who convert to moist smokeless tobacco represents a 10 percent increase in the segment s adult consumer
base. Although the Company remains dedicated to its strategic priorities of improving the value equation for adult
consumers, the Company continues to increase its one-on-one marketing efforts focused increasingly on new adult
consumers. In addition to advertising initiatives focused on category growth, the Company has begun an advertising
campaign late in 2004 to promote the convenience of smokeless tobacco relative to cigarettes.

The Company continues to effectively compete in the moist smokeless tobacco category by offering products in
every category segment. Product innovation remains a crucial element of the segment s success, evidenced by the fact
that 9.4 percent of total sales volume in 2004 came from products introduced in the last three years. The Company s
tobacco segment has 30 products and packaging initiatives in development, covering both potential core product
launches and possible breakthrough innovations.

Consistent with the wine segment s strategic vision, the Company is committed to becoming a leader in the
super-premium wine segment, to elevate Washington state wines to the quality and prestige of the top wine regions of
the world, and to be known for superior products, innovation and customer focus. As a result, the Company remains
focused on the continued expansion of its sales force and category management staff to broaden the distribution of its
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wine in the domestic market, especially in certain account categories such as restaurants. Sustained growth in the wine
segment will also be dependent on the successful introduction of new products and extension of existing product lines,
particularly for the Red Diamond brand s extension to all distribution channels worldwide.

In connection with an agreement to resolve an action brought under the antitrust laws by a smokeless tobacco
competitor, the Company transferred its cigar operation to such competitor on June 18, 2004. Results for this
operation and the effects of its disposal are included within Discontinued Operations, with results for 2003 and 2002
reclassified to conform to the 2004 presentation. The Company s cigar operation had previously been reported as a
component of All Other Operations.

12
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The Company reported record results in net sales, net earnings and diluted earnings per share for the year ended
December 31, 2004 despite continued competitive pricing pressures in the smokeless tobacco and wine industries.
These achievements resulted in part from the Company s strategic initiatives aimed at accelerating growth in the moist
smokeless tobacco category and at strengthening and expanding the Company s wine business.

Results of Operations

CONSOLIDATED RESULTS
(Dollars in thousands,
except per share data)
2004 2003 2002
Net sales $1,838,238 $1,731,862 $1,674,403

Net earnings (loss)
530,837 318,789 (271,469)

Basic earnings (loss) per share
321 191 (1.61)

Diluted earnings (loss) per share
3.19 1.90 (1.61)

2004 compared with 2003

Consolidated net sales and net earnings for the year ended December 31, 2004 were $1.838 billion and
$530.8 million, respectively, which represented a 6.1 percent and 66.5 percent increase from the comparable measures
in 2003. The consolidated net sales increase in 2004 was primarily due to higher selling prices and a slight increase in
unit volume for moist smokeless tobacco products, as well as improved case volume for premium wine. Consolidated
net earnings increased in 2004 as a result of the favorable net sales variance and a pretax charge of $280 million
recorded in 2003 related to the resolution of certain antitrust actions, partially offset by higher costs and expenses,
including spending in 2004 on initiatives for category growth in the Smokeless Tobacco segment and for increased
distribution in the Wine segment.

The $280 million pretax charge related to the following: (1) the resolution of an antitrust action brought by a
smokeless tobacco competitor, Swedish Match North America, Inc. ( Swedish Match ), (2) an agreement for a proposed
resolution of antitrust actions, subject to court approval, by indirect purchasers in certain states and the District of
Columbia, and (3) the decision to settle other indirect purchaser actions not covered by such agreement. The
settlement agreement in the smokeless tobacco competitor action required the Company to pay $200 million and
transfer its cigar operation to Swedish Match during 2004. Included in the $280 million above was a charge of
$40 million reflecting the fair value of the cigar operation, which approximated its book value at that time. Also
included in the $280 million above, the Company recorded a charge of $40 million, which represented the best
estimate of the total costs to resolve all indirect purchaser actions. The proposed settlement of the indirect purchaser
actions covered by the subject agreement required the Company to issue coupons to adult consumers redeemable on
future purchases of its moist smokeless tobacco products, as well as pay all administrative costs and attorneys fees.
The Company continues to pursue settlement, on substantially similar terms, of other indirect purchaser actions not
covered by this agreement. See Contingencies note to the Consolidated Financial Statements for additional details.

The consolidated gross margin percentage remained level in 2004 at 77.6 percent, primarily as a result of higher
selling prices for moist smokeless tobacco products and the impact of a 2003 inventory write-down of $11.7 million at
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F.W. Rickard Seeds, Inc. ( Rickard Seeds ), a second-tier subsidiary within the Smokeless Tobacco segment. This was
substantially offset by higher case volume for wine, which realizes lower margins than moist smokeless tobacco
products, and a slight shift in moist smokeless tobacco mix from premium to price value products.

Selling, advertising and administrative ( SA&A ) expenses increased 9.1 percent to $513.6 million in 2004
primarily due to a $15.9 million reduction in expense for the Company s incentive compensation (bonus) fund,
partially offset by $4.2 million in other SA&A charges, both of which were recorded in 2003 for Rickard Seeds.
SA&A expenses also increased in 2004 as a result of incremental spending for direct selling and advertising initiatives
in the Smokeless Tobacco segment in connection with the Company s plan to grow the smokeless

13
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tobacco category, and higher administrative expenses. The SA&A variance was also impacted by a $4.4 million
charge recorded in 2003, related to the bankruptcy filing of a significant smokeless tobacco customer. Corporate
expenses increased in 2004 due to higher professional fees, salaries and related costs and other administrative
expenses, offset by lower legal spending.

The Company s SA&A expenses include legal expenses, which incorporate, among other things, costs of
administering and litigating product liability claims. For the years ended December 31, 2004 and 2003, outside legal
fees and other internal and external costs incurred in connection with administering and litigating product liability
claims were $9.5 million and $8.9 million, respectively. These costs reflect a number of factors, including the number
of claims, and the legal and regulatory environments affecting the Company s products. The Company expects these
factors to be the primary influence on its future costs of administering and litigating product liability claims. The
Company does not expect these costs to increase significantly in the future; however, it is possible that adverse
changes in the aforementioned factors could have a material adverse effect on such costs, as well as on results of
operations and cash flows in the periods such costs are incurred.

The Company reported operating income of $912.6 million in 2004, representing 49.6 percent of consolidated net
sales.

Net interest expense decreased $1.9 million, primarily as a result of higher income from cash equivalent
investments, resulting from both higher interest rates and higher levels of investments in 2004.

The Company recorded income tax expense of $299.5 million in 2004. Various income tax audits by the Internal
Revenue Service and other taxing authorities were completed and settled during 2004. Taking into consideration the
results of these settlements, as well as the expiration of certain statutes of limitations and changes in facts and
circumstances, the Company reversed income tax accruals of $20 million, net of federal income tax benefit, in 2004.
The Company s effective tax rate decreased to 35.8 percent for the year ended December 31, 2004, from 38 percent for
the year ended December 31, 2003, primarily as a result of the reversal of these accruals.

Basic and diluted earnings per share for 2004 were $3.21 and $3.19, respectively, which reflected a corresponding
increase of 68.1 percent and 67.9 percent over each of the comparative measures in 2003. Basic and diluted shares
outstanding were lower in 2004 than in 2003, primarily as a result of share repurchases, partially offset by the exercise
of stock options.

Net earnings for 2004 included an after-tax loss of $7.2 million from discontinued operations compared to an
after-tax loss of $3.3 million in 2003. Discontinued operations reflect the results of the Company s cigar operation,
which was transferred to a smokeless tobacco competitor on June 18, 2004, in connection with the agreement to
resolve an antitrust action. The 2004 after-tax loss included a loss from cigar operations and the recognition of
expenses, including a $3.9 million accrual for income tax contingencies, as well as severance and transaction costs,
partially offset by the recognition of the difference between the fair value charge recorded in 2003 and the book value
of the entity transferred in 2004. See the Discontinued Operations note to the Consolidated Financial Statements for
additional details.

2003 compared with 2002
In 2003, consolidated net sales increased 3.4 percent to $1.732 billion, net earnings were $318.8 million, and

basic and diluted earnings per share amounted to $1.91 and $1.90, respectively. In 2002, the Company reported a net
loss of $271.5 million and basic and diluted loss per share of $1.61. Included in 2002 results was a $1.261 billion
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pretax charge, resulting from a judgment against the Company in an antitrust case. The charge was recorded, due to
the exhaustion of the Company s appeal remedies, when the United States Supreme Court declined to hear the
Company s appeal. The consolidated net sales increase for 2003 included higher selling prices and stable unit volume
for moist smokeless tobacco products as well as improved sales for the Company s international operations, partially
offset by lower sales for wine products.

The consolidated gross margin percentage decreased in 2003 to 77.8 percent, primarily as a result of the Rickard

Seeds inventory charge, higher unit cost for moist smokeless tobacco products and a continued shift in moist
smokeless tobacco product mix from premium to price value. These factors were partially offset by

14
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higher moist smokeless tobacco product selling prices, including promotional units, and improved trends in the
Company s international operations.

Consolidated SA&A expenses increased 5.1 percent to $470.7 million in 2003, primarily as a result of higher
salaries and related costs, principally pension expense, and higher Smokeless Tobacco segment direct selling and
advertising spending. SA&A expenses also increased due to the absence of the 2002 one-time adjustment of
$5.6 million due to a change in the Company s vacation policy, a $4.4 million charge related to the bankruptcy filing of
a significant wholesale customer in 2003, and the non-inventory portion of the Rickard Seeds charge in 2003. Partially
offsetting these amounts were the absence of bonding costs associated with the Company s resolved antitrust litigation
and lower expenses for the Company s incentive compensation (bonus) fund, resulting from the aforementioned
reduction to offset the Rickard Seeds charge. The change in vacation policy specifically related to a revision of the
period in which vacation was earned by employees, and as a result of the change, no accrual was necessary.

For the years ended December 31, 2003 and 2002, outside legal fees and other internal and external costs incurred
in connection with administering and litigating product liability claims were $8.9 million and $22.9 million,
respectively. These costs reflect a number of factors, including the number of claims, and the legal and regulatory
environment affecting the Company s products.

The Company reported operating income of $596.6 million in 2003, representing approximately 34.5 percent of
consolidated net sales.

Net interest expense increased $30.8 million, primarily as a result of lower income from cash investments and
higher average debt outstanding, as well as a slightly higher average interest rate on such debt.

The Company recorded income tax expense of $197.7 million in 2003 at an effective tax rate of 38 percent versus
an income tax benefit of $171 million, due to the net loss, at an effective tax rate of 39 percent in 2002.

Basic and diluted shares outstanding were lower in 2003, primarily as a result of share repurchases, partially offset
by the exercise of stock options.

Net earnings for 2003 and 2002 included after-tax losses of $3.3 million and $3.6 million, respectively, from
discontinued operations. Discontinued operations in 2003 and 2002 reflect the reclassified results of the Company s

cigar operation, which had previously been reported as a component of All Other Operations.

Smokeless Tobacco Segment

(Dollars in thousands)

2004 2003 2002

Net sales

$1,575,254 $1,504,893 $1,447,093
Operating profit (loss)

897,991 585,910 (408,675)

2004 compared with 2003

Net sales for the Smokeless Tobacco segment increased 4.7 percent to $1.575 billion and accounted for
85.7 percent of 2004 consolidated net sales. This increase was primarily attributable to higher selling prices and
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slightly higher net unit volume for moist smokeless tobacco products. In addition, the 2004 increase in net sales
included lower cash discounts partially offset by increased sales incentive spending. This spending included costs
associated with the Company s new brand-building customer incentive plan, the STEPS Rewards program, partially
offset by a decrease in other discounting initiatives, primarily retail buydowns. Overall, full year net unit volume for
moist smokeless tobacco products increased 0.8 percent in 2004 to 641.3 million cans, while net unit volume
increased 1 percent to 158.8 million cans in the fourth quarter, as compared to the corresponding 2003 periods. The
increased unit volume included a slight shift in product mix from premium products to price value products. Dry snuff
products accounted for less than one percent of segment net sales and unit volume.

Premium unit volume results include net can sales for standard products, which consist of straight stock, on-pack
and value pack products, along with can sales for pre-pack promotional products. Straight stock refers
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to single cans of premium smokeless tobacco sold at wholesale list prices. On-pack products are single or multiple can
packages sold at wholesale list prices accompanied by a free premium giveaway item, such as a multi-purpose tool or
work gloves. Value packs, which were introduced to more effectively compete for and retain value-conscious adult
consumers, are multiple can packages sold at everyday low prices that are lower than standard wholesale list prices for
straight stock products. Pre-pack promotions refer to those products that are bundled and packaged in connection with
a specific promotional pricing initiative for a limited period of time, such as multiple cans offered at a reduced price.
Overall, net unit volume for premium products declined 1.2 percent in 2004, primarily as a result of a 31 percent
reduction in pre-pack promotional volume, compared to the prior year, partially offset by a 0.3 percent increase in net
unit volume for standard products. Approximately 40 percent, or 3 million cans, of the reduction in pre-pack
promotional volume was due to the absence of a 15-gram can test, which took place in the fourth quarter of 2003. The
Company believes this was offset by some customers increasing inventories in the fourth quarter of 2004 in advance
of the January 1, 2005 price increase for premium products. Although the net effect is not significant to the improved
volume trend in 2004, it could have a modest negative effect on trend results in the first quarter of 2005. Pre-pack
premium promotional unit volume represented approximately 3.2 percent of 2004 premium net unit volume, versus
4.5 percent in 2003. The increased net unit volume for standard premium products included higher value pack can
sales, which now represent approximately 1.5 percent of total premium net unit volume, compared to 0.6 percent in
2003.

Net unit volume for price value products increased by 20.2 percent in 2004 compared to 2003. These net unit
volume results included higher pre-pack promotional unit volume, mainly due to the introduction of the Company s
sub-price value product, Husky, and the promotion of the Company s traditional price value product, Red Seal. Red
Seal and Husky accounted for approximately 11.1 percent of 2004 total moist smokeless tobacco net unit volume, as
compared to 9.3 percent in 2003.

The Company s 2004 net unit volume growth can be attributed, in part, to its successful new product introductions
in both the premium and price value product categories, despite aggressive price value competition within the moist
smokeless tobacco category. Net can sales for 2004 included approximately 60.1 million cans of new products
launched within the last three years, representing 9.4 percent of total moist smokeless tobacco unit volume. These new
products included Skoal Long Cut Apple Blend, Skoal Long Cut Vanilla Blend, Skoal Long Cut Berry Blend, Skoal
and Copenhagen Pouches, two new Red Seal products and Husky.

The Company s Retail Activity Data Share & Volume Tracking System (RAD-SVT), which measures shipments to
retail, indicated that for the year-to-date period ended December 25, 2004, total moist smokeless tobacco category
retail shipments increased 5.9 percent over the similar prior year period, on a can-volume basis. Although the
Company s share of total category declined 2.8 percentage points to 69.3 percent, the Company s retail shipments on a
can-volume basis increased 1.8 percent from the similar prior year period. The premium segment s decline moderated
to 0.8 percent, while the Company s premium net volume decreased 0.2 percent in the corresponding period. The moist
smokeless tobacco category s value segments, which include traditional price value and sub-price value, increased
24.5 percent during the same period, with the Company s net volume of combined traditional price value and sub-price
value increasing 18.8 percent over the comparative period. The 2003 RAD-SVT data, which is used in the above
comparisons, has been restated in order to improve the overall reporting accuracy of the information by incorporating
refinements to the projection methodology. RAD-SVT information is provided as an indication of current domestic
moist smokeless tobacco trends from wholesale to retail and is not intended as a basis for measuring the Company s
financial performance. This information can vary significantly from the Company s actual results due to the fact that
the Company reports net shipments to wholesale, while RAD-SVT measures shipments from wholesale to retail. In
addition, differences in the time periods measured, as well as new product introductions and promotions affect
comparisons of the Company s actual results to those from RAD-SVT.
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Cost of products sold increased 3.6 percent in 2004, primarily as a result of higher unit costs and slightly higher
net unit volume for moist smokeless tobacco products, along with a $1 million charge recorded in connection with the
recently enacted tobacco quota buyout legislation. These factors were partially offset by the net impact of the
difference between the current and prior year charges taken in connection with inventory
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at Rickard Seeds. The increased moist smokeless tobacco unit costs were primarily the result of higher packaging
costs, as well as higher salaries and related costs for direct labor and higher overhead.

Gross profit increased 4.9 percent in 2004 compared to the similar 2003 period. This increase was primarily the
result of higher selling prices and slightly higher net unit volume for moist smokeless tobacco products, partially
offset by the aforementioned cost of products sold variance. The gross profit percentage remained level in 2004 at
83.6 percent as a result of these factors and the aforementioned shift in product mix, which included higher unit
volume for price value and lower unit volume for premium products.

Selling and advertising expenses increased 13.9 percent in 2004 compared to 2003. This increase was primarily
attributable to higher spending on one-on-one marketing efforts to adults and various marketing, print media and sales
initiatives associated with promoting the moist smokeless tobacco category. Selling and advertising expenses in 2004
also included increased costs associated with the Company s retail shelving systems used in promoting the moist
smokeless tobacco category s products. The increased selling and advertising expenses, which were in line with the
Company s plans to increase moist smokeless tobacco category growth, were partially offset by lower spending
associated with a customer sales alliance program, which was replaced with the aforementioned STEPS Rewards
program in early 2004. Indirect selling expenses were higher in 2004 compared to 2003, primarily as a result of higher
costs associated with the implementation of the Company s moist smokeless tobacco category growth plans, which
included the effect of headcount additions related to one-on-one adult marketing efforts. Administrative and other
expenses increased during 2004, primarily as a result of the aforementioned 2003 reduction in the incentive
compensation (bonus) fund of $15.9 million and higher spending to address proposed regulatory issues in 2004,
partially offset by a $4.4 million charge recorded in 2003 related to the bankruptcy filing of a significant wholesale
customer, the non-inventory charge of $4.2 million in 2003 related to Rickard Seeds, and lower legal and other
professional fees in 2004.

Included in 2003 segment results was the $280 million charge associated with the resolution of an antitrust action
brought by a smokeless tobacco competitor, an agreement to resolve antitrust actions by indirect purchasers in certain
states and the District of Columbia, and the decision to settle, on substantially similar terms, other indirect purchaser
antitrust actions not covered by the agreement. In 2004, certain states actions were resolved. As a result of these
resolutions, the Company recognized a favorable pretax adjustment. Also in 2004, the Company recorded a pretax
charge for costs associated with the resolution of the remainder of the smokeless tobacco direct purchaser antitrust
actions. The net impact of these adjustments is reported in antitrust litigation on the Consolidated Statement of
Operations. See the Contingencies note to the Consolidated Financial Statements for additional details.

As aresult of the aforementioned factors, segment operating profit in 2004 was $898 million, representing an
increase of 53.3 percent from 2003.

2003 compared with 2002

Net sales for the Smokeless Tobacco segment increased 4 percent to $1.505 billion and accounted for
86.9 percent of 2003 consolidated net sales as higher selling prices for moist smokeless tobacco products and higher
net unit volume for price value products were partially offset by lower net unit volume for premium products. Dry
snuff products accounted for less than one percent of segment net sales and unit volume.

Overall, moist smokeless tobacco net unit volume for the year was stable at 636.1 million cans. A decline in net
unit volume for premium moist smokeless tobacco products was offset by increased net unit volume for non-premium
products. Despite higher returned goods and aggressive sub-price value competition within the moist smokeless
category, the Company s 2003 net unit volume remained stable, which can be attributed in part to its successful new
product program and increased promotional activity. Net can sales for the full year included approximately
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43.6 million cans of new products launched within the last three years, representing 6.9 percent of total moist
smokeless tobacco unit volume. These new products included Skoal Long Cut Vanilla Blend, Skoal Long Cut Berry
Blend, Skoal and Copenhagen Pouches and two new Red Seal products, Long Cut Mint and Long Cut Natural.
Promotional unit volume included approximately 3 million 15-gram promotional cans, as the Company began testing
the viability of various can sizes. Unit volume for Red Seal, the Company s primary non-premium product, increased
17.5 percent in 2003 and represented 9.1 percent of the Company s total moist smokeless tobacco unit volume. The
increased returned goods in 2003 were primarily the result of cans associated with Copenhagen and Skoal Pouches,
along with executional issues
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associated with Skoal Winterblend, which was a seasonal flavor sold promotionally in the fourth quarter of 2002.

RAD-SVT indicated that for the year-to-date period ended December 27, 2003, on a can-volume basis, total
category shipments increased 3.7 percent over the corresponding 2002 period. The premium segment declined
3 percent and the price value segment increased 28.2 percent during the same period. The Company s total share
declined 3.3 percentage points to 72.2 percent versus 2002. The 2003 and 2002 RAD-SVT data, which is used in the
above comparisons, has been restated in order to improve the overall reporting accuracy of the information by
incorporating refinements to the projection methodology. Since the incidence of oral tobacco use by members of the
military tends to be significantly higher than that of the broad adult population, the movement of armed forces
personnel stationed in the U.S., particularly reservists, to the Middle East had a negative impact on RAD-SVT results
since it only measures domestic shipments to retailers.

Cost of products sold increased 11.9 percent in 2003, primarily as a result of the $11.7 million charge taken in
connection with Rickard Seeds, as well as higher unit costs for moist smokeless tobacco products. The increased unit
costs were primarily the result of higher leaf tobacco costs, as well as higher salaries and related costs for both direct
labor and overhead.

Gross profit increased 2.6 percent compared to the similar 2002 period. This increase was primarily the result of
higher selling prices for moist smokeless tobacco products, partially offset by the aforementioned cost of products
sold increases. The gross profit percentage decreased slightly in 2003 to 83.5 percent as a result of these factors and
the aforementioned change in product mix, which included higher unit volume for price value and lower unit volume
for premium products.

Selling and advertising expenses increased 7.3 percent in 2003, compared to the corresponding 2002 period. This
increase was primarily attributable to higher spending on print media and various marketing and sales initiatives
associated with the introduction of Copenhagen and Skoal Pouches. Indirect selling expenses were higher in 2003 due
to increased salaries and related costs, which include the effect of higher pension expense. Administrative and other
expenses decreased during 2003, primarily as a result of the absence of bonding costs recorded in 2002, associated
with the Company s resolved antitrust litigation, and the aforementioned 2003 reduction in the incentive compensation
(bonus) fund. These factors were partially offset by a $4.4 million charge recorded in 2003, related to the bankruptcy
filing of a significant wholesale customer, the absence of the aforementioned 2002 reversal of a benefit accrual and
the non-inventory portion of the 2003 Rickard Seeds charge.

Also included in 2003 segment results was the $280 million charge associated with the resolution of an antitrust
action brought by a smokeless tobacco competitor, an agreement to resolve antitrust actions by indirect purchasers in
certain states and the District of Columbia, and the decision to settle, on substantially similar terms, other indirect
purchaser antitrust actions not covered by the agreement.

As aresult of the foregoing factors, segment operating profit in 2003 was $585.9 million. The segment reported an
operating loss of $408.7 million in 2002, due to a $1.261 billion pretax charge, resulting from a judgment against the

Company in an antitrust case.

Wine Segment

(Dollars in thousands)
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2004 2003 2002

Net sales

$226,650 $194,905 $203,541
Operating profit

32,382 24,341 30,111

2004 compared with 2003

Wine segment net sales increased 16.3 percent to $226.7 million and represented 12.3 percent of 2004
consolidated net sales. The net sales increase was primarily the result of increased premium case volume versus the
prior year, as the Company increased distribution through the expansion of its sales force. Case
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volume results for the Company s two leading brands were strong as Chateau Ste. Michelle increased 11.9 percent and
Columbia Crest increased 12.8 percent from 2003 levels. These two leading brands accounted for 31.9 percent and
44.5 percent of the Company s total 2004 premium case volume, respectively. Sales in 2004 were positively impacted
as a result of increased media acclaim and editorial coverage in 2004, including recognition of Ste. Michelle Wine
Estates as the 2004 American Winery of the Year, awarded by Wine Enthusiast magazine. Exceptional wine ratings in
2004 for more than double the varietals achieving the same level of ratings in 2003 also contributed to the increase in
net sales for 2004. The Stimson Lane Ltd. company name was changed in 2004 to Ste. Michelle Wine Estates, which
the Company believes increased the market visibility for its Chateau Ste. Michelle brands. The increase in net sales in
2004 was also partially attributable to the success of new products, especially Red Diamond, and certain product line
extensions. The net sales and case volume results in 2003 were adversely affected by a combination of factors in the
marketplace, including increased price competition caused by the oversupply of grapes, cheaper imported wines and a
relatively weak economy.

Segment cost of products sold in 2004 increased 14.6 percent from 2003, primarily as a result of increased case
volume for Chateau Ste. Michelle, Columbia Crest and Red Diamond brands. The gross profit percentage increased
slightly in 2004, primarily as a result of a shift in total case sales towards higher priced varietals.

During 2004, selling, advertising and administrative expenses were $53.5 million, representing an increase of
12 percent from 2003. Selling and advertising expenses increased predominantly as a result of increased selling,
media and point of sale costs, which were in line with the Company s distribution growth initiatives, partially offset by
lower public relations spending in 2004. Indirect selling expenses increased primarily as a result of higher salaries and
related costs due to a continued sales force expansion aimed at broadening distribution of the Company s wines
throughout the domestic market. In 2004, distribution gains were achieved in the restaurant, club store and grocery
chain segments of the market as a result of the sales force expansion. Administrative and other spending was higher in
2004 primarily due to an unfavorable market adjustment of $1 million related to a property sold in December 2004,
along with the impact of the segment s share of the reduction in the incentive compensation (bonus) fund in 2003
related to the aforementioned Rickard Seeds adjustment.

As a result of the above mentioned factors, Wine segment operating profit increased 33 percent to $32.4 million in
2004.

2003 compared with 2002

Wine segment net sales decreased 4.2 percent to $194.9 million and represented 11.2 percent of 2003
consolidated net sales. The net sales decline was primarily the result of a shift in product mix towards new premium
wines sold at lower prices as well as promotional pricing on other selected premium wines. Premium case volume
results slightly offset the impact of these factors as it increased 0.4 percent from the prior year. The net sales and case
volume results in 2003 were adversely affected by a combination of economic factors in the marketplace. Case
volume results for the Company s two leading brands were varied as Chateau Ste. Michelle increased 7.5 percent and
Columbia Crest decreased 4.3 percent from 2002 levels. These two leading brands accounted for 32.7 percent and
45.2 percent of the Company s total 2003 case volume, respectively. Although 2003 Columbia Crest case volume
compared unfavorably to 2002 case volume, which included strong shipments driven by critical acclaim on its Grand
Estates Chardonnay, fourth quarter shipments received a positive boost when the December 2003 issue of Wine
Spectator gave strong reviews to some of the Columbia Crest reserve wines.

Segment cost of products sold decreased 2.1 percent, primarily as a result of continued cost reduction efforts and a

shift in mix to lower cost products. The gross profit percentage decreased in 2003, primarily as a result of the lower
selling prices on selected wines.
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During 2003, selling, advertising and administrative expenses approximated 2002 levels. Selling and advertising
expenses decreased due to lower media advertising, as wine consumers were generally price and promotion driven in
2003 rather than loyal to established brands. In response, the Company reallocated a portion of its selling and
advertising budget to price and promotional activities. Indirect selling expenses increased primarily as a result of
higher salaries and related costs due to sales force expansion and increases in benefits expenses. The sales force
expansion was targeted at increasing distribution of the Company s wines throughout the domestic market. In 2003,
distribution gains were achieved in the restaurant and grocery chain
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segments of the market as a result of the initial sales force expansion. Administrative and other spending was higher in
2003 due to increased insurance costs, professional fees and other administrative spending, and a $1 million gain
recorded in 2002 on the sale of an underutilized facility, partially offset by the segment s share of the 2003 reduction in
the incentive compensation (bonus) fund.

As a result of the foregoing factors, segment operating profit decreased 19.2 percent to $24.3 million in 2003.

All Other Operations
(Dollars in thousands)
2004 2003 2002
Net sales
$36,334 $32,064 $23,769
Operating profit

10,266 7,962 1,781

2004 compared with 2003

Net sales for All Other Operations increased 13.3 percent to $36.3 million and accounted for 2 percent of
consolidated net sales in 2004. The increase in net sales was primarily the result of higher unit volume for moist
smokeless tobacco products sold by the Company s international operations. In addition, the increase also included the
impact of a favorable foreign exchange rate. The gross margin percentage for All Other Operations increased slightly
in 2004 as compared to 2003, with comparative increases in cost of sales also related to higher volume and a favorable
foreign exchange rate. All Other Operations reported an operating profit of $10.3 million for 2004, which represents
an increase of 28.9 percent from 2003. The results for the cigar business, previously reported in All Other Operations,
have been reflected as discontinued operations for all periods presented, and have therefore been eliminated from the
results reflected above.

2003 compared with 2002

Net sales for All Other Operations increased 34.9 percent to $32.1 million and accounted for 1.9 percent of
consolidated net sales in 2003. The increase in net sales was mainly driven by higher moist smokeless tobacco sales in
the Company s international operations associated with a new 15-gram can, which provides more favorable pricing at
retail, and the launch of Skoal Long Cut Berry Blend. In addition, the increase also included the impact of a favorable
foreign exchange rate. All Other Operations reported an operating profit of $8 million in 2003 compared to an
operating profit of $1.8 million in the corresponding 2002 period.

Discontinued Operations

Net earnings for 2004 included after-tax losses of $7.2 million from discontinued operations compared to losses
of $3.3 million in 2003 and $3.6 million in 2002. Discontinued operations reflected the results of the Company s cigar
operation, which was transferred to a smokeless tobacco competitor in 2004, in connection with the agreement to

resolve an antitrust action. See Discontinued Operations note to the consolidated financial statements for more details.

Outlook
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The Company s objective is to continue to grow the moist smokeless tobacco category by building awareness and
social acceptability of smokeless tobacco products among adults. In 2004, the Company expanded its efforts to
accelerate growth in this category by spending an additional $24 million on product innovation and programs to reach
out to new adult consumers, primarily adult smokers. A notable initiative to drive category growth is the Company s
one-on-one adult marketing program which introduces potential adult customers to the moist smokeless tobacco
category through adult-only facilities. In addition, the Company began an advertising campaign late in the year, which
promotes the convenience of the moist smokeless tobacco category relative to cigarettes. The investment in such
product innovation and programs, combined with positive external factors, contributed to the strong results for the
Company in 2004, and, as such, the Company continues to focus its strategy on moist smokeless tobacco category
growth. The Company
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continues to effectively compete in the moist smokeless tobacco category by offering products in every category
segment, and, as a result, the Company expects increased sales and earnings in 2005, as well as growth in 2006 and
beyond.

The Company is encouraged by improvement in moist smokeless tobacco category trends, with category growth
initiatives fully in place and operating in 2005. A key to sustaining the Company s growth and profitability at
increasing levels is attracting growing numbers of adult smokers. Consistent with its initiatives for 2004, the Company
continues to increase its one-on-one adult marketing efforts, which allows it to increase communication with adult
consumers.

Competition, changes in consumer preferences, including their impact on the relative mix of premium versus price
value product sales, acceptance of new products and other marketing initiatives, excise taxes, the effects of possible
litigation and legislative and regulatory actions, including increases in the minimum age to purchase tobacco products,
may adversely affect operating and unit volume results for the smokeless tobacco business in the future, as well as the
growth rate of the moist smokeless tobacco category.

Despite the competitive conditions in the wine category, the Company s Wine segment finished the year with
record results, driven by exceptional media and editorial acclaim, as well as the Company s additional investment in
2004 in the sales force, which focused on expanded distribution, successfully introducing new products and extensions
of existing product lines and expanding sales distribution in certain account categories, such as restaurants. Although
the Wine segment has significant momentum going into 2005, sustained growth will be dependent upon ongoing
success in aforementioned areas from 2004, specifically the successful introduction of the Red Diamond brand to
retail channels, as well as the effects of several other key factors, including the global supply of wine, a weak
U.S. dollar contributing to increased prices of imported competitors wines and an overall improvement in the
U.S. economy. The Company plans to grow its wine business through the continued expansion of its sales force and
the broadening of its distribution in the domestic market.

Competition, pricing, acts of nature, changes in consumer preferences, published wine ratings and other editorial
and media coverage, and the effects of possible legislative actions and tax changes may impact the performance of the
wine business in the future.

The Company is committed to delivering exceptional operating performance in each of its business segments. The
Company presently anticipates diluted earnings per share in 2005 in the range of $3.30 to $3.40.

The Company s financial forecast for 2005 and beyond may be affected by the Company s ability to address the
factors described above impacting each of its business segments, as well as the matters described under Cautionary

Statements Regarding Forward-Looking Statements.

Financial Condition

Liquidity
(Dollars in thousands)
2004 2003 2002
Cash and cash equivalents $510,202 $438,040 $382,003
Restricted deposits
1,242,431
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Total debt
1,140,000 1,140,000 1,140,000

Historically, the Company has relied upon cash flows from operations supplemented by debt issuance and
revolving credit borrowings, as needed, to finance its working capital requirements, the payment of dividends, stock
repurchases and capital expenditures. The Company s cash equivalent investments are generally liquid, short-term
investment grade securities.
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The Company s cash and cash equivalents totaled $510.2 million at December 31, 2004, an increase of
$72.2 million from December 31, 2003. The major sources of cash in 2004 were net earnings generated mainly by the
Smokeless Tobacco segment and proceeds from the issuance of common stock. The major uses of cash were for
dividend payments, the repurchase of Company stock and the cash payment portion of the aforementioned resolution
of an antitrust action brought by a smokeless tobacco competitor, Swedish Match North America, Inc.

In 2003, the litigation liability associated with the 2002 adverse antitrust judgment against the Company was paid.
However, the overall effect on reported cash and cash equivalents was minimal as the Company paid the judgment
primarily out of funds that had been held in restricted deposits, which were a component of financing activities in
2003 on the Consolidated Statement of Cash Flows. Given the size of the award, the Company recognizes that the
payment of the judgment had, at the time of payment, a material adverse effect on its consolidated financial position.
However, in light of the Company s ability to satisfy the judgment primarily with funds accumulated since the initial
rendering of the judgment, the payment of the judgment did not have a material adverse effect on the Company s
dividend policy or its ability to implement its strategic business plans.

(Dollars in thousands)

2004 2003 2002

Net cash provided by (used in):
Operating activities

$562,469 $(704,928) $802,124
Investing activities

(60,424) (46,671) (59,567)
Financing activities

(429,883) 807,636 (632,523)

Operating Activities

In 2004, the primary sources of cash from operations included net earnings generated mainly by the Smokeless
Tobacco segment, adjusted for the effects of non-cash items. The primary uses of cash in operations in 2004, other
than for the $200 million cash payment of the antitrust judgment, were $86.7 million for the purchase of leaf tobacco
and $48.7 million for grapes. Operating activities in 2003 included the effects of the aforementioned $1.262 billion
payment in connection with the 2002 antitrust litigation loss along with net cash provided by operating activities of
$557 million, resulting in net cash used in operating activities of approximately $704.9 million. The primary sources
of cash from operations in 2003 included net earnings, adjusted for the effects of non-cash items, and higher income
taxes payable. The primary uses of cash in operations in 2003, other than for the payment of the antitrust judgment,
were $78.8 million for the purchase of leaf tobacco and $62.6 million for contributions to the Company s qualified
defined benefit pension plans, of which approximately $61 million were discretionary. In 2002, net cash from
operating activities was positively impacted by the income tax effects of recording the litigation loss.

The Company carries significant amounts of leaf tobacco along with bulk and bottled wine inventories as a result
of the aging process required for the production of moist smokeless tobacco products and wine, respectively. The
increases in inventories over the past several years related primarily to in-process and finished goods wine inventory
resulting from factors in the marketplace, including an oversupply of grapes and cheaper imported wines. As indicated
in Critical Accounting Policies and Estimates, management reviews these inventories and has determined that they are
saleable and appropriately carried at the lower of cost or market. Total expenditures for leaf tobacco over the last three
years were $242.3 million. Total costs of grapes harvested and purchased and purchases of bulk wine were
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$58.5 million in 2004 and $232.3 million over the last three years.
Investing Activities
The 2004 increase in net cash used in investing activities was due to higher purchases of property, plant and

equipment compared to 2003. Over the last three years, capital expenditures for property, plant and equipment have
averaged approximately $61 million per year.
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Major areas of capital spending from 2002 through 2004 by segment were:
Smokeless Tobacco segment

Manufacturing, processing and packaging equipment, including equipment for new products, line extensions and
existing products
Computer equipment and software
Building improvements and renovations
Company aircraft
Wine segment

Wine barrels and storage tanks

Computer software and equipment

Wine making and processing equipment

Over the past three years, capital expenditures for the Smokeless Tobacco segment accounted for 72.8 percent of

the consolidated total capital expenditures, while the Wine segment accounted for 25.9 percent and All Other
Operations and corporate accounted for 1.3 percent. Capital expenditures for equipment in the Smokeless Tobacco
segment over the past three years were primarily related to assuring manufacturing capabilities, new product
innovations and product line extension capabilities. Wine segment capital expenditures during that period were
primarily for increased capacity and expansion.

Financing Activities

The Company had net cash used in financing activities of $429.9 million in 2004 compared to net cash provided
by financing activities of $807.6 million in 2003. Cash dividends paid in 2004 were higher than those in 2003 due to a
4 percent increase in the dividend rate approved by the Board of Directors, partially offset by lower common shares
outstanding. Although consistent through the first three quarters of 2004 and 2003, comparatively, payments for the
repurchase of Company common stock in 2004 were higher than those made in 2003 based on management s decision
to increase repurchases in the fourth quarter of 2004. Proceeds from the issuance of common stock were higher than
those received in 2003 primarily as a result of an increase in the number of stock options exercised and the higher
average exercise price of such options exercised during 2004. The 2003 amount of net cash provided by financing
activities was primarily attributable to the Company s utilization of $1.242 billion of funds held in restricted deposits,
used to substantially pay the aforementioned antitrust judgment, and $48.4 million in proceeds from the issuance of
stock, partially offset by dividend payments of $333 million and payments for the repurchase of Company common
stock of $150.1 million.

Capital Resources

(Dollars in thousands)

2004 2003 2002

Working capital

$554,260 $726,873 $828,825
Total debt

1,140,000 1,140,000 1,140,000
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On July 9, 2004, the Company replaced its $300 million unsecured line of credit with various financial institutions
with a new $300 million three-year credit facility (the New Credit Facility ). The previous facility was comprised of a
$150 million, 364-day credit agreement and a $150 million three-year credit agreement (the Previous Credit Facility ).
The New Credit Facility requires the maintenance of certain financial ratios, the payment of commitment and
administrative fees and includes affirmative and negative covenants customary for facilities of this type. The
commitment fee payable on the unused portion of the New Credit Facility is determined based on an interest rate,
within a range of rates, dependent upon the Company s senior unsecured debt rating. The commitment fee currently
payable is .15 percent per annum. This New Credit Facility was executed primarily to support commercial paper
borrowings. The Company had no direct borrowings under the New Credit Facility or commercial paper borrowings at
December 31, 2004. Fees of approximately $0.9 million associated with the establishment of the New Credit Facility
have been capitalized
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and will be amortized over the term of the New Credit Facility. See the Borrowing Arrangements note to the
Consolidated Financial Statements for additional details.

In July 2002, the Company issued $600 million aggregate principal amount of 6.625 percent senior notes at a
price of 99.53 percent of the principal amount. The notes mature on July 15, 2012, with semiannual interest payments.

Also in July 2002, the Company terminated its previous $1 billion senior secured credit facility. The Company had
borrowed $330 million of floating rate debt under the provisions of the terminated credit facility, the proceeds of
which were used to fund the court-administered qualified settlement fund in connection with the antitrust judgment.
During 2002, the Company made scheduled quarterly principal payments under the terms of the loan facility of
$0.8 million per quarter. In July 2002, amounts outstanding under this loan facility were repaid.

The Company s working capital decreased to $554.3 million at December 31, 2004 as compared to $726.9 million
at December 31, 2003. The working capital decrease in 2004 was mainly attributable to the reclassification of the
$300 million current portion of long-term debt and decreased deferred income tax assets, offset by increased cash and
cash equivalents in 2004 and the decrease in the liabilities associated with the antitrust litigation. The ratio of current
assets to current liabilities (current ratio) decreased to 1.9 to 1 from 2.4 to 1. In January 2003, the Company paid the
judgment resulting from its 2002 antitrust litigation loss in the amount of $1.262 billion. The Company utilized funds
held in restricted deposits in the amount of $1.242 billion and $19.7 million in cash in satisfaction of this judgment.

In December 2004, the Board of Directors increased the Company s first quarter 2005 dividend to stockholders to
55 cents per share with an indicated annual rate of $2.20 per share. This represents a 6 percent increase over 2004.

During 2004, the Company spent $200 million under its share repurchase program for the repurchase of Company
common stock, compared to $150 million spent under the same program in 2003. The Company expects to spend
$200 million in 2005 to buy back its common shares. Stock prices, market conditions and other factors will determine
the actual number of shares repurchased.

On March 16, 2004, the Company paid $200 million of its antitrust litigation liability.

The Company estimates that amounts expended in 2005 for tobacco leaf purchases for moist smokeless tobacco
products will be lower than amounts expended in 2004, while grape purchases for wine products will be slightly
higher than amounts in the corresponding 2004 period.

In 2005, expenditures under the Company s capital program are expected to be approximately $96.8 million.

The Company is subject to various threatened and pending litigation and claims, as disclosed in the notes to the
consolidated financial statements. The Company believes that the ultimate outcome of such litigation and claims will
not have a material adverse effect on its consolidated results or its consolidated financial position, although if
plaintiffs in these actions were to prevail, the effect of any judgment or settlement could have a material adverse
impact on its consolidated financial results in the particular reporting period in which resolved and, depending on the
size of any such judgment or settlement, a material adverse effect on its consolidated financial position.

The Company s cash requirements in 2005 and beyond will be primarily for the payment of dividends, repayment
of borrowings, repurchase of common stock, purchases of inventory and capital expenditures. Please see table under
Aggregate Contractual Obligations for a detailed schedule of certain future cash requirements. Cash flows generated
from operations will be the primary means of meeting these cash requirements, and, if necessary, the Company will
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utilize some portion of its excess cash or short-term borrowings to fund shortfalls from operations. Extraordinary
items, including any adverse litigation judgments or resolutions, would be satisfied with funds provided by these
sources.
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Aggregate Contractual Obligations

(Dollars in thousands)

Payments Due by Period
More
Less Than Than
Total 1 Year 1-3 Years 3-5 Years 5 Years

Contractual Obligations
Current portion of long-term debt

$300,000 $300,000 $ $ $
Long-term debt

840,000 240,000 600,000
Operating leases

40,192 10,025 12,050 5,439 12,678
Unconditional purchase obligations

380,680 82,064 102,257 90,276 106,083

$1,560,872 $392,089 $114,307 $335,715 $718,761

The above table represents the Company s total contractual obligations as of December 31, 2004. Unconditional
purchase obligations relate primarily to contractual commitments for the purchase of grapes and leaf tobacco for use
in the production of wine and moist smokeless tobacco products, respectively. Purchase commitments under contracts
to purchase grapes for periods beyond one year are subject to variability resulting from potential changes in market
price indices.

Critical Accounting Policies and Estimates

The preparation of financial statements, in accordance with accounting principles generally accepted in the United
States, requires management to make assumptions and estimates that affect the reported amounts of assets and
liabilities as of the balance sheet date and revenues and expenses recognized and incurred during the reporting period
then ended. In addition, estimates affect the determination of contingent assets and liabilities and their related
disclosure. The Company bases its estimates on a number of factors, including historical information and other
assumptions that it believes are reasonable under the circumstances. Actual results may differ from these estimates in
the event there are changes in related conditions or assumptions. The development and selection of the disclosed
estimates have been discussed with the Audit Committee of the Board of Directors. The following accounting policies
are deemed to be critical, as they require accounting estimates to be made based upon matters that are highly uncertain
at the time such estimates are made.

The Company carries significant amounts of leaf tobacco as well as bulk and bottled wine as a result of the aging
process required in the production of its moist smokeless tobacco and wine products, respectively. The carrying value
of these inventories includes management s assessment of their estimated net realizable values. Management reviews
these inventories to make judgments for potential write-downs for slow-moving, unsaleable or obsolete inventories, to
reflect such inventories at the lower of cost or market. Factors considered in management s assessment include, but are
not limited to, evaluation of cost trends, changes in customer demands, product pricing, physical deterioration and
overall product quality.

Table of Contents 52



Edgar Filing: UST INC - Form 10-K

Amounts recognized in the financial statements for the Company s noncontributory defined benefit pension plans
are determined using actuarial valuations. Inherent in these valuations are key assumptions, including those for the
expected long-term rate of return on plan assets and the discount rate used in calculating the applicable benefit
obligation. The Company evaluates these assumptions on an annual basis and considers adjustments to the applicable
long-term factors based upon current market conditions, including changes in interest rates, in accordance with
Statement of Financial Accounting Standards ( SFAS ) No. 87, Employers Accounting for Pensions. Changes in the
related pension expense may occur in the future as a result of changes in these assumptions. Pension expense was
approximately $27.8 million, $33.1 million and $20.3 million for the years ended December 31, 2004, 2003 and 2002,
respectively. On average, over the past three years, approximately 82.8 percent of pension expense was reflected in
selling, advertising and administrative expenses, while the remainder was included in cost of products sold. The
decrease in pension expense for 2004 was primarily a result of increased returns on a higher asset base, due to
contributions made in the prior year, partially offset by a decrease in the discount rate from 6.5 percent to 6.25 percent
and a decrease in expected return on plan assets from 8 percent to 7.5 percent. The Company believes the long-term
rate of return is reasonable based upon the plans asset composition and information available at the time, along with
consideration of historical trends. The Company used a discount rate of 6 percent to calculate
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its pension liabilities at December 31, 2004. This rate approximates the rate at which current pension liabilities could
effectively be settled. At December 31, 2004, unrecognized actuarial losses, associated with pension plan asset
performance, were approximately $108.9 million. These losses will be amortized over the applicable remaining
service period which is approximately 11 years. The Company did not contribute to its qualified pension plans in
2004. The impact of a lower discount rate, partially offset by lower actuarial losses is expected to result in higher
pension expense for 2005. The following provides a sensitivity analysis, which demonstrates the effects that adverse
changes in actuarial assumptions would have on 2005 pension expense. A 50 basis point decrease in the expected
long-term rate of return on plan assets would increase pension expense by approximately $1.3 million, while the same
basis point decrease in the discount rate would result in an increase of approximately $3.7 million.

The Company maintains a number of other postretirement welfare benefit plans which provide certain medical
and life insurance benefits to substantially all full-time employees who have completed specified age and service
requirements upon retirement. Amounts recognized in the financial statements in connection with these other
postretirement benefit plans are determined utilizing actuarial valuations. The key assumptions inherent in these
valuations include health care cost trend rates and the discount rate used in calculating the applicable postretirement
benefit obligation, each of which are evaluated by the Company on an annual basis. Future changes in the related
postretirement benefit expense may be impacted by changes in these assumptions. The Company used a discount rate
of 6 percent to calculate its postretirement benefit obligation at December 31, 2004, which approximates the rate at
which current postretirement benefit liabilities could effectively be settled. The health care cost trend increase used in
calculating the postretirement benefit obligation at December 31, 2004 is assumed to be 10 percent in 2005 and is
expected to decrease gradually to 4.5 percent by 2011 and remain level thereafter. A sensitivity analysis
demonstrating the impact that a 100 basis point increase or decrease in these rates would have on both the
postretirement benefit obligation and the related expense is disclosed in the Employee Benefit and Compensation
Plans note to the Consolidated Financial Statements. Expense related to these plans was approximately $5.6 million,
$2.9 million and $3.6 million for the years ended December 31, 2004, 2003 and 2002, respectively.

The Company s primary business, moist smokeless tobacco, sells products with freshness dates. It is the Company s
policy to accept sales returns from its customers for products that have exceeded such dates. The Company s
assumptions regarding sales return accruals are based on historical experience, current sales trends and other factors,
and there has not been a significant fluctuation between assumptions and actual return activity on a historical basis.
Actual sales returns represented approximately 5 percent, 4.1 percent and 3.4 percent of annual moist smokeless
tobacco can sales for the years ended December 31, 2004, 2003 and 2002, respectively. However, significant changes
in moist smokeless tobacco can sales, promotional activities, new product introductions, product quality issues and
competition could affect sales returns in the future.

The Company is subject to various threatened and pending litigation claims and discloses those matters in which
the probability of an adverse outcome is other than remote, in the notes to its consolidated financial statements. The
assessment of probability with regards to the outcome of litigation matters is made with the consultation of external
counsel. Litigation is subject to many uncertainties, and it is possible that some of the legal actions, proceedings or
claims could ultimately be decided against the Company. Any unfavorable outcome of such actions could have a
material adverse effect on the Company s results of operations, cash flows or financial position. See the Contingencies
note to the consolidated financial statements for disclosure of the Company s assessment related to pending litigation
matters.

The Company s income tax provision takes into consideration pretax income, statutory tax rates and the Company s

tax profile in the various jurisdictions in which it operates. The tax bases of the Company s assets and liabilities reflect
its best estimate of the future tax benefit and costs it expects to realize when such amounts are included in its tax
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returns. Quantitative and probability analysis, which incorporates management s judgment, is required in determining
the Company s effective tax rate and in evaluating its tax positions. Notwithstanding the fact that all of the Company s
tax filing positions are supported by the requisite tax and legal authority, accruals are established in accordance with
SFAS No. 5, Contingencies, when the Company believes that these positions are likely to be subject to challenge by a
tax authority. The Internal Revenue Service and other tax authorities audit the Company s income tax returns on a
continuous basis. Depending on the tax jurisdiction, a number of years may elapse before a particular matter for which
the
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Company has established an accrual is audited and ultimately resolved. While it is often difficult to predict the timing
of tax audits and their final outcome, the Company believes that its accruals reflect the probable outcome of known
tax contingencies. However, the final resolution of any such tax audits could result in either a reduction in the
Company s accruals or an increase in its income tax provision, both of which could have a significant impact on the
results of operations in any given period. The Company continually and regularly evaluates, assesses and adjusts these
accruals in light of changing facts and circumstances, which could cause the effective tax rate to fluctuate from period
to period.

The Company s management believes that no one single item that includes an assumption or estimate made by
management will have a material effect on the Company s financial position or results of operations, with the
exception of litigation matters, if actual results are different from that assumption or estimate.

The Company exercises judgment when evaluating the use of assumptions and estimates, which may include the
use of specialists and quantitative and qualitative analysis. Management believes that all assumptions and estimates
used in the preparation of these financial statements are reasonable based on information currently available.

Cautionary Statement Regarding Forward-Looking Information

The Private Securities Litigation Reform Act of 1995 (' the Act ) provides a safe harbor for forward-looking
information made on behalf of the Company. All statements, other than statements of historical facts, which address
activities or actions that the Company expects or anticipates will or may occur in the future, and growth of the
Company s operations and other such matters are forward-looking statements. To take advantage of the safe harbor
provided by the Act, the Company is identifying certain factors that could cause actual results to differ materially from
those expressed in any forward-looking statements made by the Company.

Any one, or a combination, of these factors could materially affect the results of the Company s operations. These
factors include competitive pressures, changes in consumer preferences, wholesaler ordering patterns, consumer
acceptance of new product introductions and other marketing initiatives, uncertainties associated with ongoing and
future litigation, legal and regulatory initiatives (including those described under Items 1 and 3 of the Company s
Annual Report on Form 10-K, in Current Reports on Form 8-K and in Quarterly Reports on Form 10-Q), and
conditions in the capital markets. Forward-looking statements made by the Company are based on knowledge of its
business and the environment in which it operates, but because of the factors listed above, as well as other factors
beyond the control of the Company, actual results may differ from those in the forward-looking statements. The
forward-looking statements speak only as to the date when they are made.
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MANAGEMENT S DISCUSSION AND ANALYSIS (Continued)

Item 7A  Quantitative and Qualitative Disclosures About Market Risk
Market Risk Disclosures

In the normal course of business, the Company is exposed to market risk, primarily in the form of interest rate
risk. The Company routinely monitors this risk, and has instituted policies and procedures to minimize the adverse
effects of changes in interest rates on its net earnings and cash flows. To manage borrowing costs, the Company uses
fixed rate debt and derivative instruments, p