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NOTE ON FORWARD- LOOKI NG STATEMENTS

This report on Form 10-K contains certain forward-1ooking statenents
within the meaning of the Private Securities Litigation Reform Act of 1995. The
Conpany has tried, whenever possible, to identify these forward-Iooking
statenments using words such as "anticipates", "believes", "estimtes",

"expects", "plans", "intends" and simlar expressions. These statenents reflect
the Company's current beliefs and are based upon information currently avail abl e
to it. Accordingly, such forward-Iooking statenments involve known and unknown

ri sks, uncertainties and other factors which could cause the Company's actua
results, performance or achievenents to differ materially fromthose expressed
in, or inplied by, such statenents. These risks, uncertainties and contingencies
include, without limtation, the challenges inherent in new product devel opnent
initiatives particularly in the snokel ess tobacco area, the uncertainties

i nherent in the progress of scientific research, the Conpany's ability to raise
the capital necessary to grow its business, potential disputes concerning the
Conpany's intellectual property, risks associated with litigation regarding such
intellectual property, potential delays in obtaining any necessary governnent
approval s of the Conpany's | ow TSNA t obacco products, market acceptance of the
Conpany' s proposed new snokel ess tobacco products, conpetition from conpanies
with greater resources than the Conpany, the Conpany's decision not to join the
Master Settlenent Agreenent ("MSA'") and its decision to challenge the
constitutionality of the MSA, the effect of state statutes adopted under the NMSA
and any subsequent nodification of the MSA, the Conpany's dependence on key

enpl oyees and on its strategic relationships with Brown & WIIlianson Tobacco
Corporation. The inpact of potential litigation, if initiated against or by

i ndi vidual states that have adopted the MSA, could be materially adverse to the
Conpany.

See additional discussion under "Factors That May Affect Future Results"
under Item 1 below, and other factors detailed fromtine to tine in the
Conpany's other filings with the Securities and Exchange Conmi ssion.



PART |
Item 1. Business
Gener al

Star Scientific, Inc. ("Star") and its wholly-owned subsidiary, Star
Tobacco, Inc. ("ST", formerly Star Tobacco & Pharmaceuticals, Inc., and together
with Star, the "Conpany") are technol ogy-oriented tobacco conpanies with a
m ssion to reduce toxins in tobacco |eaf and tobacco snoke. The Conpanies are
engaged in: (1) the devel opnent and inplenmentation of scientific technology for
the curing of StarCured(TM tobacco so as to retard or significantly reduce the
formati on of carcinogenic toxins present in tobacco and tobacco snoke, primarily
the tobacco specific nitrosamnes ("TSNAs"); (2) the sales, marketing and
devel oprment of tobacco products that expose adult tobacco users to substantially
| ower |evels of carcinogenic toxins, nanmely TSNAs, that are sold w th enhanced
heal th warnings and conparative content information so that adult tobacco
consurmers will have the option to make informed choi ces about the use of tobacco
products which pose a range of serious health risks (the TSNA levels in the
Conpany' s tobacco products will continue to be reduced to very |low |evels,
measured in parts per billion, using the StarCured(TM tobacco curing process);
(3) the sales, marketing and devel opnent of very |ow nitrosam ne snokel ess
tobacco products which also carry enhanced warni ngs beyond those required by the
Surgeon General (in 2001, the Conpany introduced three new snokel ess products,
Stonewal | (TM noist and dry snuffs, and ARIVA(TM conpressed powdered tobacco
cigalett(TM pieces); (4) the manufacture and sale of four discount cigarette
brands which currently contain 24%very | ow TSNA StarCured(TM tobacco; and (5)
in the future continued focus on devel opi ng snoki ng cessation products if it can
secure a joint venture partner or corporate pharmaceutical partner with a
significant regulatory infrastructure.

The Conpany's primary focus will continue to be the research, devel opnent
and sal e of products that expose adult tobacco users to |lower |evels of toxins.
The Conpany's overall objective is to ultimately reduce the range of serious
heal th hazards associated with the use of snpked and snpkel ess tobacco products.
Accordingly, its primary corporate mission is to denpnstrate the commerci al
viability of products that expose adult tobacco users to fewer toxins and are
potentially less harnful, although, given the present limted state of the
research efforts of Star and others in this area, the Conpany in discussing its
| ow- TSNA products has shared with adult consunmers the fact that there is not now
sufficient evidence to denonstrate that reduced toxin delivery can be quantified
in terms of reduced health risk. The Conpany fully accepts the evidence that
I'inks snmoking tobacco and a variety of diseases and premature death and believes
that it is unlikely that the health risks of snoked tobacco can be conpletely
elimnated. Star believes it was the first Conpany to state unequivocably that
"there is no such thing as a safe cigarette", and to affix to the back of the
package of its first prem um|ow TSNA product, Advance(R), a package "onsert"
whi ch contained not only scientifically verified conparative content data, but
al so addi tional health warnings. Nevertheless, in a world where an estimted 1.2
bi Il'i on peopl e snmoke and use other conventional tobacco products, there is an
urgent need to reduce the toxicity of tobacco products to the maxi mum extent
possi bl e. Accordingly, the Conpany believes that it has a corporate
responsibility to continue to expand its research and devel opnent efforts to
manuf acture tobacco products in the | east hazardous manner possible given
avail abl e technol ogy, particularly through the StarCured(TM tobacco curing
process. The Conpany believes it has the technol ogy to reduce carcinogenic
TSNAs, particularly the subgroups of nitrosam nes which are coomonly referred to
as NNNs and NNKs, to the |owest possible |evels and has denpnstrated that the
nmethod it has devel oped for curing tobacco using the StarCured(TM tobacco
curing process can be scaled up to neet broad comercial needs in the United
States and abroad. Gven the fact that tobacco snmoke contains over 4,000
constituents, 43 of which are known carcinogens, the Conpany's focus over the
last two years has been directed to the devel opment and introduction of very
| ow- TSNA snokel ess tobacco products which can be used as an alternative to
cigarettes in situations where adult tobacco users either cannot or choose not
to snoke. The Conpany expects that in the future its focus will continue to be
on the sal e of snokel ess tobacco products. The Conpany is also comitted to
continuing to advocate neani ngful federal regulation for all tobacco products
and has publicly announced its support for reasoned regul ati on of tobacco
products by the United States Food and Drug Administration (the "FDA").

The Conpany has an exclusive, worldw de |icense under patents issued and
patents pending relating to nethods to prevent or substantially reduce the
formati on of TSNAs in tobacco including the StarCured(TM tobacco curing
process.



The Conpany's revenues are generated principally through ST. ST's
predecessor, a closely held private conpany, was organi zed in 1990 and, until
1994, primarily was engaged in the business of manufacturing cigars and
cigarettes for others as a contract manufacturer. By |ate 1994, ST had commenced
devel opment and commerci al i zation of its own brands of discount cigarettes using
primarily Virginia, flue-cured tobacco and conpeted principally on the basis of
price. At about that same time, ST conmenced a program of research and
devel opnent relating to the devel opment of a range of tobacco products that
deliver less toxins as well as tobacco cessation products. Shortly thereafter,
ST shifted its near-termresearch to technol ogy focused on reducing the
carcinogenic TSNAs, particularly the NNNs and NNKs, in the tobacco |eaf and
tobacco snoke. In February 1998, ST nerged with Eye Technol ogy, Inc., a
publicly-held OTC Bul | etin Board conpany based in M nneapolis, Mnnesota. Wile
Eye Technol ogy technically was the surviving corporation, in effect control of
the surviving corporation shifted to the former stockhol ders of ST and the
managenment of ST becane the managenent of the survivor in the merger. By
Decenber 30, 1998, the assets and liabilities that conprised the pre-nerger
busi ness of Eye Technol ogy, Inc. had been sold or liquidated, and the
stockhol ders of Eye Technol ogy voted to change its name to Star Scientific, Inc.
The Conpany's primary corporate focus fromthat time forward has centered on the
sal es, marketing and devel opnment of tobacco products which expose adult tobacco
users to lower levels of toxins and potentially may be proven to reduce ri sk,
and, on a nore |long-term basis, devel opment of snoking cessation products either
with a joint venture partner or a corporate pharnaceutical partner with
significant resources, and/or experience in scientific and regul atory
infrastructure that can assist and accelerate the FDA's New Drug Application
regul atory process necessary for market entry.

The StarCured(TM tobacco curing process, to which the Conpany has an
exclusive license, as discussed herein, from Regent Court Technol ogies, LLC
("Regent Court"), involves the control of certain conditions in tobacco curing
barns, and in certain applications, uses microwave and/or electronic beam
technol ogy. The StarCured(TM process retards or substantially reduces the
formation in the tobacco | eaf of the carcinogenic TSNAs, which are widely
bel i eved by recogni zed nedical and scientific experts to be anpng the nost
abundant and powerful cancer-causing toxins present in tobacco and in tobacco
snoke. | n 2000 and again in 2001, the Conpany processed approximately 19 million
pounds of very | ow TSNA flue-cured tobacco using the StarCured(TM process. Star
has focused on the production of StarCured(TM flue-cured tobacco since this
variety is used exclusively in the Conpany's new snokel ess products. At the same
time, the Conpany believes that this process can be applicable to burley and
other varieties of tobacco on a broad-scal e conmercial basis and continues to
support research and technol ogi cal devel opnent directed to varieties other than
flue-cured tobacco.

Star's long-termstrategy is to encourage other tobacco manufacturers to
sublicense the StarCured(TM tobacco curing technology to produce very | ow TSNA
tobacco (with carcinogenic NNKs and NNNs that neasure 200 parts per billion and
bel ow). Further, Star is commtted to continuing to explore the devel opment of
products that expose adult tobacco users to lower levels of toxins and are
potentially less harnful than conventional snoked tobacco, such as snokel ess
tobacco products, as well as in the future the devel opnent of tobacco cessation
products. |In Septenber 2001, the Conpany introduced two very | ow TSNA snuff
products (a noist and a dry snuff) under the brand nane Stonewal | (TM. In
Novenber 2001, the Conpany initiated the test market of its conpressed powdered
tobacco "cigalett"(TM pieces under the brand name ARIVA(TM. The tobacco in
both Stonewal | (TM and ARIVA(TM is 100% St ar Cured(TM very | ow TSNA tobacco.
The Conpany al so markets four brands of discount cigarettes, nanely, SPORT(R),
MAI NSTREET(R), VEGAS(R) and G SMXKE(R), all of which contain 24%very | ow TSNA
flue-cured tobacco, and utilize a carbon/acetate filter that reduces additional
toxins found in cigarette snoke.

On April 25, 2001, the Conpany and Brown & WIIliamson Tobacco Corporation
("B&W), the third | argest tobacco conpany in the United States, entered into a
series of new conprehensive |ong-term agreenents (the "April 25, 2001
Agreenents") that anended agreenents previously entered into with B&W Anpng
other things, the agreements provide for B&Wto take over all aspects of the
sal e of Advance(R), the low TSNA cigarette which was jointly devel oped by the
Conpany and B&Wand first test marketed by the Conpany in Cctober 2000, in
return for royalty paynments to the Conpany. B&W subsequently |aunched an
expanded test market of Advance(R) in approximately 1,500 stores in
I ndi anapol i s, Indiana in Novenber 2001 and potentially nmay market this brand on
a national basis, if the current market test is successful. The agreenents al so
provide B&Ww th the exclusive marketing rights for the Conpany's conpressed
powdered cigalett(TM pieces in the United States (subject to the



Conpany's own rights), in return for paying the Conpany a royalty plus the cost
of manufacturing the cigaletts(TM. Anmong other things, the agreenents also
restate various |oan agreenents nade by B&Wto the Conpany during 1999 and 2000,
and provide for the purchase of StarCured(TM tobacco by B&Wover the grow ng
seasons from 2001-2003, with the right to purchase additional tobacco in future
years (see "Relationship with B&W).

Segrments and Products

See Note 12 of the Conpany's Consolidated Financial Staterments for
financial infornmation about the Conpany's segnents.

Leaf Tobacco

I'n 1999, Star processed and sold over 3.5 nillion pounds of StarCured(TM
very | ow TSNA tobacco. In each of 2000 and 2001, Star processed and sold
approximately 19 million pounds of very | ow TSNA flue-cured tobacco that had
been cured using the StarCured(TM tobacco curing process. The vast majority of
these sales were made to B&W pursuant to Star's contractual arrangements with
B&W descri bed el sewhere in this report. These sal es accounted for approxi mately
20.6% 20.7% and 10.0% of the Conpany's net sales in 2001, 2000 and 1999,
respectively. This included a royalty of $1.5 mllion in 2001 fromB&Won its
purchases of other |ow TSNA tobacco. Under the April 25, 2001 Agreenents, it is
anticipated the Conpany will process approximately 18-20 mllion pounds of very
| ow- TSNA fl ue-cured tobacco in each of the next two grow ng seasons, for sale to
B&Wand for use in the Conpany's own brands. The tobacco will be cured using the
Star Cured(TM tobacco curing process.

The bul k of processed tobacco sales occur in the third and fourth quarter
of each year, resulting in higher revenues in those quarters. The Conpany's
long-termgoal is to derive an increasingly |larger percentage of its revenues
from sublicensing the StarCured(TM tobacco curing process to major cigarette
manuf acturers. During 2001, approxi mately eighty-five percent (85% of all
flue-cured tobacco in the U S. was cured in a manner to reduce the |evels of
TSNAs in the cured tobacco leaf. In May 2001, the Conpany filed suit against R
J. Reynol ds Tobacco Conpany ("R J. Reynolds") for patent infringenment relating
to RJ. Reynolds' efforts to have farmers produce | ow TSNA tobacco using the
technol ogy to which Star is the exclusive |icensee.

Snokel ess Tobacco Products

Over the past two years, the Conpany has been engaged in the devel opnent
of snokel ess tobacco products that could provide adult tobacco users with a
viable alternative to cigarettes in situations and environments when they can't
smoke or when they would prefer not to snoke. This effort was encouraged by the
Conpany's Scientific Advisory Board and ot her independent scientific, nedical,
and public health advisors who encouraged Star to accel erate the devel opnent of
snmokel ess products using 100% Star Cured(TM | ow TSNA tobacco, because snokel ess
products have far fewer toxins than conventional cigarettes. Cigarette snoke
contains nmore than 4,000 chem cal conpounds, 43 of which are known to be
carci nogenic. A nunber of respected scientists and researchers believe that the
maj or or significant toxins in snokel ess tobacco are the TSNAs, particularly the
NNNs and NNKs. In labelling and pronoting its snpkel ess tobacco products, the
Conpany has nmade no direct or inplied health or therapeutic clains, consistent
with its stated belief that, at this tine, there is not sufficient peer reviewed
scientific evidence to denobnstrate that reduced toxin delivery can be quantified
in terns of reduced health risk.

On Septenber 28, 2001, the Conpany introduced its first two very | ow TSNA
snuff products (a moist and a dry snuff) under the brand name Stonewal | (TM. On
Novenber 14, 2001, Star introduced its flagship hard tobacco cigalett(TM pieces
(ARIVA(TM). ARIVA(TM is a conpressed powdered tobacco product designed to
di ssolve conpletely in the mouth without |eaving any residue. Sales of Star's
snmokel ess products were de mininus in 2001. ARIVA(TM and Stonewal | (TM are
bei ng marketed nationwi de by ST through its network of established tobacco
distributors and through new distributors with whom ST has not previously had a
relationship. In addition, the Conpany has sought to introduce AR VA(TM and
Stonewal | (TM through direct arrangenents with several national retail chains
and through national distributors experienced with consuner products. Foll ow ng
the successful limted test market of its snokel ess products, Star decided it
was appropriate to expand distribution. Accordingly, by March 2002, the
Conpany' s snokel ess products had been placed in nore than 10,000 conveni ence and
retail store locations. The Conpany anticipates greatly expanding the nunber of
stores in which its snokel ess products will be available during 2002.



Di scount Cigarettes

ST manufactures and sells four brands of discount cigarettes through
approxi mately 260 tobacco distributors throughout the United States. These
cigarettes, which are sold as discount brands, accounted for approxi mately
79.4% 79.3% and 90.0% of the Conpany's net sales in 2001, 2000 and 1999,
respectively. ST does not engage in extensive advertising or marketing prograns
for its cigarette products, but relies primarily upon communications with
distributors, product placenent by its field sales force (the field sales force
focuses primarily on placing ST's products with retailers in Florida, Mnnesota,
M ssi ssi ppi and Texas), pricing appropriate for discount cigarettes, and, to a
| esser extent, on brand recognition, product appearance and taste in order to
conpete in the marketplace. ST has avoi ded any marketing efforts aimed at young
persons, and the Conpany is conmtted to keeping its products out of the hands
of youngsters. There were no export sales by the Conpany in 2001.

Al of ST's discount cigarettes contain 24% StarCured(TM flue-cured very
| ow- TSNA t obacco. As of July 1, 1999, ST changed all of its filters to activated
carbon/ acet ate because several |eading health advocates and respected research
scientists believe that activated charcoal (carbon) filters reduce certain vapor
phase toxins found in tobacco snoke. Since January 2001, the Conpany has
undertaken to increase the anount of activated charcoal inits filters to 30
mlligrans for all new production of ST's discount brands. The Conpany is
eval uating whether continued use of these filters is appropriate on a
goi ng-forward basis. The Conpany intends to continue to use its StarCured(TM
very | ow TSNA tobacco in its discount cigarettes, although the Conpany does not
have any evidence to support the conclusion that reducing a range of toxins in
cigarette snoke will correspond to a reduced health risk.

Low TSNA Cigarettes

Star launched the first very | ow TSNA cigarette, Advance(R), in Cctober
2000 in two test markets--Richnond, Virginia and Lexington, Kentucky. Advance(R)
was the first conventional cigarette to be manufactured to deliver fewer
carci nogenic TSNAs. The Advance(R) cigarette reduced additional toxic snoke
constituents through a unique "dal mati an-type" activated carbon/acetate filter.
Advance(R) also differed fromconventional prenium brands because it provided
adult tobacco consunmers with enhanced health warnings (not required by the
Surgeon General ), on the back of the package and "onserts" that contained
conparative content information and additional health-related infornation.

Under the April 25, 2001 Agreenents with B&W B&W agreed to take over all
aspects of the sales, nmarketing and distribution of Advance(R). On Novenber 4,
2001, B&Winitiated a test market of its version of Advance(R) in Indianapolis,
I ndi ana. That test nmarket is ongoing and, if successful, B&Wwi || undertake a
future rollout of the product. Under the April 25, 2001 Agreenents, Star
receives a royalty on each carton of Advance(R) sold by B&W Sal es of Advance(R)
during the Conpany's test market and royalty paynents from B&W during 2001 were
de m nimus.

Tobacco- Fl avored Chewi ng Gum and Lozenges and Chewi ng Gum Cont ai ni ng Tobacco
Extract

Prior to the decision to concentrate on the devel opnent of products for
adult tobacco users that incorporate very |ow TSNA StarCured(TM tobacco, the
Conpany sought to devel op both cessation products and a product intended to help
patients who rel apsed after a trial of snmoking cessation to prepare for another
cessation attenpt. While the initial results of the testing of these products
was positive, the Conpany determ ned that the further testing and the
preparation and subm ssion of required marketing applications to the FDA woul d
be costly and tine consum ng. The Conpany nade the business decision that it was
unlikely that the devel opnment of cessation-related products on its own would
produce an adequate return on investnment. Accordingly, the Conpany has expl ored
and will continue to explore entering into a joint venture, partnership and/or
technol ogy license as a neans to devel op cessation-rel ated products. The Conpany
woul d prefer to work with a najor pharnaceutical conpany wi th significant
resources, experience and the scientific and regulatory infrastructure that can
assi st and accel erate the approval process required for nmarket entry.



Sal es and Marketing

ST's four brands of discount cigarettes are each sold in a variety of
sizes and styles such as king size and 100s, soft pack and hi nged box, regular
flavor and menthol, and full flavor, lights and ultra lights. ST utilizes its
own specified bl end of tobaccos in each brand. The bl end consists of Virginia
flue-cured, burley and oriental varieties of tobacco, which is typical of
Anerican-style cigarettes.

It is ST's strategy to rely to a |large degree upon distributors to pronote
ST's brands to retail customers. ST provides to its distributor custoners, for
redistribution to retailers, point-of-sale materials such as posters, pole
signs, display racks and counter top and floor displays. Al so, ST produces
marketing materials for use by distributors and their direct sales force to
pronmote the sale of ST tobacco products to their retail customners.

ST sells its tobacco products through approxi mately 260 tobacco
distributors throughout the United States, although in 2001 its sales were
primarily in Florida, Mssissippi, Mnnesota and Texas. O these 260
distributors, approximtely 100 are located in Florida, Mssissippi, Mnnesota,
and Texas where the Conpany's sales force is now concentrated and in which it
does not have purported obligations to make paynments into escrow under state
qual i fying statutes enacted pursuant to the Tobacco Master Settlenment Agreenent
(the "Master Settlenment Agreenent” or "MSA'"). The distributors maintain state
and, where applicable, municipal governnment tobacco product |icenses, and apply
state and/or local tax stanps when needed to resell the tobacco products. ST
delivers its products directly to distributors mainly by common carrier trucks.
ST's distributor custonmers primarily serve conveni ence stores, gas stations and
other outlets and retail stores. No one distributor accounted for nore than 11%
of ST's revenue in 2001. The overall nunber of distributors was reduced from
approxi mately 325 in 2000 to approximately 260 in 2001 due to price increases as
wel | as the Conpany's focus on enhancing its nmarket share in four states:

Fl orida, Mnnesota, M ssissippi, and Texas. ST's shipnent vol ume during 2001
decreased approximately 31%to 3.5 billion units from 2000's shiprent vol une of
5.0 billion units, reflecting a continued focus by the Conpany to concentrate
the field sales force and sales efforts in four states and to devel op and | aunch
a series of snokel ess tobacco products, which the Conpany believes wll be the
primary focus of its business in the future.

I'n marketing ARIVA(TM hard tobacco cigalett(TM pieces and Stonewal | (TM
nmoi st and dry snuffs, the Conpany has sought to position the products in the
smokel ess sector of the tobacco market using many of the same distribution
channel s that it uses for cigarette sales. As part of the nmarketing and
distribution effort, the Conpany al so has negoti ated agreenents with a nunber of
national retail chains and national distributors selling consumer products.

Three of the Conpany's officers, M. Jonnie R WIllianms, Star's Chief
Executive Oficer, M. David M Dean, Star's Vice President of Sales and
Mar keting, and M. Shel don Bogaz, ST's Vice President of Trade Operations, |ead
the Conpany's sales and marketing activities. M. Randy Escam |la, National
Sal es Manager, supervises a staff of seven regional sales representatives who
direct ST's field sales force.

During 2001, ST repositioned and consolidated its field sales force in
response to increased conpetition fromforeign and donestic conpanies selling
di scount brands. By the end of 2001, ST had 88 field sal es personnel and
nmer chandi sers primarily positioned in Florida, Mnnesota, M ssissippi and Texas.
In 2002, ST will continue to selectively expand its field sales force, primarily
in those states.

Pur chasi ng

Star purchases its very |ow TSNA flue-cured tobacco for its |eaf tobacco
sal es from approxi mately 200 participating tobacco farmers (StarCured(TM
farmers) who cure their tobacco in specially designed StarCured(TM barns
pursuant to long-termcontracts entered into with the Conpany. Star believes
that it will be able to purchase a sufficient supply of flue-cured,
StarCured(TM |eaf tobacco fromthese farmers for its own use and to satisfy
commitments to B&W for the foreseeable future. The Conpany anticipates that it
will be able to process the tobacco purchased fromthe farners within its Chase
City processing facility within one to three days of delivery to the facility.

During 2001, the najority of tobacco used in ST's cigarettes was purchased
fromB&W s Export Leaf Division in "cut rag" form neaning that the tobacco has
been cut, processed and flavored to ST's specifications, and is ready



when delivered to ST for the manufacturing process. ST expects to continue
purchasing "cut rag", |ow TSNA StarCured(TM tobacco and other tobacco for the
next several years from B&Ws Export Leaf Division, and thereafter to either
continue purchasing "cut rag" tobacco from B&W Export Leaf Division or to
purchase increasing ambunts of tobacco needed for its business from other
sources. Buying tobacco fromB&Ws Export Leaf Division allows ST to avoid
having to dedi cate substantial ampbunts of working capital to tobacco
inventories.

At the end of 2001, Star had approximately 858,000 pounds of burley
tobacco in inventory, which will be utilized as part of the blend in Star's four
di scount brands. In 2001, Star continued its R&D to attenpt to perfect the
Star Cured(TM tobacco curing process for burley tobacco in conjunction with the
Uni versity of Kentucky's Departnent of Agronony, The Burley Tobacco G owers
Cooperative Association, Inc. and Star's scientific and technical advisors. Star
bel i eves that the StarCured(TM process is applicable to burley tobacco, and the
Conpany w || conduct additional experiments with the University of Kentucky this
grow ng season. However, because the tobacco in Star's snokel ess tobacco
products is 100% flue-cured very | ow TSNA StarCured(TM tobacco, the Conpany's
need for a | ow TSNA burley tobacco is expected to decline as the Conpany shifts
its enphasis to snpkel ess tobacco products. Mreover, no assurances can be given
at this time that the | ow TSNA StarCured(TM tobacco curing process for burley
tobacco will be successfully devel oped and comerci al i zed.

At the end of 2001, Star had approxinmately 1.4 nmillion pounds of redried
strip StarCured(TM tobacco paid for by B&Wand held in inventory by B&W on
Star's behalf. This tobacco will be used as part of the blend in Star's discount
cigarettes as well as in Star's snokel ess tobacco products.

Manuf act uri ng

Al of the flue-cured tobacco which the Conpany plans to use in 2002 and
thereafter, either for sale to B&Wand potentially other parties, or for gradual
incorporation into ST's own cigarettes, or in Star's snpkel ess tobacco products,
will be cured using the StarCured(TM tobacco curing process. The StarCured(T™M
tobacco curing process involves controlling certain conditions in the tobacco
curing barns and in certain applications, uses mcrowave and/or el ectronic beam
technol ogy. The specially designed curing barns that utilize the StarCured(TM
tobacco processing technol ogy are manufactured exclusively for Star by Powel |
Manuf act uri ng Conpany of Bennettsville, South Carolina ("Powell"). Specially
desi gned barns, which are owned or |eased by the Conpany, are erected on site at
the tobacco farms and provide Star with its source of very | ow TSNA tobacco. A
total of 1,125 Star barns have been manufactured and approximately 920 were
delivered to farmers who currently produce flue-cured tobacco. In 2000, 100
barns were delivered to farmers in Kentucky in connection with the research,
devel oprent and testing of the StarCured(TM tobacco curing process for burley
tobacco in conjunction with the previously-nmentioned joint programw th The
Burl ey Tobacco Growers Cooperative Association, Inc.

Star does not anticipate purchasing any additional barns fromPowell in
2002 because the Conpany has sufficient barns in place to process approxinately
20 million pounds of StarCured(TM flue-cured tobacco, which will neet the
Conpany' s needs for this growi ng season. Under the April 25, 2001 Agreenents
with B&W B&W agreed to finance all of the StarCured(TM tobacco curing barns on
an interest-free basis through January 1, 2005. Subsequent to April 2001, Star
entered into a series of sale/leaseback transacti ons for approxinmately 400 barns
and, as part of these transactions, has reduced its |ong-termindebtedness to
B&W from approxi mately $29 million to $23.7 million. Also, in 2001, Star sold 91
curing barns to CGol den Leaf Tobacco Conpany, Inc. for $1.85 mllion as part of a
sale and |icensing arrangenent. The $1.85 nillion was used to reduce |ong-term
debt owed to B&W because the barns were held as collateral for this debt. Under
the license agreenment, Colden Leaf is obligated to pay royalties on
Star Cured(TM tobacco and other | ow TSNA tobacco it uses once the Conpany begins
to receive royalties fromtobacco conpani es other than B&W As di scussed above,
Star has entered into a series of sale/leaseback transactions in which Star has
financed the barns with certain financial institutions and agreed to repurchase
the barns at the end of the |ease period, thus ultimately having the ability to
retain control of the barns.

In early 2000, Star's processing facility in Chase Cty, Virginia
underwent a substantial expansion of its capacity to process significantly
| arger ampbunts of very | ow TSNA tobacco, as well as to provide sufficient space
for the installation of new equi pment to be used in conjunction with the
manuf acturing of the Conpany's snokel ess tobacco products and the installation
of a state of the art l|aboratory to test for TSNAs. This expansion allowed Star
to process approximately 19 mllion pounds of StarCured(TM tobacco during each
growi ng season in 2000 and 2001.



As a result of the expansion, the Chase City facility will have nore than
adequate capacity for volunes anticipated for B&Wunder the April 25, 2001
Agreerments and for Star's need for tobacco.

ST expanded its cigarette manufacturing capability in 2000 by outsourcing
a portion of its manufacturing through a contract with B&Wto manufacture
cigarettes. The Conpany undertook this outsourcing to avoid the need to buy new
cigarette manufacturing equipment. In 2002, Star also installed at Chase City a
hi gh- speed manufacturing line for the production of AR VA(TM hard tobacco
cigalett(TM pieces and Stonewal | (TM dry snuff, and a second manufacturing |line
has been ordered. Plans are currently underway for the installation of these
manufacturing lines in a second facility in Chase Cty, adjacent to the existing
Star facility. This second facility has approxi mately 91,000 square feet of
war ehouse space and 9,000 square feet of office space |ocated on approxinately
nine acres of land. This facility is the process of being acquired by the
Virginia Econonmi c Devel opment Authority ("EDA") and, as contenplated, the EDA
will finance the renovations of the facility to Star's specifications. Star wll
enter into a long-termlease with an option to purchase this facility. The
Conpany has added further manufacturing capacity at its Petersburg, Virginia
facility for the production of Stonewall (TM noist snuff.

The Conpany believes its manufacturing facilities, together with the
addi tional contract manufacturing relationship nowin place with B&W will allow
it to respond to the growi ng demand for its snokel ess products, as well as
demand for cigarette products for the foreseeable future.

Rel ati onship with B&wW

On Cctober 12, 1999, the Conpany and B&Wentered into a Supply Agreenent
under whi ch B&WV agreed to purchase StarCured(TM tobacco. During 1999 and 2000,
Star produced and delivered to B&W approximately 3.5 mllion pounds and 19
m | lion pounds, respectively, of very |ow TSNA StarCured(TM processed tobacco.
Sonme of this tobacco has been or will be purchased by the Conpany for use in
ST's own discount cigarettes, and in Star's new hard tobacco and noi st and dry
snuff products.

In addition during 2000, B&W col | aborated with the Conpany in the
devel opnent of the Advance(R) | ow TSNA cigarette. B&Wal so has been
manuf acturing cigarettes for ST, supplying | eaf tobacco to ST for use inits
t obacco products, and warehousi ng burley tobacco for Star.

Under the April 25, 2001 Agreenents, B&Wagreed to purchase at |east 15
mllion pounds of StarCured(TM tobacco over three grow ng seasons (2001-2003)
with the right to purchase additional anpunts of StarCured(TM tobacco during
those years and in future years. B&Wal so agreed to restructure approximately
$29 million of debt into long-term interest-free debt with interest and
princi pal payments beginning in January 2005 and continuing over five years.
There are provisions in the agreenents that forgive one-half of the then-current
debt upon declaration by B&Wthat its test nmarket of a cigalett(TM product
is successful, and all of the remaining debt once B&Wintroduces a cigalett(T™M
product into distribution in retail locations in 15 states. Further, the
agreenents provided that B&Wwoul d take over all aspects of the Advance(R)
| ow- TSNA cigarette and obtain an exclusive right (subject to Star's own rights)
to purchase and sell hard tobacco cigalett(TM pieces, in return for royalty
paynents on the sales of these products. In the case of the cigalett(TM pieces,
B&W has to pay Star its manufacturing costs in addition to the royalty paynents.
Finally, the agreenents provide for the paynent of royalties to Star on B&Ws
purchases of StarCured(TM tobacco and other | ow TSNA tobacco based on terns set
forth in the agreenents and Star's licensing agreenents with other tobacco
conpani es. During 2001, Star received approximately $1.5 mllion of royalty
paynents from B&Won its purchase of | ow TSNA tobacco, all of which was used to
reduce Star's long-termdebt to B&W

Conpetition

I'n 2001, the Conpany introduced three snokel ess tobacco products. The
tobacco in these products is 100% StarCured(TM | ow TSNA fl ue-cured tobacco. Two
of the products, Stonewall (TM mpist and dry snuffs, are designed to provide
adult snuff users with an opportunity to purchase products which expose themto
significantly lower levels of toxins. The Conpany's primary conpetition for the
Stonewal | (TM snuff products is expected to be other



snmokel ess tobacco conpani es such as US Snokel ess Tobacco Conpany and Swedi sh

Mat ch. ARI VA(TM conpressed tobacco cigalett(TM pieces are intended to conpete
agai nst conventional cigarettes and to be used by adult snokers in situations
and environments when they cannot or choose not to snoke. The primary
conpetition for ARIVA(TM is expected to be fromthe | arge tobacco manufacturers
that dominate the cigarette industry. However, as discussed herein, the Conpany
has entered into an agreenent for B&Wto purchase and sell a hard tobacco
product in return for the payment of royalties to Star.

The Conpany's primary conpetition for cigarettes is fromthe four
"majors," that is, Philip Mrris, the brands of which accounted for nore than
50% of all cigarette sales in the United States in 2001, R J. Reynolds, B&Wand
Lorillard, as well as Vector Group, Ltd. (the parent conpany of Liggett), each
of which has substantially greater financial and operating resources than the
Conpany. The Conpany al so encounters significant conpetition from several other
smaller U.S. manufacturers of cigarettes, as well as inporters of cigarettes
manufactured in foreign countries. Many of these manufacturers and inporters
have substantially greater financial, manufacturing, marketing and other
resources than the Conpany. Further, despite the requirements of the MSA
several newer discount conpetitors have not, and it appears do not intend to
make deposits into escrow accounts purportedly required by the MSA, allow ng
these conpetitors to undercut the current discount market and unfairly conpete
agai nst ST for discount cigarette sales. Al though several states have begun
litigation agai nst sone of these conpanies for failure to make escrow paynents
on sales in those states, it is unclear whether such litigation will adequately
resolve this issue.

ST's current discount cigarettes conpete principally on the basis of price
and, possibly, quality of product. Generally speaking, there are three price
categories of cigarettes in the United States, "prem um" which includes such
brands as Marl boro(R) and Canel (R), "full-price," which includes such brands as
Doral (R) and GPC(R), and "discount,"” which as a group account for only a snall
percentage of the U S. cigarette market. Each of ST's brands is priced in the
di scount category. Qther conpetitive factors include package design, taste and
the armount of marketing support provided to distributors and retailers. At the
consurer |level, brand loyalty also is a significant factor.

I'n 2000, the Conpany established an escrow account as required by the MSA
for sales of cigarettes in 1999, and begi nning in 2000, and with increased
effort in 2001, has focused sales (and its field sales force) to increase its
mar ket share in states that were not part of the MSA in order to mnimze its
MSA escrow paynment obligation. However, in the 46 states that did join the MSA,
ST faces significant conpetition fromcigarette manufacturers and captive
distributors of overseas manufacturers who have not nmade MSA escrow paynents.
Such conpanies are able to sell discount cigarettes at a substantial cost
reduction conpared to ST and as a result ST is at a significant cost
di sadvantage in conpeting with these entities.

I'n 2001, Vector G oup, Ltd. introduced a reduced-toxin cigarette that it
represents contains |less toxins, including TSNAs, than other conventional
brands. In Novernber 2001, B&Wal so began an expanded test market in
I ndi anapolis, Indiana of its version of the Advance(R) | ow TSNA cigarette that
Star and B&Wjointly devel oped. As di scussed above, the Conpany receives a
royalty on each carton of Advance(R) sold by B&W O her conpani es have begun to
purchase | ow TSNA tobacco and are expected to incorporate that tobacco into
their products. Such products may or may not be brought to market during 2002.
The Conpany believes that no other producer of discount cigarettes appears to be
incorporating very | ow TSNA tobacco and activated carbon/acetate filters into
their discount brands. One Swedi sh conpany, Swedi sh Match, has worked with
various varieties of tobacco under crop managenent environnents and ot her
nmethods in an effort to maintain | owTSNA levels in its snokel ess products. In
2001, Swedi sh Match introduced a new snokel ess tobacco product in the U S. that
claims to have reduced | evel s of carcinogens.

B&Wnow has in its possession very | ow TSNA tobacco fromthe 1999-2001
growi ng seasons. Also, the industry has initiated a programthat is intended to
require all tobacco sold at auction to be cured in a manner that is intended to
result in reduced levels of TSNAs. As a result, approximtely 85% of all
flue-cured tobacco grown in the U S. in 2001 was cured in a manner to reduce the
level s of TSNAs. Further, the United States Departnment of Agriculture ("USDA")
has announced that in the future, it will not provide full price supports for
flue-cured tobacco that is not cured in a manner to reduce or linit the levels
of TSNAs in the cured tobacco |leaf. Star believes if it is successful in
comercializing its unique very |ow TSNA tobacco products and enforcing the
patents for such
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technology to which it is the exclusive licensee, many of the najor tobacco
conpanies will followits lead and may seek to sublicense the StarCured(TM
t echnol ogy.

I1f, in the future, the Conpany is successful in devel oping and
comrerci al i zi ng snoki ng reduction or cessation products, it will encounter stiff
conpetition fromwell financed pharmaceutical conpanies. Snoking cessation
products that are approved for sale in the United States by the FDA are
primarily nicotine delivery products (nicotine only) designed to wean the snoker
fromni cotine addiction over a period of time ranging from 30 days to six weeks.
These products are referred to as "nicotine replacenent” therapies. Three
products, Nicorette(R), a nicotine chewing gum and Nicotrol (R} and N coDerm R),
both transdernal nicotine patches, constitute substantially all of the U S
mar ket for pharmaceutical nicotine. Al of these products are sold over the
counter. Zyban(R), (bupropion), a prescription drug which originally was
devel oped and is still sold under another proprietary name as an anti depressant,
was introduced to the market in 1997 and has been denonstrated to be useful as a
cessation product. Star understands that sales of Zyban(R) to date have been
substantial and that Zyban(R) is often prescribed by physicians to be used in
conjunction with nicotine delivery products.

Star's principal conpetitors in the cessation market would include
d axoSmithKline, the McNeil Consuner Division of Johnson & Johnson and
Phar maci a- Upj ohn, all of which have significant capital resources, research and
devel oprent staffs, facilities, experience in conducting clinical trials and
obtaining regul atory approvals, and experience in manufacturing and marketing
their products which are significantly greater than those of Star. For that
reason, anong others, Star has del ayed any further devel opment efforts of a
possi bl e cessation product pending the Conpany securing a joint venture partner
or corporate pharmaceutical partner with a significant scientific
infrastructure. In addition, there are several conpani es devel opi ng new
t echnol ogi es ai ned at snoking cessation therapies. There also are a nunber of
consurmer products that do not require FDA approval as therapeutic drug products
but which neverthel ess are advertised as alternatives to snmoking or as an aid in
the reduction of smoking. For exanple, at |east one of the |eading United States
confectionery chewi ng gum manuf acturers has advertised its gum products as an
alternative to cigarettes. There are al so non-tobacco cigarettes produced with
fillers such as lettuce and herbs. In addition to the use of consumabl e products
for snmoking cessation or reduction purposes, nedical practitioners and others
have devel oped a variety of progranms intended to assist a person in w thdraw ng
from ni coti ne dependence. Treatnments used include psychol ogi cal counseling,
hypnosi s, group therapy and behavi or nodification techniques. There can be no
assurance that in the future Star will be in a position to overcome regul atory
barriers to marketing tobacco-containing cessation products, or that Star's
conpetitors will not succeed in devel opi ng technol ogi es and products that are
nore effective than Star's product candidates, that are less toxic than Star's
products, or that would render Star's products obsol ete or non-conpetitive.

Gover nment Regul ation

The manufacture and sale of cigarettes, other tobacco products and
pharmaceuti cal products are subject to extensive federal and state governnental
regulation in the United States and by conparable authorities in nmany foreign
countries. These national agencies and other federal, state and local entities
regul ate, anobng other things, research and devel opnent activities and the
testing, manufacture, safety, effectiveness, |abeling, storage, record keeping,
approval , advertising and pronotion of such products.

There are nultiple bills pending before the 107th Congress and in several
state | egislatures which, if enacted, would significantly change the United
States tobacco industry. Some of these federal bills contain provisions which
woul d provide substantial federal governnment funds for snoking cessation
progranms and products, as well as incentives to tobacco conpanies and others to
produce | ess toxic or reduced-risk tobacco products under potential specific
standards. Star is unable to predict what effect, if any, these provisions, if
enacted, would have on Star's | ow TSNA tobacco curing technol ogy or the sale of
smoki ng cessation products and/or potentially reduced-risk tobacco products. The
Conpany bel i eves, however, that any bill that requires manufacturers to reduce
or disclose levels of TSNAs in tobacco or tobacco snoke in a meani ngful manner
woul d be beneficial.

Star announced its support of a bi-partisan tobacco labeling bill (S.
2125) introduced in the 106th Congress by Senators Frank Lautenberg (D. N J.),
Richard Lugar (R IND.), Richard J. Durbin, (D. ILL.), and Lincoln D. Chafee (R
R 1.), on February 29, 2000, at a press conference held at the D rksen Senate
O fice Building in Washington, D.C. To the best of Star's know edge, it was the
only tobacco conpany asked to support this bi-partisan bill which
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focused on product disclosures not currently mandated by the Surgeon General or
HHS. The Senate bill, entitled the "Snoker's Right to Know and Truth in Tobacco
Labeling Act", would have significantly enhanced the current tobacco package
warni ng | abel s and required disclosure of toxic ingredients and health effects
of tobacco use. The bill would have required all nmanufacturers to disclose
cancer - causi ng agents, including carcinogenic TSNAs, as well as the percentage
of such carcinogens "relative to the average of such concentration of such
carcinogen in the sales weighted average of all cigarettes nmarketed in the
United States."

I'n March 2000, Representatives Greg Ganske (R, lowa), John Dingell (D,
M chigan), and Henry Waxman (D, California) co-sponsored the introduction of the
"FDA Tobacco Authority Amendnents Act." This bill would have given the FDA
regul atory power over all tobacco products. The Conpany actively supported this
bill, and wote a letter to the sponsors asking themto consider an anendnent
whi ch woul d require manufacturers to foll ow standards adopted by the FDA before
maki ng reduced risk clains.

In May 2000, Senators John McCain (R, Arizona) and WlliamFrist, MD. (R
Tennessee) introduced Senate bill S. 2566 entitled "The National Youth Snoking
Reduction Act". The central goal of the |legislation was to reduce the nunber of
yout hs who are snmoking and to provide the FDA with regulatory authority over
tobacco products. Senator MCain echoed the views of the Conpany when he

commented that a significant aspect of the proposed bill would include | anguage
that "provides a mechani smfor |ower-risk tobacco products to be tested,
revi ewed and approved." Senator Frist introduced a simlar bill in January 2001.

During the 107th Congress, which began in January 2001, a nunber of
proposal s have been introduced in both the Senate and House of Representatives
whi ch woul d provide the FDA with authority to regul ate the manufacture, sale,
distribution, |abeling and marketing of tobacco products. This includes H R
1097, introduced by Congressnen Ganske (R, lowa), Dingell (D, Mchigan), and
Waxman (D, California). The Conmpany, as it did in the previous Congress, has

witten Congressman Ganske indicating support for the bill. S.190 is a nodified
FDA/ t obacco bill (fromthe 106th Congress) introduced by Senator Frist, MD. (D,
Tennessee). S.247 is a reintroduction of a bill by Senators Harkin (D, |owa),

Chaffe (R, Rhode Island) and Graham (D, Florida) which includes FDA and ot her
tobacco control provisions. S.1976 is a conprehensive cancer control bill

i ntroduced by Senator Feinstein (D, California) which includes the provision of
the McCain/Frist bill fromthe 106th Congress. H- R 1043 is a reintroduction of
a bill by Congressman Waxman (D, California), which includes both FDA and ot her

tobacco control provisions. H R 2180 is a FDA/tobacco bill introduced by
Congressman Davis (R Virginia). HR 3940 is a bill introduced by Congressnen
Melntryre (D, North Carolina) and Davis (R, Virginia), which includes the FDA
provisions of the Davis bill (H R 2180) as well as provisions to provide a

buyout for tobacco farners.

Mbst of the bills introduced contain provisions governing reduced risk
products. The Conpany, as appropriate, will continue to follow these
| egislative proposals in Congress and provide input, support and/or
reconmendat i ons. Shoul d hearings be convened during the second session of the
107t h Congress, the Conpany anticipates that it will seek an opportunity to
present its views.

President's Conmi ssion On | nproving Economc Cpportunity In Communities
Dependent Upon Tobacco Production

Star has been actively supporting the vast najority of the recommendations
of The President's Commission on "lInproving Economic Qpportunity in Comunities
Dependent upon Tobacco Production while Protecting Public Health". Star is
keenly interested in supporting the Anerican tobacco farm ng comunity and
assisting farnmers in obtaining higher prices for very | ow TSNA tobacco, while
promoting public health-related issues, by giving the farmers an opportunity to
produce very | ow TSNA tobacco using StarCured(TM tobacco curing barns that have
been provided to the farners by Star. Star testified before the President's
Conmmi ssion in Louisville, Kentucky, in 2000, and provided witten coments on
the Commission's prelimnary recommendations in March 2001. Star's Board of
Directors voted unani mously to endorse the recommendati ons of the President's
Conmi ssion in Septenmber 2001. Star believes it is the only tobacco conpany that
testified and supported the najority of the Conmi ssion's reconmendations.

FDA Regul ati on
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In 1996 the FDA pronul gated regul ati ons governing the sale and adverti sing
of tobacco products designed primarily to discourage the sale to, and
consunption by, adol escents and children. The authority of the FDA to pronul gate
such regul ati ons was challenged in the federal courts by the major tobacco
conpani es. A federal District Court upheld the FDA's authority to pronul gate
such regulations but ruled that certain of the regulations restricting
advertising were invalid as violative of the constitutional right of free
speech. On appeal, the United States Court of Appeals for the Fourth Crcuit
affirmed portions of the District Court opinion that held the FDA coul d not
regul ate tobacco advertising and ruled that the executive branch of the United
States governnment, in particular the FDA, does not have any authority to
regul ate tobacco products generally. The federal governnent appeal ed the Appeal s
Court's ruling and the matter was heard by the United States Suprenme Court in
late 1999. On March 21, 2000, the Supreme Court, in a five to four decision,
hel d that Congress has not given the FDA authority to regul ate tobacco products
as customarily narketed.

Since the introduction of ARIVA(TM, two petitions have been filed with
the FDA seeking to have ARI VA(TM regul ated as a drug product and/or as a food.
Because ARIVA(TM is a snpkel ess tobacco product that is intended to provide
tobacco satisfaction, the Conpany believes the FDA | acks any authority to
regul ate ARIVA(TM based on the March 21, 2000 decision of the Suprenme Court
referenced above. Star has advised the FDA that it believes the petitions are
without nerit and that its legal teamw |l be filing responses in a tinely
fashion. Gven the decision by the Suprene Court, it is unclear whether Congress
will act to grant authority to the FDA over tobacco products, although
| egislation that would create such authority has been introduced. However, the
Conpany believes that in the future, reasoned FDA regul ation of all tobacco
products shoul d better enable the Conpany to conpete in its particular market
ni che. The Conpany has publicly stated its position in favor of reasoned FDA
regul ation of all tobacco products for approximtely the last three years.

Institute of Medicine

On February 22, 2001, the Institute of Medicine issued a conprehensive
report, entitled "Clearing the Snpke: Assessing the Science Base for Tobacco
Harm Reduction,” in response to a request fromthe FDA to assess the scientific
basis for possible harmreduction relating to the use of tobacco. This
vol um nous report suggests, anmong other findings, that it is scientifically
feasible to design and manufacture a range of energing "potential
reduced- exposure products" (which the report referred to as "PREPs"), but that,
wi t hout appropriate governnental regul ation and independent scientific
eval uation of PREPs, the public is left without clear information regarding the
degree to which these products have reduced the risks associ ated w th snoking.
The Conpany provi ded testinmony before the Institute of Medicine and shared
certain of its scientific and applied research and findings related to the
devel opnment of products which deliver |less of certain toxins (TSNAs) and other
gas and vapor - phase toxi c substances in tobacco snoke. Star's innovative
products that deliver less toxins, and the StarCured(TM process, were referred
toin the Institute of Medicine's discussion of PREPs.

Federal Trade Conmi ssion

The requirements for health warnings on cigarettes is governed by the
Federal Cigarette Labeling and Advertising Act. Sinmilar requirenents are inposed
on snokel ess tobacco products under the Conprehensive Snokel ess Tobacco Health
Education Act of 1986. These Acts inpose |abeling and advertising requirenents
on the manufacturers, packagers and inporters of cigarettes and snokel ess
tobacco products and require any conpany wi shing to sell such products wthin
the United States to submit a plan to the Federal Trade Conmi ssion (the "FTC")
explaining howit will conmply with the warning | abel display requirenents. Star
has submtted | abeling plans for its cigarette and snokel ess products to the FTC
in accordance with these Acts and before introducing its new products. Al so,
Star shared with the FTC its enhanced warning | abels for Advance(R) prior to the
initiation of the test marketing of Advance(R) in Cctober 2000 and the enhanced
war ning | abels for Stonewal | (TM npoist and dry snuff and ARI VA(TM hard tobacco
prior to the introduction of these products in 2001.

Bureau of Al cohol, Tobacco and Firearns
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Manuf acturers and inporters of tobacco products are taxed pursuant to
regul ati ons pronul gated by the federal Bureau of Al cohol, Tobacco and Firearmns
(the "BATF") under authority of the Internal Revenue Code of 1986, as anended.
The Conpany's tobacco products are subject to tax under such regul ations. The
federal excise tax on cigarettes rose from$.24 per pack in 1999 to $.34 in
2000, and has increased to $.39 per pack in 2002. Snpkel ess tobacco in the form
of snuff is subject to federal tax at a rate of $.585 per pound in 2002 and
thereafter. The nmanufacturing of tobacco products is also subject to regulation
by the BATF. The Conpany currently has |icenses fromthe BATF to manufacture
t obacco products, including cigarettes and snpkel ess tobacco products. Such
licenses require that the Conpany adhere to strict regul ations regarding the
manuf acturing and transportation of its tobacco products.

State and Municipal Laws

The sale of cigarettes is subject to taxation through excise taxes in all
fifty states and snokel ess tobacco is taxed in nost jurisdictions. State excise
taxes on cigarettes range from$.025 per pack in Virginia to $1.11 per pack in
New York. Several states have no excise tax on snpkel ess tobacco and the rates
in other states vary significantly fromstate to state using formulas based on
wei ght or a percentage of the whol esale price of the product. For exanple, the
states of Al abama and North Dakota tax snokel ess products at a rate of 3/4 of 1
cent per ounce and 16 cents per ounce, respectively, while the states of North
Carolina and Oregon inpose an excise tax of 2% and 65% of whol esal e cost,
respectively.

In addition, sone states permt nunicipalities to i npose an additional
sal es tax, and many nunicipalities do so. The state and nunicipal sales taxes
are inposed upon whol esal ers and/or retailers but not manufacturers, and
therefore the Conpany has no liability for such taxes. The Conpany is required
by many states, however, to report its shipnents of cigarettes to
distributors/retailers located within their jurisdiction. Star is aware of at
| east three states, Massachusetts, M nnesota and Texas, which have adopted | aws
and regul ations regarding the disclosure by manufacturers of certain chem cal
constituents in their products. Star has and intends to continue to conply with
such laws to the extent they are upheld and believes it will benefit from such
di scl osure.

Mast er Tobacco Settlenment Agreenent

I'n Novenber 1998, 46 states and several U. S. territories entered into a
settl ement agreenment, the Master Settlement Agreenment, to resolve litigation
that had been instituted against the major tobacco manufacturers. The Conpany
was not naned as a defendant in any of the litigation natters and chose not to
become a participating manufacturer under the ternms of the Master Settlenent
Agreenent. As a nonparticipating manufacturer, the Conpany is required to
satisfy certain purported escrow obligations under statutes which the Master
Settl ement Agreenent required participating states to pass, if they were to
receive the full benefits of the settlement. The so-called "level playing field"
statutes require nonparticipating nanufacturers to fund escrow accounts that
could be used to satisfy judgments or settlements in lawsuits that may at some
future date be filed by the participating states against such nonparticipating
tobacco manufacturers. Under these statutes the Conpany is obligated to place an
amount equal to $1.88 per carton for 1999, $2.09 in 2000, $2.72 in 2001-2002,
$3.35 in 2003-2006 and $3.77 thereafter, in escrow accounts for sal es of
cigarettes occurring in the prior year in each such state after the effective
date of each state specific statute. An inflation adjustnent is also added to
these deposits at the higher of 3% or the Consurmer Price |Index each year. Such
escrowed funds will be available to satisfy tobacco-rel ated judgnents or
settlements, if any, in sonme states. |f not used to satisfy judgnents or
settlements, the funds will be returned to the Conpany 25 years after the
applicabl e date of deposit on a rolling basis. A so, absent a challenge to the
state specific statutes or some accommopdation as to the escrow anounts, the
failure to place the required amounts in escrow could result in penalties to the
Conpany and potential restrictions on its ability to sell tobacco products
Wi thin particular states. Because all of the MSA states have passed the
so-called "level playing field" statutes, the Conpany expects that a material
portion of its cigarette sales will continue to be subject to such purported
escrow obligations.

As of January 1, 2000, thirty-eight states and the District of Colunbia
had adopted so-called nodel "level playing field" statutes and Star's purported
net obligations under those statutes was approximately $11.6 nillion with
respect to 1999 sales. As of January 1, 2001, all forty-six MSA states had
adopt ed nodel "level playing field"
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statutes. It is anticipated that after funding escrow accounts for 2001 sal es
the Conmpany wi |l have deposited a total of approximately $32 mllion into escrow
under protest. The funds placed in escrow continue to be an asset of the Conpany
and the Conpany will receive the interest income generated by the escrow
deposits. In addition to the "level playing field" statutes, a nunber of states
have recently enacted statutes that require nonparticipating manufacturers to
certify that they are in full conpliance with the escrow requirenments of the MSA
as a condition to being permtted to sell cigarette products in those states.
Wil e the Conmpany has recently focused its sales in the four states that were
not part of the MSA, these statutes could inmpact on its ability to sell
cigarettes in the MSA states, notw thstanding its substantial paynments into
escCrow.

After alnmost two years of negotiations with the National Association of
Attorneys General ("NAAG'), the Conpany concluded that NAAG had little interest
in wrking with Star to cone to a reasonabl e sol ution under which the Conpany
could beconme a participant in the Master Settlenment Agreement. Accordingly, on
Decenber 15, 2000, the Conpany filed a lawsuit in the United States District
Court for the Eastern District of Virginia requesting that the court declare
both the MSA and Virginia's Qualifying Statute unconstitutional and, therefore,
invalid. The Conpany's conpl aint challenges the MSA on the grounds that it
violates the Interstate Conpact C ause and the Commerce Cl ause of the
Constitution of the United States. It challenges the Qualifying Statute on the
grounds that it violates the Equal Protection, Due Process, Takings and Commerce
Cl auses of the Constitution. Neither Virginia Attorney General Kilgore nor any
other state attorney general has ever charged the Conpany with the tortious and
unl awf ul conduct asserted agai nst other cigarette manufacturers in |lawsuits by
various states which led to the execution of the MSA. Despite the absence of any
cl ai m agai nst the Conpany, which is focused primarily on producing |less toxic
and potentially | ess hazardous tobacco and tobacco products, the MSA and the
Qualifying Statute inpose a severe burden on its research and devel opnent
activities.

On March 12, 2001, the District Court heard oral argument on the
Commonweal th's Motion to Dismss, after both sides exchanged briefs on all the
constitutional and related issues. On March 26, 2001, the District Court
di sm ssed the Conpany's conplaint, but inits opinion, the District Court did
note that Star "nust now suffer as a result of the bad faith of previous market
entrants.” The District Court further noted that Star "has never been accused of
the fraudul ent, collusive and intentionally dishonest activities of the Big
Four," "was not even in existence during the bulk of the tinme that these
activities were occurring," and has taken "every step to provide conplete
di scl osure about the harnful nature of its products.” The District Court also
stated that the "financial burden on Star Scientific and others like it may
hanper efforts to devel op new tobacco technol ogi es.” The Conpany pronptly
appeal ed the District Court's ruling.

On January 22, 2002, the United States Court of Appeals for the Fourth
Circuit affirmed the decision of the District Court and | ater denied the
Conpany's request for rehearing. The Conpany plans to file a petition for wit
of certiorari with the United States Supreme Court asking that Court to review
the case, given its continuing belief that the MSA and the Virginia Qualifying
Statute are constitutionally flawed.

Virginia Incentive Rebates

In 1999, the Conmpnweal th of Virginia enacted | egislation that explicitly
encour aged the manufacture and sale of "products that reduce the carcinogenic
TSNA | evel s in tobacco products.” That |egislation, pursuant to House Bill 2635
and Senate Bill 1165 (1999), provided that $2,000,000 shoul d be made avail able
to the Virginia Econom c Devel opment Partnership to provide for econom c
devel opnent incentive rebates to assist Virginia conpanies that reduce
carcinogenic TSNA | evel s in tobacco products and pass a portion of that rebate
on to Virginia tobacco farners.

Star was the only conpany that qualified for those rebates, and in June
2000, was awarded $2 mllion by the Commonweal th of Virginia. Approximately
$275, 000 of those funds was subsequently provided by the Conpany to certain
Virginia farmers to help defray their costs relating to the installation of the
Conpany's StarCured(TM tobacco curing barns.

World Heal th Organization ("WHO') d obal Public Health Advocacy
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Star testified on Cctober 13, 2000, at the Wirld Health Organization
public hearings in Geneva, Switzerland on its view of the structure of a d oba
Framewor k Convention on Tobacco Control ("FCTC'). In that testinony Star
reiterated its support for reasoned regulation of all tobacco products in the
U S. and worldwide to create a nore rational environnent in which mnimzing
toxicity rather than marketing creativity woul d determ ne rel evant market share
Star also testified before the WHO Scientific Advisory Conmttee on Tobacco
Product Regul ation on February 1, 2001, and again reiterated its support for
reasoned worl d-wi de tobacco regul ation within the FCTC proposed structure

Research and Devel opnent

In the md-1990's, Star commenced research and devel opment activities
based upon new y-concei ved technol ogy for the processing of tobacco so as to
retard or substantially reduce TSNAs to very low |l evels. This technology is
under exclusive license from Regent Court, a conpany in which the technol ogy's
inventor and the Conpany's founder and current Chief Executive O ficer, Jonnie
R Wllians, is part owner. (See "Patents, Trademarks and Licenses.") TSNAs are
general ly recogni zed by health researchers and respected scientists to be anong
the nost potent and abundant carcinogens in tobacco and tobacco snmoke. Star's
research and devel opnent activities have focused on: (1) perfecting and testing
nmet hods for processing | ow TSNA tobacco; (2) devel opi ng products which
incorporate Star's specially processed tobacco, including products for the
snmoked and snokel ess tobacco markets; (3) establishing a patent position; and
(4) devel oping relationships with tobacco farnmers, as well as the tobacco
industry, with a viewto the commercialization of Star's processes through
licensing and royalty arrangenents, anpong other vehicles, to generate incone for
the Conmpany. Star's research and devel opnent efforts culmnated in the
devel opnent of various aspects of the StarCured(TM tobacco curing process, with
respect to which Star has exclusive rights to patents as well as patent
applications which are pending (See "Patents, Trademarks and Licenses"). Star
has convened a Scientific Advisory Board of highly regarded physicians,
scientists, researchers and public health experts to provide it with counsel on
how best to proceed in a variety of scientific and research oriented areas. In
2001, 2000, and 1999, the Conpany spent approximately $4.1 mllion, $1.7
mllion, and $0.5 mllion, respectively, on its research and devel opnent
activities.

St ar Cured(TM Technol ogy

The process of curing or drying tobacco so that it is suitable for
production into tobacco products begins i mediately upon harvesting of the
tobacco leaf. The two principal varieties of tobacco leaf in the United States
are Virginia flue-cured tobacco and burley tobacco, both of which are typically
used in Anmerican-made cigarettes to produce what is referred to as an American
bl end. Under conventional curing nmethods with Virginia flue-cured tobacco, the
| eaves are placed in enclosed barns and are then exposed to gas-fired heat,
while with burley tobacco the | eaves are hung in sheds to dry naturally. The
curing process for Virginia flue-cured tobacco takes approximately 5 to 7 days
and for burley tobacco a nonth, or nore

The StarCured(TM technology is applicable to Virginia flue-cured tobacco
and, Star believes, to burley tobacco, and nost likely to other varieties of
tobacco on a broad-scale comrercial basis. Star's curing process essentially
arrests or elimnates microbial activity that nornally occurs during curing
t hereby preventing the producti on of TSNAs. The StarCured(TM curing technol ogy
does not, however, alter or affect taste, color or the nicotine content of
tobacco. Star nakes no claimor representation that the StarCured(TM tobacco
curing process reduces any harnful chem cal constituents in tobacco and/or
tobacco snmoke other than TSNAs. Additionally, Star makes no claimthat the
elimnation of TSNAs reduces the risk of disease. Star has been careful not to
nmake any health clains, directly or indirectly, since there is not yet clinica
evi dence to show that a reduction in these specific carcinogens in tobacco wll
translate into a reduced health risk

The StarCured(TM technol ogy has been licensed to the Conpany in an
agreenment which grants to the Conpany exclusive worldw de rights with a right of
sublicense. (See "Patents, Trademarks and Licenses" below). It is the Conpany's
obj ective to achi eve w despread acceptance of the StarCured(TM tobacco curing
technol ogy as a standard for the manufacture of less toxic and potentially |ess
harnful tobacco products and, in the future, as a basis for the use of very
| ow- TSNA t obacco in the production of snpking cessation products
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Star conducted a pilot programduring the 1998 U. S. tobacco harvest season
(July through Cctober). The purposes of this programwere: (1) to continue to
test and perfect Star's curing processes in quantities and under conditions
whi ch woul d serve as a nmodel for future operations; (2) to test custom designed
equi pment; (3) to provide processed tobacco to major manufacturers in quantities
for testing and test market purposes; and (4) to denonstrate the conmmercial
feasibility of adoption of Star's processes for w despread use in the production
of tobacco products. The program was operated fromthe Conpany's facility in
Chase City, Virginia. During 1999, Star processed over 3.5 mllion pounds of
StarCured(TM tobacco. In 2000 and 2001, Star processed approximately 19 million
pounds of StarCured(TM tobacco, which constituted approxi mately 30% of the
entire Virginia flue-cured crop in each of those years. During 2000 and 2001,
the Chase City receiving station was one of the five largest flue-cured tobacco
receiving stations in the U.S. and the largest in the Commonweal th of Virginia.

Devel opment of Very Low TSNA Cigarette and Snokel ess Tobacco Products

Begi nning in October 2000, Star test-narketed Advance(R), which the
Conpany believes was the first very | ow TSNA premiumcigarette to be sold in the
United States, which contained enlarged heal th warnings on the package,
conparative content information, and informational package "onserts" attached to
each pack that provided additional information regarding the health hazards of
smoki ng. Advance(R) utilized StarCured(TM very |ow TSNA flue-cured tobacco, as
wel | as other tobaccos (burley and oriental) selected for their | ow TSNA | evels.
Advance(R) also had a 40 ng activated carbon/acetate filter that reduced other
gas and vapor - phase toxic substances.

Under the April 25, 2001 Agreenents with B&W B&W assuned al l
responsibility for the test marketing of Advance(R) and the anticipated national
rol I out of the product follow ng a successful test nmarket. In Novenber 2001, B&W
initiated an expanded test market of Advance(R) in Indianapolis, I|ndiana
(approximately 1,500 retail outlets). B&Ws version of Advance(R) continues to
use very-low TSNA StarCured(TM tobacco and ot her | ow TSNA tobaccos, and a
nmodi fied Trionic(TM Filter. The packages of Advance(R) continue to have
enl arged heal th warni ng and package onserts that provide conparative information
on the major toxins in Advance(R) and two |l eading |light brands. Star receives a
royalty on the sale of each carton of Advance(R).

During 2001, Star continued its efforts to devel op several snokel ess
t obacco products whose tobacco consisted of all |ow TSNA Star Cured(TM tobacco.
In Septenber 2001, the Conpany introduced two such products, Stonewall (TM noi st
snuff and Stonewal | (TM dry snuff. In Novenber 2001, the Conpany introduced
ARI VA(TM) hard tobacco cigalett(TM pieces. ARIVA(TM provides adult tobacco
users an alternative to cigarettes in situations and environments when they
can't snoke or choose not to snoke.

Prior Devel opnent of C gRx(TM

In 1997 Star submitted a cigarette product that it called "CgRx(TM" to
the FDA as a pharmaceutical product. The objective was to offer a product to
hel p patients who rel apse after a trial of snpking cessation to prepare for
anot her cessation attenpt while reducing exposure to TSNAs. Star is not aware of
any other conpany submitting a tobacco product for FDA clearance. Star's
strategy has since changed, and it will not seek FDA approval for G gRx(TM. A
Phase | study, under an FDA-revi ewed protocol, was conpleted at the Virginia
Commonweal th University under the direction of Professor WlliamBarr, Director
of the Center for Drug Studies. The study, involving male and femal e subjects,
was a cross-over study designed to test in vivo elimnation or reduction of
TSNAs follow ng the snoking of C gRx(TM cigarettes conpared to the subjects’
nornal |y used cigarettes. These test cigarettes were nade entirely from
flue-cured Virginia tobacco with no added flavorings. The average total TSNA
levels in the tobacco itself at the tine of testing were about 100 parts per
billion, as conpared to nore than 3,000 parts per billion in popular brands. As
nmeasured by the current FTC nethod, the C gRx(TM cigarettes used in the study
delivered substantially | ess carbon nonoxide (4.8 mlligrans versus 12.2
mlligrans) and about half as nuch tar (7.0 mlligrans versus 14.0 m i grans)
conpared to an average of the best selling full-flavored cigarettes. The study
contrasted Star's product with conventional brands in terns of breath |evels of
carbon nonoxi de, blood |levels of nicotine, and urinary levels of TSNAs. On the
C gRx(TM product, blood nicotine |evels were sonewhat higher and carbon
nonoxi de was substantially lower. Urinary |levels of TSNA (as neasured by NNAL)
were anal yzed by the Anerican Health Foundation. The average | evels of NNAL and
its nmetabolite after nine days on the G gRx(TM
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product were reduced substantially, consistent with published data show ng that
TSNAs | eave the body slowy over 90 to 120 days.

Product Liability

In the United States, there have been nunerous and wel |l -publicized
| awsuits against the |argest manufacturers of cigarettes and ot her tobacco
products initiated by state and munici pal governmental units, health care
providers and insurers, individuals (for thenselves and on a class-action basis)
and by others. The legal theories underlying such |awsuits are varied, but are
general |y based upon one or nore of the follow ng: (1) manufacturer defendants
have decei ved consuners about the health risks associated with tobacco product
consunption; (2) such defendants knew or shoul d have known about various harnfu
ingredients of their products and failed to adequately warn consuners about the
potential harnful effects of those ingredients; and (3) such defendants knew of
the addictive attributes of nicotine and have purposefully mani pul ated their
product ingredients so as to enhance the delivery of nicotine

The Conpany believes that it has conducted its business in a manner which
decreases the risk of liability in a lawsuit of the type described above because
t he Conpany:

has attenpted to consistently present to the public the npst current
information regarding the health risks of |ong-term snoking and
t obacco uses generally;

has al ways acknow edged the addictive nature of nicotine
has never targeted adol escent or young persons as custoners;

has not advertised its tobacco products to consumers except for
point-of -sale material s;

has conducted research on the chem cal or other constituents of its
products only in the course of efforts to reduce the delivery of
t oxi ns;

has stated unequivocally that snoking involves a range of serious
health risks, is addictive, and that snpked cigarettes products can
never be produced in a "safe" fashion; and

did not produce its own brands until late 1994/early 1995, and the
vol ume of sal es has not been substantial in relation to the vol ume
generated by the | arger manufacturers.

The Conpany maintains product liability insurance which is linmted to any
clainms that tobacco products manufactured by or for the Conpany contain any
foreign object. Such insurance does not cover health-related clains such as
those that have been nade agai nst the major manufacturers of tobacco products.
The Conpany does not believe that insurance for health-related clains can
currently be obtained. Although, to date, no health-related | awsuit has ever
been filed against Star, a |lawsuit based upon clains not covered by its product
liability insurance could have a materially adverse effect upon the Conpany.

Pat ents, Trademarks and Licenses
Li cense Agreenent with Regent Court

The Conpany is the |licensee under a |license agreenent (the "License
Agreerment”) w th Regent Court, of which Jonnie R WIIlianms, the Conpany's
founder and Chief Executive Oficer and Francis E. O Donnell, Jr., MD., the
beneficiary of the O Donnell Trust, which is the Conpany's |argest sharehol der,
are the owners. The License Agreenent provides, anpbng other things, for the
grant of an exclusive, worldw de, irrevocable license to the Conpany, with the
right to grant sublicenses, to nake, use and sell tobacco and products
contai ning tobacco under the licensor's patent rights and knowhow relating to
the processes for curing tobacco so as to elimnate TSNAs or reduce themto
insignificant levels, and to devel op products containing such tobacco, whether
such patent rights and
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know how are now i n exi stence or hereinafter devel oped. This |icense includes

i nventions of Regent Court and its affiliates during the termof the License
Agreenent relating to the production, treatnment or curing of tobacco, or a

nmet hod of manufacturing a product containing tobacco, and of extracting one or
nore substances fromtobacco for the purpose of incorporating such substance or
substances in a product or products

The Conpany is obligated to pay to Regent Court a royalty of 2% on all net
sal es of products by it and any affiliated sublicensees, and 6% on all fees and
royalties received by it fromunaffiliated sublicensees, |ess any rel ated
research and devel opnent costs incurred by the Conpany. The License Agreenent
expires with the expiration of the |last of any applicable patents. Seven United
States patents have been issued, and additional patent applications are pending
inthe United States and in approximately 80 foreign jurisdictions. To date, the
Conpany has paid no royalties under the License Agreenent.

The License Agreenment may be term nated by the Conpany upon 30 days
witten notice. The License Agreenent nay al so be terminated by Regent Court
upon (a) a default in the paynent of royalties or a failure to submt a correct
accounting continuing for at least 30 days after witten notice or (b) a
materi al breach of any other obligation of the Conpany under the License
Agreenent continuing for at |east 60 days after witten notice. A nateria
breach may include a sublicense of the Patent Rights (as defined in the License
Agreenment) w thout obtaining a witten agreement of the sublicensee to be
obligated to Regent Court under the License Agreenent. The Conpany is also
obligated to provide Regent Court with copies of all patent applications by it
relating to the Patent Rights. For purposes of determning nmateriality, a breach
is deened material if such breach results in a |loss of royalties exceeding
$100, 000.

The License Agreenment obligates the Conpany to prosecute and pay for
United States and foreign patent rights. The License Agreenent contains other
provisions typically found in a patent |icense agreenent, such as provisions
governi ng patent enforcenent and the defense of any infringement clains against
the Conmpany and its sublicensees. The License Agreenent further provides that
any obligation or liability related to patent infringement matters brought
agai nst the Conpany will be borne by the Conpany. The Conpany has agreed to
i ndemmi fy and defend the licensor and its affiliates against |losses incurred in
connection with the Conpany's use, sale or other disposition of any |icensed
product or the exercise of any rights under the License Agreenent. Regent Court
has made no representations to the Conpany in any docunments regarding the
efficacy of the |icensed technol ogy.

Patents and Proprietary Rights

Under the License Agreenment, the Conpany has exclusive rights to seven
i ssued patents and pendi ng patent applications, which are the only patents
issued to or applied for by Regent Court. The issued and pendi ng patents cover
the current technol ogy for reducing the level of TSNAs in tobacco. Corresponding
patent filings have been initiated in numerous foreign countries. The Conpany
has no rights to any other patent or patent applications. There can be no
assurance that patents will issue fromany of the pending applications, that
clainms which may be allowed thereunder will be sufficient to protect the
intellectual property owned or licensed by the Conpany, or that the Conpany or
Regent Court has or will develop or obtain the rights to any additional products
or processes that are patentable. In addition, no assurance can be given that
any patents issued to or |icensed by the Conpany will not be chall enged
inval i dated, infringed or circunvented, or that the rights granted thereunder
wi |l provide conpetitive advantages to the Conpany

On Novenber 6, 2001, the United States Patent Office issued a patent to
Regent Court for treating tobacco to reduce nitrosam ne content. On January 15,
2002, it issued another patent to Regent Court for reducing nitrosamne |evels
and on February 26, 2002, issued a patent to Regent Court relating to the
use of tobacco extracts. Under the License Agreenent, the Conpany has exclusive
rights to these patents

The Conpany believes that it is the world I eader in curing technol ogy
whi ch consistently produces very | ow TSNA tobacco

Enpl oyees and Consul tants
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As of Decenmber 31, 2001, the Conpany enpl oyed approximately 200 full-tinme
enpl oyees. Fromtinme to tinme, the Conpany engages tenporary personnel to augnent
its regul ar enployee staff. Further, the Conpany utilizes the services of
consultants, scientific and technical experts and i ndependent contractors to
provi de key functions in the scientific, medical, public health care
conpl i ance, technol ogical, |egal, communications, financial and related areas
The use of such outside providers enables the Conpany to secure unique expertise
in awde variety of areas that it mght otherwise not be in a position to
secure or which it would otherw se be required to secure through the hiring of
many addi ti onal Conpany-enpl oyed personnel at potentially greater cost to the
Conpany. Substantially all of the Conpany's research and devel opment efforts
have been, and are expected to continue to be conducted, pursuant to contractua
arrangenments with universities and scientific, medical and public health
consul tants and investigators.

Factors That May Affect Future Results
The Market May Not Accept Qur Snokel ess Tobacco Products

Substantially all of our revenues in 1999, 2000 and 2001 were derived from
sales of ST's four brands of discount cigarettes. The other portion of our
revenue streamwas generated by the sales of StarCured(TM processed | eaf
tobacco and through the sal e of snpkel ess tobacco products that were introduced
inthe fall of 2001. The U.S. cigarette business has been contracting in recent
years and the nmarket for snokel ess products is nuch snaller than the market for
snoked tobacco products. The Conpany has previously announced its plan to
concentrate its efforts on its | ow TSNA snokel ess tobacco products. |If the
Conpany is not successful in its efforts to offer | ow TSNA snokel ess tobacco
products as adult alternatives to cigarettes, we may not have sufficient sales
of other products to offset these effects, which would adversely affect our
sal es vol unes, operating income and cash fl ows.

Whil e we produced and test marketed our three very | ow TSNA snokel ess
tobacco products, Stonewall (TM noist and dry snuffs and ARI VA(TM, and have
been encouraged by the initial results, ultimately these products may not be
accepted in the national marketplace. Adult tobacco users may decide not to
purchase our products due to taste or other preferences or due to the extensive
heal th warni ngs contai ned on the packaging for the Conpany's products.

We Are Dependent on the Domestic Tobacco Business

Al of our revenue in 1999, 2000 and 2001 was derived fromsales in the
United States. The U.S. cigarette business has been contracting in recent years
and the market for snokel ess products is nuch smaller than the market for snoked
tobacco products. If the U. S. cigarette market continues to contract, we may not
have significant tobacco sales abroad to offset these effects. This trend could
adversely affect our sales volunes, operating inconme and cash fl ows.

Conpetition From Gther Cigarette Makers Coul d Adversely Affect Us

The tobacco industry is highly conpetitive. Qur primary conpetition for
conventional cigarettes is fromthe "major" cigarette manufacturers, each of
whi ch has substantially greater financial and operating resources than we do. W
continue to encounter significant conpetition fromseveral other smaller U. S
manuf acturers of cigarettes, as well as inporters of cigarettes manufactured in
foreign countries. Many of these manufacturers and inporters have substantially
greater financial, manufacturing, marketing and other resources than we do. Qur
snokel ess tobacco products Stonewal | (TM noist and dry snuffs conpete with major
snokel ess manufacturers. Those conpani es generally have substantially greater
financial and operating resources than we do. Also, these conpanies have a nore
establ i shed presence in the snokel ess tobacco industry than we do. Qur AR VA(TM
conpressed powdered tobacco cigalett(TM pieces conpete with the nmgjor cigarette
manuf acturers and, to a | esser extent, with manufacturers of snpkel ess tobacco
products. Approxinmately 85% of all flue-cured tobacco grown in the U S. in 2001
was cured in a manner to reduce the |evels of TSNAs. Further, the USDA has
announced that it will not provide full price supports for flue-cured tobacco
that is not cured in a manner to reduce or limt the levels of TSNAs in the
cured tobacco. At |east one other tobacco conpany has begun to incorporate
| ow- TSNA tobacco into its cigarettes products and others
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have begun to purchase | ow TSNA tobacco and are expected to incorporate that
tobacco in their products. Additionally, our conpetitors nay al so devel op other
| ess toxic tobacco products that can conpete with our very |ow TSNA products.

The Tobacco Industry |Is Subject to Substantial and Increasing Regul ati on and
Taxat i on

Various federal, state and local laws limt the advertising, sale and use
of cigarettes and snokel ess tobacco products, and these |aws have proliferated
in recent years. If this trend continues, it may have material and adverse
effects on our sales volunes, operating incone and cash flows. In addition,
cigarettes and snokel ess tobacco products are subject to substantial and
increasi ng excise taxes. The federal excise tax on cigarettes rose from$. 34 per
pack in 2000 to $.39 per pack in 2002. The Federal Excise Tax on snpkel ess
tobacco products is substantially |ower ($0.585 per pound). A nunber of states
have recently considered an increase in state excise taxes on snokel ess tobacco
products. Wiile several states have no excise tax on snokel ess products, tax
rates in other states vary considerably. For exanple, the states of Al abama and
North Dakota tax snokel ess products at a rate of 3/4 of 1 cent per ounce and 16
cents per ounce, respectively, while the states of North Carolina and O egon
i mpose an excise tax of 2% and 65% of whol esal e cost, respectively. Present
state excise taxes for cigarettes range from$.025 per pack in Virginia to $1.11
per pack in New York. Increased excise taxes may result in declines in overall
sales volunme. This result could adversely affect our operating income and cash
flows.

W currently have licenses fromthe BATF to manufacture cigarettes and
snmokel ess tobacco products. To the extent that we are unable to maintain our
current licenses or to obtain any additional licenses required by the BATF, this
could materially and adversely affect our operations.

I'n 1996, the FDA promul gated regul ati ons governing the sale and
advertising of tobacco products. These regul ations were designed primarily to
di scourage the sale to, and consunption by, adol escents and children. The
authority of the FDA to pronul gate such regul ati ons was chall enged in the
federal courts. On March 21, 2000, the United States Suprenme Court in a five to
four decision held that the Congress has not given the FDA authority to regulate
tobacco products as customarily marketed. G ven the decision by the Suprene
Court it is unclear whether the 107th Congress will act to grant such authority
to the FDA, although |egislation that would create such authority has been
introduced in Congress.

We Have Substantial Obligations Under State Laws Adopted Under the Master
Settl ement Agreenent

Absent a successful |egal challenge to the MSA and/or statutes passed by
various states in connection with the Master Settlement Agreement entered into
in 1998 between the major tobacco conpani es and 46 states, or an agreenment with
NAAG with respect to the funding of the required escrow anount in April of each
year, beginning April 2000, we have a purported obligation to place in escrow
accounts an anmount equal to $1.88 per carton for 1999, $2.09 in 2000, $2.72 in
2001- 2002, $3.35 in 2003-2006 and $3.77 thereafter, for sales of cigarettes
occurring in the prior year in each such state after the effective date of each
state specific statute. An inflation adjustment is also added to these deposits
at the higher of 3%or the Consunmer Price Index each year. The failure to place
such required amounts into escrow could result in severe penalties to us and
potential restrictions on our ability to sell tobacco products within particul ar
states. Because of this purported escrow requirenment, a substantial portion of
our net income fromoperations will be unavailable for our use and the anpunt
required to be placed in escrow for each carton sold may exceed the net cash
flow generated by each carton sold. This will adversely affect our ability to
apply the capital generated fromour present cigarette sales toward the further
scientific devel opment of less toxic and potentially |ess hazardous tobacco
products and the growth of our business. In addition, the escrow obligations
Wi Il inpede our ability to distribute dividends to our stockholders. The
Conpany, under protest, initially placed approximately $11.6 nillion into escrow
in April 2000. It is anticipated that after funding its escrow accounts for 2001
sal es the Conpany will have deposited, under protest, a total of approximtely
$32 mllion into escrow.

We have tried to nmitigate the costs of the MSA by focusing our field sales
force and seeking to increase market share in states that were not participants
in the MSA, anobng ot her approaches, to |lessen the harnful effects of what we
believe to be an unconstitutional conpact that inperm ssibly regul ates
interstate commerce. Once ST sells product to independent distributors it is not
in a position to nonitor subsequent sales by such entities and it does not
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do so. However, certain of the Attorneys CGeneral in MSA States and NAAG have
taken the position that the Conpany is responsible to escrow funds for any sales
in MBA States whether nade by ST directly or by a third party to whom ST has
sol d product. In response to demands made by certain Attorneys General, the
Conpany has made upward adj ustnents, under protest, to its escrow accounts. It
is anticipated that further demands by MSA states will require additional

adj ustments to the MSA Escrow Account. Wiile we do not anticipate any

nodi fication to the MSA, any such nodification could increase our escrow paynent
obligations, which could enhance the adverse effects of the MSA on our business

Qur Current Supply Contracts and Other Contracts with B&W May Not Be Extended

Under the April 25, 2001 Agreenents, B&Ww || purchase at least 15 mllion
pounds of StarCured(TM tobacco annually through 2003 and has the right to
purchase additional tobacco in later years. In 1999, 2000, and 2001, B&W
purchased approximately 3.5 million, 19 million and 19 nmillion pounds,
respectively, of StarCured(TM tobacco. If B&Wwere to stop purchasi ng our
tobacco that has been cured using the StarCured(TM tobacco curing process, it
could materially and adversely affect our sales volunmes, operating income and
cash flows. Additionally, we currently have other business relationships with
B&W B&W has: (1) loaned us a total of $29 million, which was primarily used to
purchase specially manufactured curing barns, (2) entered into |licensing and
royalty agreenents relating to the sales of Advance(R), the purchase of
Star Cured(TM tobacco and ot her | ow TSNA tobacco, and the manufacture and sal es
of ARIVA(TM, (3) agreed to manufacture cigarettes for us and (4) agreed to
supply tobacco to us. The term nation of any of these agreenents coul d
materially and adversely affect our business operations

Lawsuits May Affect Qur Profitability; W Have Limted |Insurance Coverage

We are not, nor have we ever been, naned as a defendant in any |ega
proceedings involving clains arising out of the sale, distribution, manufacture
devel opnment, advertising, marketing and clainmed health effects of our tobacco
products. Wile we believe that the risk of being named a defendant in such a
lawsuit is relatively low, we nay be naned as a defendant in the future as there
has been a noteworthy increase in the nunber of these cases pending. Punitive
damages, often in amounts ranging into the hundreds of nmillions, or even
billions of dollars, are specifically pleaded in a nunber of these cases in
addition to conpensatory and ot her damages. We mmintain product liability
insurance which is limted to any clains that tobacco products nanufactured by
or for us contain any foreign object. Such insurance does not cover
health-rel ated clains such as those that have been nade agai nst the ngjor
manuf acturers of tobacco products. W do not believe that such insurance
currently can be obtained. Accordingly, our inclusion in any of these actions or
any future action could have a material and adverse effect on our financia
condition. In addition, we recently enbarked on the test market and distribution
of new snokel ess tobacco products. To the extent the sale and distribution of
such products results in any health-related clains, such clains could have a
materi al and adverse effect on our financial condition

We May Not Properly Manage Qur Growth

If we are successful in naintaining and increasing narket acceptance for
our products, we will be required to manage substantial volume from our
custonmers. To accommpbdate any such growth and conpete effectively, we will be
required to attract, integrate, notivate and retain additional highly skilled
sal es, technical and other enployees. W face conpetition for these people. Qur
ability to successfully manage such volunme also will be dependent on our ability
to scal e up our tobacco processing and production operations. There can be no
assurance that we can overcone the challenge of scaling up our processing and
production operations or that our personnel, systens, procedures and controls
wi I | be adequate to support our future operations. Any failure to inplenent and
i nprove our operational, financial and nanagenent systens or to attract,
integrate, notivate and retain additional enployees required by future growh
if any, could have a material and adverse effect on our business and prospects,
financial condition and results of operations

We May Not Be Successful in Protecting Qur Intellectual Property R ghts
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Qur success in commercially exploiting our |icensed tobacco curing
t echnol ogy depends in large part on our ability to defend issued patents, to
obtain further patent protection for the technology in the United States and
other jurisdictions, and to operate without infringing upon the patents and
proprietary rights of others. Additionally, we nust be able to obtain
appropriate licenses to patents or proprietary rights held by third parties if
infringement woul d otherwi se occur, both in the United States and in foreign
countries.

Pat ent positions are uncertain and involve conplex |egal and factual
questions for which inportant |egal principles are unresolved. Any conflicts
resulting fromthird party patent applications and patents could significantly
reduce the coverage of our patents and limt our ability to obtain neaningful
patent protection. |If patents are issued to other conpanies that contain
conpetitive or conflicting clainms, we may be required to obtain licenses to
these patents or to develop or obtain alternative technol ogy. Such |icensing
agreenents, if required, may be unavail abl e on acceptable terms or at all. If
such licenses are not obtained, we could be delayed in or prevented from
pursuing the devel opment or commercialization of our products.

Litigation, which could result in substantial cost, may al so be necessary
to enforce any patents to which we have rights, or to determne the scope,
validity and unenforceability of other parties' proprietary rights which may
affect our rights. There are always risks in any litigation. U S. patents carry
a presunption of validity and generally can be invalidated only through clear
and convincing evidence. We nay al so have to participate in interference
proceedi ngs declared by the U S. Patent and Trademark Office to determ ne the
priority of an invention, which could result in substantial cost. The nmere
uncertainty resulting fromthe institution and continuation of any
technol ogy-related litigation or interference proceeding could have a material
and adverse effect on our business and prospects. See the discussion of the R J.
Reynolds litigation in "Legal Proceedings".

We nay also rely on unpatented trade secrets and know how to mai ntain our
conpetitive position, which we seek to protect, in part, by confidentiality
agreenments w th enpl oyees, consultants, suppliers and others. There can be no
assurance that these agreenents will not be breached or termi nated, that we will
have adequate renedi es for any breach, or that our trade secrets wll not
ot herwi se become known or be independently discovered by conpetitors.

We Depend On Key Personnel

We depend upon the continued services of our senior nanagenent team for
our continued success. The |oss of any one of the Conpany's Chief Executive
O ficer, Jonnie R WIlianms, the Conpany's Chairman, President and Chief
Operating Oficer, Paul L. Perito, the Vice President of Sales and Marketing,
David M Dean, the Conpany's Chief Financial Oficer, Christopher G Mller or
the Conpany's General Counsel, Robert E. Pokusa, could have a serious negative
i mpact upon our business and operating results. To nmininmize the present risk of
the I oss any one of these senior executives, the Conpany has hired additional
seni or managenment and continues to search for other senior executives who wll
be able to share some of the responsibilities now assunmed by Messrs. WIIians,
Perito, MIler, Dean or Pokusa.

The Conpany's success depends in large part on its ability to attract and
retain, on a continuing basis, consulting services fromhighly qualified
scientific, technical, managenent, financial and marketing personnel.
Conpetition for such personnel is intense and there can be no assurance that the
Conpany will be able to attract and retain the personnel necessary for the
devel opment and operation of its business. The | oss of the services of its key
personnel or the termnation of its contracts with independent scientific and
nedi cal investigators could have a material and adverse effect on the Conpany's
busi ness.

Managenent and Significant Stockhol ders Can Exercise |Influence over the Conpany

Based upon stock ownership as of Decenber 31, 2001, our executive
officers, directors and their associates, own an aggregate of approximtely 75%
of our outstanding shares. As a result, these persons acting together may have
the ability to control matters submitted to our stockholders for approval and to
control the managenent and affairs of the Conpany. This concentration of
ownership may have the effect of delaying or preventing a change in control of
t he Conpany, inpede a nerger, consolidation, or takeover or other business
conbi nati on, or discourage a
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potential acquirer fromattenpting to obtain control. This concentration of
control could also have a negative effect on the market price of our shares.

Qur Research & Devel opnent Efforts May Not Result in Commercially Viable Product

We continue to allocate significant resources towards research and
devel oprment, including for the devel opnment of new snokel ess tobacco products and
a comercially viable application of the StarCured(TM technology to burley
tobacco. In 2001, 2000 and 1999, the Conpany spent approximately $4.1 mllion
$1.7 mllion, and $0.5 mllion, respectively, on its research and devel opnent
activities. Qur continuing research and devel opment efforts may not result in
new products reaching the market, or in any inprovenents to our current
products. This could occur for a nunber of reasons, including if potential new
products:

fail to receive any necessary regulatory approvals on a tinmely basis
or at all;

are precluded fromcomercialization by proprietary rights of third
parties; or

are unecononmical or fail to achieve nmarket acceptance

Failure to devel op new products or to inprove our current products could
materially adversely affect our net sales, operating incone and cash flows.

If We Require Additional Funding, and Are Unable to Raise Necessary Funds on
Acceptable Terns, it WIIl Be Difficult to Inplenent Qur G owth Strategy

As described further in "Liquidity and Capital Resources," we believe that
our existing working capital together with earnings fromour operations and
addi ti onal sal e/l easeback transactions will be sufficient to nmeet our liquidity
and capital requirements in the foreseeable future. However, our need to raise
addi tional funds to nmeet our working capital and capital requirements wll
depend upon nunerous factors, including the results of our marketing and sal es
activities, any escrow obligations under the MSA, the success of our new product
devel opnment efforts, and other factors described under "Factors That May Affect
Future Results."

If we do require additional funds, we are not sure we will be able to
rai se sufficient funds on acceptable terns or at all. Failure to raise
sufficient funds could affect our ability to nmeet our debt service and ot her
obligations and would affect our ability to carry out our growh strategy. This
could materially adversely affect our ability to pursue our growth strategy.

Item 2. Properties

The Conpany's executive, marketing, sales and adm nistrative offices are
| ocated in Chester, Virginia. The Conpany has approximately six years renaining
on an eight-year |ease for a 45,000 square foot warehouse facility, including
7,000 square feet of office space. The warehouse space is used for storing and
shi ppi ng tobacco products.

An addi tional 5,600 square feet of office space is currently being | eased
by the Conpany in Bethesda, Maryland pursuant to a | ease expiring in 2005. This
addi ti onal space houses executive, admnistrative, and scientific offices. This
location in Bethesda was selected to afford Star's scientific and nedica
consul tants access to the FDA, National Institutes of Health and the U S
Nat i onal Medical Library.

The Conpany's cigarette and Stonewal | (TM nmoi st snuff manufacturing
facilities are located in Petersburg, Virginia. The Conpany owns its Petersburg
facilities, which consist of a 50,000 square foot, four-story manufacturing
bui I di ng and an adj acent 6,000 square foot, single-story office building. The
Conpany | eases a 10, 000 square foot warehouse in Petersburg, Virginia, about one
mle fromits manufacturing facilities, pursuant to a nonth-to-nonth | ease

The Conpany | eases seven acres of |and and an approxi mately 100, 000 square

foot building thereon in Chase City, Virginia, which is used in processing
tobacco utilizing the Conpany's StarCured(TM tobacco curing nethod and
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for manufacturing ARIVA(TM and Stonewal | (TM dry snuff. During 2000, this
facility was expanded from approxi nately 50,000 square feet to its current size
by conpleting a construction project which cost approxi mately $500, 000. The
Conpany has approxi mately eight years remaining on a ten-year |lease for the
Chase City property, which covers the expanded facility, and it has an option to
purchase the property at any time during the termof the |ease.

The Conpany considers its facilities adequate for the purposes for which
they are used. However, the Conpany is currently planning on relocating its
Chase City manufacturing operation to a site adjacent to the existing Chase City
facility in order to be in a position to expand its nmanufacturing capacity for
ARIVA(TM .

Item 3. Legal Proceedings

After alnpst two years of negotiations with the National Association of
Attorneys Ceneral, the Conpany concluded that NAAG had little interest in
working with Star to cone to a reasonabl e sol ution under which the Conpany coul d
become a participant in the Master Settlement Agreenent. Accordingly, on
Decenber 15, 2000, the Conpany filed a lawsuit in the United States District
Court for the Eastern District of Virginia requesting that the court declare
both the MSA and Virginia's Qualifying Statute unconstitutional and, therefore,
invalid. The Conpany's conplaint challenges the MSA on the grounds that it
violates the Interstate Conpact O ause and the Commerce C ause of the
Constitution of the United States. It challenges the Virginia Qualifying Statute
on the grounds that it violates the Equal Protection, Due Process, Takings and
Commerce C auses of the Constitution. Neither Virginia Attorney General Kilgore
nor any other state attorney general has ever charged the Conpany with the
tortious and unlawful conduct asserted against other cigarette manufacturers in
lawsuits by various states which led to the execution of the MSA. Despite the
absence of any clai magainst the Conpany, which is focused primarily on
producing | ess toxic and potentially |ess hazardous tobacco and tobacco
products, the MSA and the Virginia Qualifying Statute inpose a severe burden on
its research and devel opnent activities.

On March 12, 2001, the District Court heard oral argument on the
Commonweal th's Motion to Dismss, after both sides exchanged briefs on all of
the constitutional and related issues. On March 26, 2001, the District Court
di smi ssed the Conpany's conplaint, but inits opinion, the District Court did
note that Star "must now suffer as a result of the bad faith of previous market
entrants.” The Court further noted that Star "has never been accused of the
fraudul ent, collusive and intentionally dishonest activities of the Big Four,"
"was not even in existence during the bulk of the time that these activities
were occurring,"” and has taken "every step to provide conplete disclosure about
the harnful nature of its products.” The District Court also stated that the
"financial burden on Star Scientific and others like it may hanper efforts to
devel op new tobacco technol ogi es.” The Conpany pronptly appeal ed the District
Court's ruling.

On January 22, 2001, the United States Court of Appeals for the Fourth
Crcuit affirmed the decision of the District Court and |later denied the
Conpany' s request for rehearing. The Conpany plans to file a petition for
certiorari with the Supreme Court asking the Court to review the case, given its
continuing belief that the MSA and the Virginia Qualifying Statute are
constitutionally flawed.

On June 12, 2001, Star filed a second |lawsuit challenging the MSA and
Indiana's Qualifying Statute in the United States District Court for the
Southern District of Indiana, which suit raised clains sinmlar to those in the
conplaint in the Coombnwealth of Virginia. The Indiana | awsuit also raised the
contention that Star is not subject to any escrow obligation in Indiana because
it has no substantial nexus to the state, and Star noved for a prelimnary
injunction on this issue. On August 20, 2001, the District Court issued a ruling
denying the notion for prelimnary injunction and disnissing the substantial
nexus claim At the same time, the court deferred ruling on the remainder of the
claims pending further devel opment of the record and a ruling by the U S. Court
of Appeals for the Fourth Circuit in the Conpany's challenge to the MSA and the
Virginia Qualifying Statute.

In May 2001, the Conpany filed a patent infringenent action against R J.
Reynolds in the District Court of Maryland Southern Division to enforce the
Conpany's rights under U S. Patent No. 6,202,649 (649 patent). R J. Reynolds
filed a notion to dismss the action as well as a notion to strike certain
all egations in the conplaint. On Novermber 19, 2001, the Court denied R J.
Reynol ds notion to dismss and to strike and granted the Conpany's
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motion to file a supplemented claim The case is now proceding in the discovery
phase, with a discovery deadline of Septenber 30, 2002.

I'n June 2001, R J. Reynolds filed a conplaint against the Conpany for
declaratory judgnent in the United States District Court for the Mddle District
of North Carolina. In that case, R J. Reynolds sought a judgnment declaring that
the " 649 patent has not been infringed and that the patent is invalid. The
Conpany filed a notion to stay, dismiss or transfer the North Carolina action,
given the earlier filing in the Maryland District Court. The Court on October 3,
2001 granted the Conpany's notion in part and the North Carolina case is now
st ayed.

In July 2001, Harry Powell filed a |lawsuit agai nst the Conpany in San
Di ego County Superior Court, pursuant to California Business and Professional
Code Section 17200. Plaintiff alleges that the Conpany failed to fully conply
with California's Qualifying Statute, despite the fact that the Conpany
deposi ted approxi mately $882,000 into escrow for sales of cigarettes in
California in 2000. The Conpany noved to dismss the conplaint on the basis that
any deternmination as to deposits into escrow rested with the Attorney General's
office. To date, the Court has taken this issue under review and has asked the
Attorney Ceneral's office for its position. In response to this inquiry, the
Attorney General's office indicated that it does not intend to intervene in the
case and that if it turns out that it has any dispute with the Conpany over its
escrow obligation it would raise this with the Conpany and give it a reasonable
opportunity to make any additional deposit required, before taking any action
against it. Based on the response fromthe Attorney General's office, the
Conpany is noving to dismss the action or stay the case.

Since the introduction of ARIVA(TM, two petitions have been filed with
the FDA seeking to have ARIVA(TM regul ated as a drug product and/or as a food.
Because ARIVA(TM is a snokel ess tobacco product that is intended to provide
tobacco satisfaction, the Conpany believes the FDA | acks any authority to
regul ate ARIVA(TM based on the March 21, 2000 decision of the Suprene Court in
FDA v. Brown & WIIlianmson Tobacco Corp., 529 U S. 120 (2000). Star has advi sed
the FDA that it believes the petitions are without nmerit and that its legal team
will be filing responses in a tinely fashion.

The Conpany is not involved in any other material |egal proceedings.
Item 4. Submnission of Matters to a Vote of Security Hol ders
Not Appl i cabl e.
PART |1
Item 5. Market for Common Equity and Rel ated Stockhol der Matters

Until March 21, 2000, the Conmpn Stock of the Conpany was traded in the
over-the-counter nmarket and was quoted on the OTC Bulletin Board under the
synbol "STSI." On March 21, 2000, the Commobn Stock of the Conpany commenced
tradi ng on the NASDAQ National Market System under the symbol "STSI." Set forth
bel ow are (a) the high and low bid prices (which reflect prices between deal ers
and do not include retail markup, markdown or conmmission and may not represent
actual transactions) for each full quarterly period during 2001 through March
20, 2002, as reported by the National Quotation Bureau and (b) the high and | ow
sales prices from March 21, 2001 and for each quarterly period thereafter, as
reported by NASDAQ Fromtine to tine, during the periods indicated, trading
activity in the Conpany's stock was infrequent. As of March 1, 2002, there were
approxi mately 871 record hol ders of the Conpany's Conmon St ock.

2001 Hi gh Low

First Quarter ........... .. .. $2. 438 $1. 438
Second QUArter . ....... ... $3. 250 $1.188
Third QUart er ... ... $2. 900 $1. 920
Fourth Quarter ............ . . . . . . . . .. $3. 650 $2. 500



2000 Hi gh Low

First QUart er . ... e e $7. 500 $5. 625
Second QUart Br ... ... i $6. 750 $3. 375
Third Quart er ... ... $5. 000 $3. 750
Fourth Quarter . ...... ... ... e $4. 063 $2. 031

The Conpany has never paid dividends on its Conmon Stock, and the Board of
Directors currently intends to retain any earnings for use in the Conpany's
busi ness for the foreseeable future. Any future determ nation as to the paynent
of such cash dividends woul d depend on a nunber of factors including future
earnings, results of operations, capital requirenents, the Conpany's financi al
condition and any restrictions under credit agreenments outstanding at the tineg,
as well as such other factors as the Board of Directors m ght deemrel evant. No
assurance can be given that the Conpany will pay any dividends in the future.

Unregi stered Option Grants.

In 2001, Star granted its directors, officers, enployees and consultants
(the "Purchaser O ass") options to purchase Star's Common Stock as descri bed
bel ow. All options described bel ow were granted under the Star Scientific, Inc
1998 Stock Option Plan or the Star Scientific, Inc. 2000 Equity Incentive Pl an.
On each of the dates set forth below, the options described were offered to one
menber of the Purchaser Class in a private offering in accordance with Section
4(2) of the Securities Act of 1933, as anended.
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Date of Grant Exercise Price Options Granted
(per share)

03/ 15/ 2001 $1. 8125 250, 000
03/ 30/ 2001 $1. 4688 50, 000
04/ 13/ 2001 $1. 30 50, 000
06/ 08/ 2001 $2.63 25, 000
06/ 09/ 2001 $2.41 25, 000
07/ 09/ 2001 $2.51 22,500
07/ 27/ 2001 $2. 65 37,736
08/ 31/ 2001 $2.21 25, 000
10/ 12/ 2001 $2. 60 100, 000
11/ 01/ 2001 $3.31 10, 000
11/19/ 2001 $2. 90 25, 000
11/20/ 2001 $3. 26 25, 000
11/28/ 2001 $3. 02 50, 000
12/ 26/ 2001 $2.78 25, 000
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Item 6. Sel ected Financial Data

The sel ected consolidated financial data of the Conpany for and as of the
end of each of the periods indicated in the five-year period ended Decenber 31,
2001 have been derived fromthe audited consolidated financial statements of the
Conpany. The sel ected consolidated financial data should be read in conjunction
with "Managenment's Discussion and Analysis of Financial Condition and Results of
Operations” in Item7 and the consolidated financial statements of the Conpany,
i ncluding the notes to those consolidated financial statenents contained
el sewhere in this report.

Year Ended Decenber 31,

(I'n thousands, except per share data)

Statenment of Operations Data:

Net Sal €S ...t $174, 783 $223, 051 $ 99,325 $ 19, 445 $ 20,764
Cost of goods sold (excludes federal excise tax) ... 79, 548 93, 952 31, 879 7,669 10, 033
Goss Profit R 36, 413 45, 508 33,625 2,938 2,920
Operating incone (loss) ...... 4,564 17, 648 16, 937 (2,812) (1, 752)
Net income (loss) ............ 3, 025 10, 041 11,515 (4, 196) (1,986)
Basi ¢ incone (loss) per share 0. 05 0.17 0. 32 (0.51) (0.58)
Diluted income (loss) per share ..................... 0. 05 0.17 0.23 (0.51) (0.58)
Wi ght ed average shares outstanding ................. 59, 742 59, 008 36, 207 8, 327 3,435
Year Ended Decenber 31,
2001 2000 1999 1998 1997
(I'n thousands, except per share data)
Bal ance Sheet Data:

Cash and cash equivalents ........................... 3, 085 16, 747 17, 205 103 11
Property, plant & equipment ......................... 21,577 27,401 10, 974 1,704 2,416
MSA escrow funds ......................... 28, 444 11, 605 - - - - --
Total assets ..........uiiiiiiii 79, 339 69, 467 38, 709 4,435 4,120
Long-termobligations .................... 29, 818 13,272 7,505 612 1, 099
St ockhol ders' equity (deficit) 28,524 25,276 12,319 (639) (1,742)

Item 7. Managenent's Discussion and Anal ysis of Financial Condition and Results
of Operation

The foll owi ng discussion of the results of operations and financi al
condition of the Conpany should be read in conjunction with the Conpany's
consol idated financial statements and related notes included el sewhere in this
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report. This discussion contains forward-1ooking statements based on current
expectations that involve risks and uncertainties. See "Factors That May Affect
Future Results" and "Note on Forward-Looking Statenents."

Critical Accounting Policies

Accounting principles generally accepted in the United States of Anerica
require estinmates and assunptions to be made that affect the reported anmpbunts in
the Conpany's consolidated financial statenments and acconpanyi ng notes. Sone of
these estimates require difficult, subjective and/or conplex judgrments about
matters that are inherently uncertain, and as a result, actual results could
differ fromthose estimates. Due to the estimation processes involved, the
follow ng sumari zed accounting policies and their application are considered to
be critical to understandi ng the business operations, financial condition and
results of operations of the Conpany.

Revenue Recognition

Revenue i s recogni zed when tobacco products are delivered to custonmers and
title passes. The Conpany al so records appropriate provisions for uncollectible
accounts and credits for returns. In connection with its |eaf segnment the
conpany sells | ow TSNA StarCured(TM tobacco at a price approxi mately equal to
its purchase price. The Conpany is the primary obligor to the farmers from whom
the tobacco is purchased and has general inventory risk. Due to these factors,
and others, the Conpany records tobacco | eaf sales at gross anpunts. Royalty
revenues are recogni zed when earned.

MSA Escrow Fund

Cash deposits restricted pursuant to the MSA are reflected as a
non-current asset in the Conpany's consolidated financial statements. All
interest earned on this account is unrestricted and reflected in current
ear ni ngs.

Resul ts of Operations--Fiscal 2001 Conpared to Fiscal 2000

During 2001, the Conpany's net sales decreased to $174.8 mllion,
reflecting a decrease of $48.3 million, or 22%from 2000 net sales. Net sales in
2001 included $34.4 mllion in very | ow TSNA StarCured(TM tobacco sold to B&W
delivered in the third and fourth quarters of 2001, which conpares to a total of
$46.2 mllion in third and fourth quarter sales in 2000. Additionally, the
Conpany received $1.5 nillion of non-cash royalty during the third and fourth
quarters of 2001 from B&W for purchases of | ow TSNA tobacco which was not
StarCured(TM tobacco. This royalty was applied to reduce | ong-term | oans which
B&W has provided to the Conpany. Once the debt to B&W has been reduced to zero,
the royalty paynents shall be made in cash.

QG her than the very | ow TSNA StarCured(TM tobacco sal es made to B&W and
royalties paid by B&Wfor purchases of other | ow TSNA tobacco, substantially all
of the Conpany's revenues in 2001 were derived fromsales of ST's four brands of
"di scount" cigarettes. ST's shipnment volume during 2001 decreased approxi mately
31%to 3.5 billion units from 2000's shipnent volume of 5.0 billion units,
reflecting a continued focus by the Conpany to concentrate the field sales force
and sales efforts in four states and to devel op and | aunch a series of snpkel ess
tobacco products. Increases in product pricing helped to offset reductions in
net sales and gross margins created by the | ower sales vol une.

During 2001, overall gross margin decreased to $36.4 million conpared to
$45.5 mllion in 2000. Hi gher pricing associated with sales of the Conpany's
four brands of discount cigarettes was partially offset by increased costs due
to the inclusion of 24%very | ow TSNA StarCured(TM tobacco in the discount
brands and a carbon/acetate filter that reduces additional toxins found in
cigarette smoke. The margins on the sales of StarCured(TM tobacco |eaf to B&W
decreased substantially from$4.1 mllion in 2000 to $(1.1) mllion in 2001.
This decrease was attributable to a change in focus in the April 25, 2001
Agreenments with B&W fromincome generated on the sale of tobacco to B&Wto an
income streamfromroyalty paynents on products produced using StarCured(TM
tobacco and royalty paynments on the purchase of StarCured(TM tobacco and other
| ow- TSNA t obacco. These agreenents include anticipated royalty paynents on such
products as Advance(R), ARIVA(TM or a formof AR VA(TM to be sold by B&Ws
sales force, and royalties on purchases by B&W of other | ow TSNA tobacco and
Star Cured(TM tobacco, once Star's patent position is established. Al royalties
are to be paid as a credit toward reduci ng the anount of
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out st andi ng debt arising fromB&Ws |oans to the Conpany until the debt is
extingui shed, at which time the royalties will be paid in cash. During 2001, B&W
paid a total of $1.5 million (in the formof debt reduction) for royalties for

| ow- TSNA t obacco other than StarCured(TM tobacco and a mini mal anmpunt of
royalties in connection with its test nmarket of Advance(R). The price that B&W
was willing to pay for StarCured(TM tobacco under the April 25, 2001
Agreenents, was, in part, dictated by the prices that conpetitors, such as R J
Reynol ds, were paying farners for other |ow TSNA tobacco. Under the agreenents
with B&W the Conpany has continued to pay the farners participating inits
StarCured(TM program a prem um for producing StarCured(TM tobacco, consistent
with its prior coomitnment to the farmng comunity. Also, as noted above (ltem 3
Legal Proceedings) the Conpany has filed a patent infringenent action agai nst

R J. Reynolds in connection with its programto acquire other |ow TSNA tobacco

As a percent of sales, the Conmpany's gross margins fromoverall operations
increased from 20.4%in 2000 to 20.8% in 2001. This reflects increased nargins
for the sales of discount cigarettes in spite of the | oss from processing
Star Cured(TM tobacco. ST's four discount cigarette brands experienced a
decrease in excise taxes paid as a percentage of cigarette net sales from 47.3%
in 2000 to 42.2%in 2001. Further, operating incone was affected by the
expansi on of ST's discount cigarette market in Florida, Mnnesota, M ssissippi
and Texas, which benefited fromthe expansion of its sales force during 2001, as
well as marketing and incentive prograns at the whol esal e/distributor level to
achi eve increased market penetration. Depreciation costs were $2.9 mllion in
2001 conpared to $2.2 nillion in 2000, prinarily related to the Conpany's
tobacco curing barns. This depreciation cost is a cost of sales of the
Star Cured(TM tobacco. R&D, product devel opnent, |egal and consulting expenses
for medical, health, conpliance, conmunications, and technical advice associated
with the Conpany's growth and new product |aunches also contributed to the
Conpany's lowered profit margin, as did litigation costs associated with the
Conpany's challenge to the MSA and its patent infringenent suit against R J.
Reynol ds.

Marketing and distribution expenses totaled $11.7 mllion in 2001 conpared
to $13.0 mllion for 2000, a decrease of $1.3 million, which is inline with the
decreased sal es volunme and, in part, reflects salary and incentive conpensation
paynents to sal es personnel. The Conpany's anticipates narketing and
di stribution expenses to grow significantly during 2002 as the Conpany's focuses
on the expansion of its new | ow TSNA snokel ess products.

General and admi nistrative expenses for 2001 totaled $16.1 mllion
conpared to $13.2 million for 2000, an increase of $2.9 million primarily
attributable to additions to the Conpany's nanagenent team and | egal and
consulting costs associated with the Conpany's fulfillnent of its conpliance
obligations as a publicly-held conpany, pursuance of its |legal and public health
strategies in the legislative, regulatory and executive agency arenas, its
technical recruitment efforts and increased scientific consulting connected with
its new product initiatives

Research and devel opnment expenses were $4.1 million in 2001 versus $1.7
mllion in 2000 and were specifically related to the continued devel opnent of
the Conmpany's | ow TSNA reduction technology as well as the devel opnent of the
three snokel ess products introduced into the market during 2001, i.e.
Stonewal | (TM noist and dry snuffs and ARIVA(TM. These expenses consi sted
primarily of costs incurred by the Conpany for consulting services, salaries,
prof essional fees and expenses in connection with the Conpany's continuing
research and devel opnent prograns.

I ncone tax expense was $2.0 million in 2001 versus $7.0 mllion in 2000
which reflects the |ower pre-tax incone during 2001. The Conpany paid a tax rate
of 39.6% during 2001, versus 41.1% during 2000

Hi gher net interest income in 2001 of $0.5 mllion conpared to a | oss of
$0.6 mllion during 2000 was the result of decreased interest expense fromthe
credit facility with B&W and interest incone generated by the Conpany's deposit
into the MSA escrow fund.

Net income of $3.0 million for 2001 conpares with $10.0 mllion for 2000
a decrease of $7.0 mllion. In 2001 and 2000, the Conpany had basic and dil uted
earni ngs per share of $0.05 and $0.17, respectively. In 2001, basic and diluted
wei ght ed average shares outstanding were 59,741, 600 and 60, 392, 426
respectively, versus 59,008,127 and 60, 645,061, respectively, for 2000
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Results of Operations--Fiscal 2000 Conpared to Fiscal 1999

During 2000, the Conpany's net sales increased to $223.1 nillion,
reflecting an increase of $123.7 mllion, or 125%over 1999 net sales. Net sales
in 2000 included $46.2 nmillion in very | ow TSNA tobacco sold to B&W delivered
primarily in the third and fourth quarters of 2000, which conpares to a total of
$9.8 million in fourth quarter sales in 1999. The Conpany did not have any | eaf
sales in the third quarter of 1999.

O her than the very | ow TSNA tobacco sal es made to B&W substantially all
of the Conpany's other revenues in 2000 were derived fromsales of ST's four
brands of "discount" cigarettes. ST's shipnment volunme during 2000 increased
approxi mately 79%to 5.0 billion units over 1999's shi pment volune of 2.8
billion units, reflecting a continued upswing in sales of the ST's cigarettes as
a result of growi ng the customer base, including the addition of several mgjor
retail chains and a concentration of the field sales force in four states.
Slight increases in product pricing also contributed to higher net sales.

During 2000, gross margin increased to $45.5 nmillion conpared to $33.6
mllion in 1999. As a percent of sales, however, the Conpany's gross margins
fromour overall operations decreased from33.8%in 1999 to 20.4%in 2000.
Specifically, ST's four discount cigarette brands experienced an increase in
exci se taxes (from $12 per 1,000 cigarettes in 1999 to $17 per 1,000 cigarettes
in 2000), resulting in an increase in excise taxes paid as a percentage of
cigarette net sales from34.1%in 1999 to 37.5%of cigarette net sales in 2000.
Further, operating income was affected by the expansion of ST's discount
cigarette nmarket, which required the addition of a sales force in early 2000, as
wel | as marketing and incentive prograns at the whol esal e/distributor level to
achi eve increased market penetration. Depreciation costs were $2.2 nmillion in
2000 conpared to $0.7 mllion in 1999, reflecting the increase in the nunber of
barns and the ampbunt of tobacco processed. Finally, R&D, product devel opnent,

I egal and consulting expenses for specific nedical, health, conpliance,
communi cations, and technical advice associated with the Conpany's growth and
new product |aunches al so contributed to the Conpany's |owered profit margin.

Mar keting and distribution expenses totaled $13.0 million for 2000, an
increase of $6.7 million over 1999, which is in line with the increased sal es
volunme and, in part, reflects salary and incentive conpensation paynments to
sal es personnel. The Conpany's marketing and distribution expenses are expected
to grow significantly during 2001 as the Conpany expands its conmercialization
capabilities.

General and administrative expenses for 2000 totaled $13.2 nillion
conpared to $9.9 nmillion for 1999, an increase of $3.3 nmillion primarily
attributable to increased operating costs for the Conpany's greatly expanded
barn program and additions to the Conpany's managenent and consulting team
O her conponents of general and admi nistrative expenses were relatively flat
when conpared to the conparable periods in 1999; however, there were sone cost
increases associated with the higher sales volunme, as well as increased |egal
and consulting costs associated with the Company's fulfillnent of its conpliance
obligations as a publicly-held conpany, pursuance of its legal and public health
strategies in the legislative, regulatory and executive agency arenas, its
technical recruitment efforts, expansion of its Scientific Advisory Board and
increased scientific consulting.

Research and devel opnent expenses were $1.7 million in 2000 versus $0.5
mllion in 1999 and were specifically related to the devel opnent of the
Conpany's TSNA reduction technol ogy and associ ated | ow TSNA products. These
expenses consisted primarily of costs incurred by the Conpany for consulting
services, and professional fees and expenses in connection wth the Conpany's
continuing research and devel opnent prograns.

Hi gher income tax expense in 2000 reflects the use of the Conpany's net
operating | oss carryover from previous years during 1999 to | ower the Conpany's
1999 incone tax expense.

Hi gher net interest expense in 2000 was the result of interest expense
fromthe credit facility with B&W partially offset by the interest incone
generated by the Conpany's deposit into the MSA escrow fund.

Net income of $10.0 million for 2000 conpares with $11.5 million for 1999,
a decrease of $1.5 nmillion. In 2000, the Conpany had basic and diluted earnings
per share of $0.17, respectively, conpared with basic earnings of $0.32 and
diluted earnings of $0.23 in 1999. In 2000, basic and diluted wei ghted average
shares outstanding were 59, 008,127 and 60, 645, 061, respectively versus
36,207,390 and 50, 301, 998, respectively, for 1999. The nunber of

32



basi ¢ shares increased primarily due to the conversion of Cass B Preferred
Stock to Common Stock in April 1999. Wth the conpletion of that conversion,
there were no further outstanding shares of any preferred stock.

Liquidity and Capital Resources

Accounts receivabl e and accounts payabl e throughout 2001 were current and
the Conpany has normal industry terms with all of its suppliers. In 2001, cash
used in investing activities exceeded cash generated by operating and financi ng
activities. In 2001, $0.4 nillion of cash was provided by operating activities
conpared to $13.1 million of cash provided in 2000. The decrease in cash
provi ded by operating activities was primarily due to the Conpany's decrease in
gross margin. In 2001, $5.8 mllion of cash was provided by financing activities
versus $17.4 million of cash in 2000, generated by proceeds fromnotes issued to
B&W Cash used in investnment activities decreased to $3.0 mllion in 2001 from
$19.4 mllion in 2000 due to the fact that the Conpany had acquired a total of
1,125 curing barns by the end of 2000 and no further purchases were required in
2001 to neet the Conpany's needs for StarCured(TM tobacco.

During 2001, the Conpany incurred a net $(1.0) nmillion in capital
expendi tures, conpared to $18.6 nmillion in 2000. Approximately $0.5 mllion of
capital expenditures during 2001 were focused on | easehol d inprovenents at the
Chase City, Virginia, tobacco processing facility in connection with the
installation of the ARIVA(TM manufacturing line but were offset by the
sal e/ | easeback arrangenents for certain of the Conpany's tobacco curing barns.
The hi gher capital expenditures during 2000 were principally related to the
Star Cured(TM tobacco barn production programw th Powel|. Star does not
antici pate purchasing any additional barns from Powell in 2002 because the
Conpany continues to have sufficient barns in place to process approximately 20
mllion pounds of StarCured(TM flue-cured tobacco, which will neet the
Conpany's needs for this grow ng season.

As part of the April 25, 2001 Agreenents, Star and B&Wrestructured
approxi mately $29 mllion in debt (including approximately $16 million in
short-termdebt) into long-term non-interest bearing debt with a five-year
repaynment schedul e begi nning January 2005. The debt is secured by tobacco |eaf
inventory, the tobacco curing barns, and a first priority security interest in
the Conpany's intellectual property. Star and ST have guaranteed paynent of the
other's obligations. Once the outstanding | oan bal ance is reduced to $10
mllion, the collateral, except for the Star and ST guarantees, will be rel eased
by B&W

Under the April 25, 2001 Agreenents, B&Ww || purchase at least 15 million
pounds of very | ow TSNA StarCured(TM tobacco during the 2002 and 2003 grow ng
seasons, with the right to continue to purchase additional StarCured(TM tobacco
after the initial three-year period. B&Ww || purchase additional very |ow TSNA
Star Cured(TM tobacco from Star during each of the next two grow ng seasons,
which Star will have the right, but not the obligation, to repurchase under
existing terms for its own needs at a price which will conpensate B&W for its
costs. For the next two years, farners who grow and process StarCured(TM
tobacco will receive a $0.10 per pound prem um over the B&Wcontract pricing
schedul e for flue-cured tobacco. As a result of agreeing to pay a premiumto the
StarCured(TM farnmers, Star anticipates negative profit margins for its |eaf
tobacco sales to B&W during the 2002 and 2003 grow ng seasons simlar to the
mar gi ns experienced during the 2001 grow ng season.

If B&Wrequires additional StarCured(TM tobacco that Star cannot supply
due to capacity constraints, B&Wnay purchase StarCured(TM tobacco curing barns
for its own use and, in that event, B&Wwill pay Star a royalty of $0.15 per
pound for the StarCured(TM tobacco that is not otherw se subject to a royalty
or used in products for which B&Wpays Star a product royalty. If such tobacco
is subject to a royalty or used in products for which a product royalty is paid,
then B&Ww || pay to Star the higher of $0.15 per pound or the existing royalty
for the StarCured(TM tobacco.

At the end of three years, Star and B&Wwi Il negotiate in good faith for
the purchase of StarCured(TM tobacco by B&W I|f B&W does not purchase at |east
15 mllion pounds of StarCured(TM tobacco in the later years, then for each
pound purchased below 15 nmillion pounds Star Scientific will receive an $0. 80
per pound reduction of its outstanding debt obligations, up to a total reduction
of $12 nillion on a cunul ative basis.

Addi tionally, under the April 25, 2001 Agreenents, B&W has the excl usive

right, subject only to Star's own rights to distribute its own cigalett(T™M
product, to purchase and sell a new, snokeless hard snuff tobacco (cigalett(TM)
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product. |If B&W determi nes the market test of the cigalett(TM product is
successful, B&Wwill forgive one-half of the debt outstanding from Star
Scientific under the restructured |oan agreenent. If after the conpletion of the
test marketing program B&Wsells the cigalett(TM product in retail |ocations
in at least 15 states, then B&Wwi Il forgive all of the debt obligations of
Star.

I'n 2001, Star sold 91 curing barns to Gol den Leaf Tobacco Conpany, Inc.
for $1.85 million as part of a sale and licensing arrangenent. The $1.85 million
in proceeds were used to reduce |ong-termdebt owed to B&W because the barns
were held as collateral for these |loans. Under the |icense agreenent, Gol den
Leaf is obligated to pay royalties on StarCured(TM tobacco and other | ow TSNA
tobacco it uses once the Conpany begins to receive royalties fromtobacco
conpani es other than B&W

Begi nning in August, 2001, Star entered into a series of sale/leaseback
transactions involving the sale of approximately 400 barns for approximately
$10.8 mllion in net proceeds through Decenber 2001. In order to obtain the
rel ease the collateral fromB&W the Conpany agreed that for every dollar raised
in sal e/l easeback transactions, the Conpany woul d pay 4/14ths of the proceeds to
B&W as a reduction of long-termdebt. The Conpany anticipates additional
sal e/ | easeback transactions will close during 2002 for estimated proceeds of
$5, 000, 000, which will be subject to the 4/14ths pay-down of debt. Star al so
antici pates converting an existing operating | ease agreement into a capital
| ease which would free up a $1.268 million security deposit.

The sale and |icensing agreenent with Gol den Leaf, the sal e/l easeback
transacti ons descri bed above, and royalty payments during 2001 of $1.5 mllion
resulted in reductions in the Conpany's long-termloans to B&W from
approximately $29 million in Decenber 2000 to $23.7 million at year-end.

The Conpany, through ST, has an available $7.5 mllion line of credit with
a working capital |ender, which expires January 2005. This line of credit is
collateralized by accounts receivable and other assets fromits cigarette
busi ness. On both Decenber 31, 2001 and Decenber 31, 2000, the Conpany had no
borrow ngs under this line of credit.

Under the Master Settlenent Agreenment and the nodel “level playing field'
statutes enacted by each of the settling states, absent a successful |egal
challenge to the state specific statutes or an agreenent with the NAAG with
respect to the funding of the required escrow accounts, the Conpany is
purportedly obligated to place an anpbunt equal to $1.88 per carton for 1999,
$2.09 in 2000, $2.72 in 2001-2002, $3.35 in 2003-2006 and $3.77 thereafter, in
escrow for sales of cigarettes occurring in each MSA state after the effective
date of each state specific statute. An inflation adjustnent is also added to
these deposits at the higher of 3%or the Consumer Price Index each year. Such
escrowed funds will be used to pay judgments in tobacco-related litigation or
settlements, if any, and if not so used returned to the Conpany after 25 years.
On April 14, 2000, under protest, the Conpany placed into escrow approxi mately
$11.6 mllion for sales made in 1999. On April 14, 2001, under protest, the
Conpany placed into escrow approximately $13.1 nmillion for sales nmade in 2000.
In response to demands nade by certain Attorneys General, the Conpany under
protest nmade additional deposits of approxi mately $300,000, $1.3 nmillion, $1.8
mllion, and $400, 000 respectively, to its escrow account in the last three
quarters of 2001 and the first quarter of 2002. The Conpany anticipates that
there may be further adjustnents to its escrow deposits for 1999 and 2000 sal es.
The Conpany al so anticipates that with payments for year 2001 sal es, which nust
be deposited by April 15, 2002, the escrow fund i nmediately after that funding
will total approximately $32 million. The funds placed in escrow will continue
to be an asset of the Conpany and the Conpany will receive the interest incone
generated by the escrow deposit. However, these escrow obligations wll
significantly inpede the Conpany's ability to apply the capital generated from
its cigarette sales as it sees fit and the amount required to be placed in
escrow for each carton sold may exceed the net cash flow generated by each
carton sold. Based on Star's projected sales for future years, the Conpany wl|
have to pay significant sums into these escrow accounts to neet the Master
Settl ement Agreenment requirenments. The Conpany has attenpted to mitigate these
MSA paynents by, anong other things, focusing its efforts on increasing market
share in states in which it does not have purported obligations to make paynments
into escrow under state qualifying statutes enacted pursuant to the MSA, and on
sal es of snokel ess tobacco products for which MSA paynments are not required.

On March 12, 2002, Governor Warner of the Commonwealth of Virginia
announced that the Conpany woul d be receiving a grant of $300,000 to assi st
Meckl enburg County in the acquisition of the Conmpany's new processing facility
adj acent to its existing tobacco receiving station in Chase Cty, Virginia.
Furthernore, the Conpany is
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eligible for a further grant of $500,000, but does not anticipate receiving any
cash fromthis grant until five years after the award date, at which tinme the
Conpany believes it shall receive approxi mately $100,000 a year for five years
The Conpany has reason to believe that it will receive other substantia
incentives, including tax rebates, enployee training and property tax refunds,
in connection with the expansion of its AR VA(TM nmanufacturing facilities in
Chase City, Virginia.

During 2000 and 2001, the Conpany focused significant anpunts of R&D and
capital resources in developing and bringing to test market its | ow TSNA
snmokel ess products based on the recomrendations of its Scientific Advisory Board
and the fact that snmoked tobacco contains over 4,000 constituents, 43 of which
are carcinogenic. If Star were not to be successful in achieving the nmarket
penetrati on and consumer acceptance for its snokel ess products, primarily its
conpressed powdered cigalett(TM pieces, brand named ARIVA(TM, that it
anticipates, Star's sales volunes, operating i ncone and cash flows could be
materially affected. If the product launch is acconplished as envisioned, the
Conmpany is expected to achi eve break-even results for the first tw quarters of
2002.

Fol I owi ng the recent tragedi es on Septenber 11, 2001, the Conpany has not
experienced a disruption of its sales, orders or any other matters affecting the
Conpany's business. Mrreover, at this point in tine, managenent does not
anticipate a material adverse inpact on its results of operations or financial
position as a result of the tragedies.

Assum ng the successful national |aunch of ARIVA(TM, and consunmati on of
addi tional sale/leaseback transactions during 2002, the Conpany believes that
its existing working capital, together with anticipated earnings fromits
operations, will be sufficient to nmeet its liquidity and capital requirenments in
the foreseeable future. The Conpany's need, if any, to raise additional funds to
neet its working capital and capital requirenents will depend upon nunerous
factors, including the results of its marketing and sales activities, any escrow
obligations it may be required to conply with under the MSA, the success of the
Conpany' s new product devel opnent efforts and the other factors described under
"Factors That May Affect Future Results."

Future Conmi tnents and Fundi ng Sources

At Decenber 31, 2001, the Conpany's contractual cash obligations, with
initial or remaining terns in excess of one year, were as follows (in
thousands): (a)

Anount of Conmi t ment
($) Expired By Year
Ended Decenber 31

YEAR Long- Ter m Debt Capi tal Leases Qperating Annual Tot al
Leases
2002 775, 210 3, 760, 595 2,092, 327 6, 628, 132
2003 -- 3, 760, 595 1,881, 028 5, 641, 623
2004 -- 3, 099, 642 1, 658, 265 4,757,907
2005 4,593, 956 656, 334 1, 658, 265 6, 908, 555
2006 4,593, 956 -- 999, 039 5,592, 995
Thereafter 13,781, 868 -- 674, 210 14, 456, 078
TOTAL 23, 744,990 11, 277, 166 8, 963, 334 43, 985, 490
Less Anpunt Representing Interest 1,399, 776
Present Val ue of M ninmum|ease paynents 9, 877, 390

(a) See Notes 5 and 6 in the acconpanying financial statenments for
additional infornmation regarding our debt and commitnents.
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Ef fect of Recent Accounting Pronouncenents

I'n June 2001, the Financial Accounting Standards Board issued SFAS No.
142, "Goodwi Il and G her Intangible Assets". SFAS No. 142 requires, anpong ot her
things, that conpanies no |onger anortize goodwi ||, but instead test goodwill
for inmpairment at |least annually. In addition, SFAS No. 142 requires that the
Conpany identify reporting units for the purposes of assessing potential future

i npai rnments of goodwi ||, reassess the useful lives of other existing recognized
i ntangi bl e assets, and cease anortization of intangible assets with an
indefinite useful life. An intangible asset with an indefinite useful life

shoul d be tested for inmpairment in accordance with the guidance in SFAS No. 142.
SFAS No. 142 is required to be applied in fiscal years beginning after Decenber
15, 2001. SFAS No. 142 requires the Conpany to conplete a transitional goodw ||
i mpai rnent test six nonths fromthe date of adoption. The Conpany is al so
required to reassess the useful lives of the other intangible assets within the
first interimquarter after adoption of SFAS No. 142.

I'n June 2001, the Financial Accounting Standards Board issued Statenent of
Fi nanci al Accounting Standards No. 143, "Accounting for Asset Retirenent
ol igations" ("SFAS No. 143"). This standard requires that obligations
associated with the retirement of tangible long-1ived assets be recorded as
liabilities when those obligations are incurred, with the ambunt of the
liability initially measured at fair value. Upon initially recognizing a
liability for an asset retirenent obligation, an entity nust capitalize the cost
by recognizing an increase in the carrying ambunt of the related |ong-Ilived
asset. Over time, this liability is accreted to its present value, and the
capitalized cost is depreciated over the useful life of the related asset. Upon
settlement of the liability, an entity either settles the obligation for its
recorded amount or incurs a gain or |loss upon settlement. SFAS No. 143 is
effective for financial statenments issued for fiscal years beginning after June
15, 2002; we will adopt SFAS No. 143 effective January 1, 2003. W do not expect
that the adoption of this statement will have a material inpact on our results
of operations, financial position or cash flows.

I'n August 2001, the Financial Accounting Standards Board issued Statenent
of Financial Accounting Standards No. 144, "Accounting for the |npairnment or
Di sposal of Long-Lived Assets" ("SFAS No. 144"), which supercedes SFAS No. 121,
"Accounting for the |Inpairment of Long-Lived Assets and for Long-Lived Assets to
be Di sposed of." SFAS No. 144 applies to all long-lived assets, including
di scontinued operations and consequently anends APB Opi nion No. 30, "Reporting
the Results of Operations-Reporting the Effects of Disposal of a Segnent of a
Busi ness, and Extraordinary, Unusual and Infrequently Cccurring Events and
Transactions". Based on SFAS No. 121, SFAS No. 144 devel ops one accounting nodel
for long-lived assets that are to be di sposed of by sale, as well as addresses
the principal inplenmentation issues. SFAS No. 144 requires that |ong-lived
assets that are to be disposed of by sale be neasured at the |ower of book val ue
or fair value less cost to sell. Additionally, SFAS No. 144 expands the scope of
di scontinued operations to include all conponents of an entity with operations
that (1) can be distinguished fromthe rest of the entity and (2) will be
elimnated fromthe ongoing operations of the entity in a disposal transaction.
SFAS No. 144 is effective for financial statenments issued for fiscal years
begi nni ng after Decenber 15, 2001, and we have adopted SFAS No. 144 effective
January 1, 2002. W do not expect that the adoption of SFAS No. 144 will have a
material inpact on our results of operations, financial position or cash flows.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

The Conpany has not entered into any transactions using derivative
financial instruments or derivative compdity instrunents and believe that its
exposure to market risk associated with other financial instruments (such as
i nvestnents and borrowi ngs) and interest rate risk is not material.
Item 8. Financial Statenents

This information is contained on F-1 through F-39 hereof and is
incorporated into Part | of this report by reference.
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Item 9. Changes in and Di sagreenents with Accountants and Fi nancial Disclosure
None.
PART 111
Item 10. Directors and Executive Oficers of the Registrant

During the Septenber 2001 Stockhol ders Meeting, the stockhol ders voted to
elimnate the Cassified Board of Directors. Thereafter, Directors serve for a
one-year termand until the election and qualification of their successors, or
their earlier resignation or renoval. The following is the current listing of
the Board of Directors, as of March 30, 2002:

John R Bartels, Jr. M. Bartels, 67, has served as a director of the
Conpany since January 2002. Since 1988, M. Bartels has been a senior partner at
the law firmof Bartels & Feurelsen LLP and has served as a nenber of the Board
of Directors, and general counsel, of Florida Digital Network, Inc. M. Bartels
al so has served as special |abor counsel to several corporations and | ocal
busi nesses. M. Bartels received his B. A, Magna Cum Laude, from Harvard
University in 1956, and an LL.B. in 1960, graduating in the top 15% of his
class. He attended the University of Minich in 1957 as a Ful bright Schol ar where
he was an Adenauer Scholar. H's professional credits include: Adjunct Professor,
Rut gers University School of Law 1969-1971; Instructor, Trial Advocacy, Pace Law
School 1978-1986, Assistant U. S. Attorney, Southern District of New York,

1964- 1968; Reci pient, Qutstanding Service Award, U S. Departnment of Justice
1970; Chief, Organized Strike-Force, U S. Departnent of Justice, Newark, New
Jersey. In 1972 and 1973, M. Bartels was counsel to Governor Nel son

Rockefel l er, where he served as Chief Investigator on the "Hoover Commi ssion" to
i nvestigate and reconmend i nprovenents to New York City governnent.
Additionally, from 1972 to 1973, M. Bartels was the Deputy Assistant Attorney
General for the U S Departnent of Justice, Crimnal Division. From 1973 to
1975, he was an Administrator for the U 'S. Drug Enforcenent Adm nistration and
in 1974 he was a Delegate fromthe U S. Delegation to the U N Conm ssion of
Narcotic Drugs. M. Bartels' professional nenberships include The New York State
and Anerican Bar Associations, and he is a Fellow of the Anerican Col | ege of
Trial Lawyers. M. Bartels was a recipient of the Pace Law School Leadership
Award in 1990 and received the Conm ssioner's Award fromthe Royal Munted
Canadi an Police in 1974.

Robert J. DeLorenzo, MD., Ph.D., MP.H Dr. DelLorenzo, 54, has served as
a director of the Conpany since February 1998 and served as Chairman of the
Conpany's Board of Directors from February 1998 until August 2000. Dr. DelLorenzo
served as the Conpany's Chief Executive O ficer from Cctober 1998 through
Novenber 1999. He previously served as Chairman of the Departnent of Neurol ogy,
and is the George B. Bliley Professor of Neurol ogy, and Professor of
Phar macol ogy and Toxi col ogy and Bi ochem stry and Bi ophysics at Virginia
Commonweal th University, as well as Neurologist-in-Chief of the Medical College
of Virginia Hospitals and Director of the Ml ecul ar Neurobi ol ogy Laboratories at
the Medical College of Virginia. Prior to 1985, Dr. DelLorenzo was on the
neurol ogy faculty at Yale University. Dr. DelLorenzo has authored over 300
original publications and has recei ved numerous research awards including the
Jacob Javits Award fromthe National Institutes of Health and the Jordi - Fol ch-Pi
Award fromthe American Society of Neurochem stry. He serves on the editorial
boards of several scientific journals and served on and chaired National
Institutes of Health Study Sections. Dr. DelLorenzo holds a Ph.D. in
neur ophar macol ogy from Yale University, an MD. from Yale University School of
Medi cine and an MP.H fromthe Yal e School of Epidem ol ogy and Public Heal th.

Ll oyd A Jones. M. Jones, 48, has served as a director of the Conpany
since Novenmber 2001. He was enployed with the United States Departnent of
Agriculture (USDA) for over 25 years and served as the State Director of the
Farnmers Hone Administration, now known as the Rural Devel opnent M ssion Area,
from March 1990 to June 2001 serving three consecutive Presidential
adm ni strations. During his tenure with the USDA, M. Jones was responsible for
managi ng a loan and grant portfolio in excess of $2.5 billion and directed the
annual processing of $175 million Federal dollars into the Coormbnweal th of
Virginia. These funds were instrunental in supporting econom c devel opnent
activities for rural Virginia such as business start-ups and expansion,
essential community facilities and infrastructure devel opnment and housi ng. M.
Jones is currently an independent consultant specializing in econonic
devel opment with particul ar enphasis on busi ness devel opnent and expansi on. He
is an
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experienced senior manager and has been recogni zed nationally for his managenent
strategy and capability. M. Jones is a native of Meckl enburg County, Virginia
and is a strong advocate of the agriculture industry. He is a 1976 graduate of
Virginia State College (University) with a B.S. degree in Agriculture Business.

Wiitnore B. Kelley. M. Kelley, 58, has served as a director of the
Conpany since April 2001. M. Kelley is the principal sharehol der of Berkshire
Hol di ng Corporation, which he founded in 1967, and has served as Vice Chairman
since 1990. Berkshire is a leader in the engineering and production of
contam nation control products for critical environnents, with subsidiary
operations throughout Europe and Asia. M. Kelley founded Ri defilm Corporation
in 1990, the first simulator filmstudio, which is now owned by I max
Cor poration. From 1998-2000, M. Kelley was the Vice Chairman of the G| der
Group, a publishing, consulting and conference conpany. From 1997-2001, M.

Kel l ey served as President and Vice Chairnman of the Don Johnson Conpany, a
conpany that devel ops television and feature filmproducts. In 1999, M. Kelley
founded Hon Tre Partners, a conpany that is engaged in the high-end restaurant
busi ness, and serves as Chairman. Since 1992, M. Kelley has served on the Board
of PJC Technol ogi es, an advanced customcircuit board conpany. In 1999, he
founded and is currently is Chairman Emeritus of The Special COpportunities

G oup, LLC, a venture capital conpany. M. Kelley serves on the Board of
Directors of various corporations and nonprofit organizations in the United
States, Asia and Europe.

Martin R Leader. M. Leader, 61, has served as a director of the Conpany
since June 2000. M. Leader is a retired partner of the law firmof Shaw Pittman
in Washington, D.C. Prior to his service at Shaw Pittman, M. Leader was a
senior partner with the law firmof Fisher Wayl and Cooper Leader & Zaragoz in
Washington, D.C. from 1973 to 1999. M. Leader played a promnent role in the
roll-up of the radio and television industries. He is a director of the Sinclair
Broadcast Group, Inc. and has served on the Board of Directors of various
private conpanies. M. Leader has served on the staff of the Ofice of Opinions
and Revi ew of the Federal Communications Conmission. He is a menber of the
District of Colunmbia Bar and of the Federal Communications Bar Association. M.
Leader attended the school of the Museumof Fine Arts, Boston and was an art
teacher at Montgonery Bell Acadeny, Nashville, Tennessee, and graduated from
Tufts University and Vanderbilt University Law School .

Patrick M MSweeney. M. MSweeney, 59, has served as a director of the
Conpany since January 2002. He is the President of McSweeney & Crunp, P.C., a
Ri chnond, Virginia law firm M. MSweeney serves on the board of directors of
various private conpanies. From 1971 through 1973, he served in various
positions at the United States Departnment of Justice, including Acting Assistant
Attorney General in charge of the Ofice of Legislative Affairs and Deputy
Director of the Executive Office for United States Attorneys. He also served in
the Virginia state government as Executive Director of the Conmmi ssion on State
Gover nnental Managenent (1974-77), as counsel to the Governor's Managenent Study
(1971-72), and as staff attorney to the Conm ssion on Constitutional Revision
(1968). In 1992-1996, he chaired the Republican Party of Virginia. He is a
graduate of the University of Virginia and the University of Richrmond Law
School, served as law clerk to the Honorable Albert V. Bryan, Sr., United States
Circuit Judge, taught courses in political science at Virginia Commonweal th
University and currently wites a weekly colum on state politics for The Daily
Press (Newport News, Virginia).

Christopher G Mller. M. Mller, 43, has served as a director of the
Conpany since April 2000. He served as the Conpany's Acting Chief Financial
O ficer fromApril 2000 until Septenber 2000, and as Chief Financial Oficer
begi nning in Septenber 2000. He is a founder and serves as Chief Executive
O ficer of The Special Opportunities Goup, LLC. Prior to his service at The
Speci al Opportunities Goup, M. MIller served as Chief Financial O ficer of The
G lder Goup from 1998 to 1999, Founder and Chi ef Executive Officer of Anerican
Heal thcare, Ltd. from 1994 to 1998, Founder and Chi ef Executive Oficer of
I nternational Medical Care, Ltd. from 1992 to 1993, and Chief Financial Oficer
and Executive Vice President of Hospital Corporation International from 1991 to
1992. Upon his graduation from Harvard Busi ness School, M. MIller was enpl oyed
by Bear Stearns Conpanies Inc. in New York as an Associate in |nvestnent
Banking. M. MIler serves on the Board of Directors of X Tec, Signal Quest, Ana
Mandara and Zhou Li's Marco Polo Collections. M. MIler graduated fromthe U S.
Mlitary Acadeny at West Point in 1980 with a B.S. in Engineering and received
an MBA from Harvard Busi ness School in 1987.

Paul L. Perito. M. Perito, 65, is the Conpany's Chairnman, President and
Chief Operating Officer. He has served as Chairman of the Conpany since August
2000, as a director of the Conpany since Decenber 1999 and as the Conpany's
President and Chief Qperating O ficer since Novenber 1999. M. Perito served as
the Conpany's Executive Vice President, Ceneral Counsel and Chief Ethics Oficer
from June 1999 through Novenber 1999.
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Previously, M. Perito was a senior partner in the law firmof Paul, Hastings,
Janof sky & Wal ker LLP ("PHI&W) from July 1991 until June 1999 when he becane a
senior counsel to the firmat the time he joined the Company. M. Perito
resigned his position as senior counsel to PHI&Was of March 31, 2001 after
serving as National Co-Chair of the Wiite Collar Corporate Defense Practice

G oup at PHI&Wsince 1991, and Chair of the Litigation Departnent in that firms
Washi ngton, D.C. office since 1995. Prior to his re-entry into private practice,
he served as Chief Counsel and Deputy Director of the Wite House Special Action
O fice on Drug Abuse Prevention ("Drug Czar's Ofice") from 1971 to 1973. M.
Perito was confirned by the Senate for that position in March 1972. From 1970 to
1971, M. Perito served as Chief Counsel and Staff Director to the U S House of
Representatives Select Committee on Crinme. Immediately prior to serving the
Congress, M. Perito was an Assistant United States Attorney in the Southern
District of New York, U S. Departnment of Justice from 1966 to 1970. M. Perito
graduated from Tufts University, Magna Cum Laude and Phi Betta Kappa and from
the Harvard Law School. M. Perito was a Rotary International Scholar at the
Victoria University of Manchester in Manchester, England and in Lund University,
Lund, Sweden in P.P.E. in 1960-61 before entering Harvard Law School. M. Perito
graduated from Harvard Law School (LLB/JD), as an Edward John Nobl e Scholar, in
1964 and was thereafter adnitted to the Bar of the Commonweal th of

Massachusetts. He is also a nmenber of the District of Colunbia Bar and is
admitted to practice in numerous federal District Courts, Courts of Appeal and
the United States Supreme Court. M. Perito is the President of the Harvard Law
School Association of G eater Washington and a nenber of the Executive Committee
of the Harvard Law School Association.

Leo S. Tonkin. M. Tonkin, 64, has served as a director of the Conpany
since October 1998. He established the Washi ngt on Wor kshops Foundation in 1967,
and has served as Founding Director since that tinme. Since 1999 he al so has
served as President and Director of Travel Seminars, Inc. He served as a nmenber
of the Wiite House Conference on Youth in 1971, Special Assistant to the
Chairman of the U S. House of Representatives Select Committee on Crinme, Legal
Consultant to the U S. House of Representatives H gher Education Subcommittee,
and Executive Director of the Comm ssioners' Council on H gher Education in
Washi ngton, D.C. He has served as Chairnman of the Board of Trustees of St.
Thomas Aqui nas Col | ege and as a Board nenber of Southeastern University and
I mmacul ata Col |l ege. He is a vice president of the London, England Federation of
Youth Cl ubs and advisor to the Retinitis Pignentosa Foundation in California.
M. Tonkin is a graduate of Johns Hopkins University and received his | aw degree
from Harvard Law School. He hol ds an honorary Doctor of Pedagogy degree from St.
Thomas Aqui nas Col |l ege and the State University of New York

Jonnie R WIlliams. M. WIIlianms, 45, has served as the Conpany's Chief
Executive O ficer since Novenber 1999. M. WIlians was one of the original
founders of ST, and served as Chief Operating Oficer ("COO'), Executive Vice
President ("EVP') and a Director of the Conpany since October 1998. On July 1,
1999, in order to concentrate upon the expandi ng demands of Star's sales and new
product devel opnent, M. WIllians resigned as COO and EVP to assune the primary
responsibilities of Director of Product Devel opnent and Sales. M. WIllians, a
principal stockhol der of the Conpany, is also the inventor of the
St ar Cured(TM tobacco curing process for reducing and/or virtually elimnating
the formation of TSNAs in tobacco and tobacco snmoke. M. WIlians has been
involved in venture capital start-up bio-tech conpanies for over a decade where
he has been either a mmjor sharehol der or a co-founder of the follow ng
conpani es: LaserSight, LaserVision and VISX. M. WIllianms is also one of the
owners of Regent Court and is a principal in Jonnie WIlians Venture Capital
Cor p.

Executive O ficers of the Conpany who are not Directors

Shel don L. Bogaz. M. Bogaz, 36, has served as ST's Vice President of
Trade Operations since October 2000 and is responsible for managi ng custoner
rel ati onshi ps, devel opi ng new business, and fornulating and inplenmenting pricing
and trade programs. He served as the Vice President of Sales and Trade
Operations of the Conpany from Septenber 1995 to October 2000. Prior to joining
the Conpany in 1995, M. Bogaz served as a Commercial Lender wi th NationsBank
from 1992 to 1995. He hol ds a Bachel or of Science Degree in Business
Admi ni stration from Virginia Cormonweal th University.

David M Dean. M. Dean, 42, has served as Vice President of Sales and
Mar keting of the Conpany since Novenber 1999. From 1998 to October 1999, he
served as a Principal of Goup Insurance Concepts of Virginia, L.C., an enployee
benefits consulting firmand an affiliate of Northwestern Mitual. From 1984 to
1998, M. Dean was enployed with Trigon Blue Cross/Blue Shield in Richnond,
Virginia, where he held a variety of executive
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positions over a 14 year period, including Vice President of the Eastern Region
from 1994 to 1996, Vice President of Sales from 1996 to 1997 and Vice President
of Sales and Account Managenent for the Eastern and Western Regions from 1997 to
1998. Trigon Blue Cross/Blue Shield is the largest health insurer in Virginia.
M. Dean is a graduate of Elon College.

Paul H. Lanmb, I[Il. M. Lanb, 69, has served as President and Chief
Executive O ficer of ST since January 1999. From 1990 to 1994, he served as
President of ST, and he has served as a director of ST since 1990. He served as
a consultant to the Conmpany from 1994 until assuming his current position in
January 1999. From 1986 to 1990, M. Lanb founded and operated Lanb Services,
Ltd., an engineering consulting firm and from 1958 to 1986 he was enpl oyed with
Brown & WIlianmson Tobacco Corporation where he held a variety of engineering
positions. M. Lanb served as a director of the Southsi de Regi onal Medical
Center in Petersburg, Virginia for twenty-six years. M. Lanb graduated from
Virginia Mlitary Institute (VW) with a degree in civil engineering.

Robert E. Pokusa. M. Pokusa, 51, has served as General Counsel of the
Conpany since March 2001. From 1991 to March 2001, he was associated with Paul,
Hastings, Janof sky & Wal ker LLP during which tine he worked on a nunber of
matters for the Conpany and concentrated his practice in the areas of conpl ex
civil litigation and adm nistrative law. From 1980 to 1991, M. Pokusa was
associated with the law firns of Perito, Duerk & Carlson; Finley, Kunble,
Wagner, Hiney, Underburg, Manley, Meyerson & Casey; and Washington, Perito and
Dubuc. M. Pokusa received his Bachelor of Arts Degree fromMntclair State
University and his | aw degree from The Anerican University, Washi ngton Col | ege
of Law. He is a nmenber of the Virginia and District of Colunbia bars.

Section 16 (a) Beneficial Oanership Reporting Conpliance

Section 16 of the Securities Exchange Act of 1934, as anended (the
"Exchange Act") requires directors and executive officers and persons, if any,
owni ng nore than ten percent of a class of the Conpany's equity securities to
file with the Securities and Exchange Commission (the "SEC') initial reports of
ownership and reports of changes in ownership of the Conpany's equity and equity
derivative securities. Based solely upon a review of the copies of such reports
furnished to the Conpany, or witten representations fromreporting persons, the
Conpany believes that all required persons during 2001 were in conpliance.

Item 11. Executive Conpensation
Sunmary Conpensation Tabl e
The following table sets forth, for each individual who served as Chi ef

Executive Oficer and the other nobst highly conpensated officers of the Conpany
(the "Named Executive Oficers"), certain information concerning conpensation.

Q her Annual

Conpensat i on Long Term Al Cher
Annual Conpensation (%) Conpensation Awards Conpensat i on
Restricted Securities
St ock Under | yi ng
Sal ary Bonus Awar d Opti ons
Name and Principal Position Year (%) (%) ($)(1) (#)
Jonnie R WIlians 2001 1,000, 000 900, 000 75,015
Chi ef Executive Officer(2) 2000 1, 000, 000 1, 400, 000 287, 906
1999 1, 000, 000 1, 400, 000 --
Paul L. Perito 2001 1,000, 000 900, 000 31, 868
Chai rman, President and Chi ef 2000 1, 000, 000 900, 000 - .- --
Operating Cfficer(3) 1999 350, 432 250, 000( 4) 25, 000( 5) -- 1, 000, 000
David M Dean 2001 250, 000 196, 641 59, 412 -- --
Vice President of Sales and Marketing 2000 251, 500 120, 229 11,334 -- 350, 000
1999 49, 563 -- 3,436 -- --
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Christopher G MIler 2001 191, 077 300, 000 13,525 -- 250, 000

Chief Financial Officer 2000 32,769 31, 500( 6) - 63, 000
1999 -- 6, 667(6) -- 38, 000( 6)
Shel don L. Bogaz 2001 - 241,782 21,336 -- --
Vice President ST 2000 - 261, 239 20, 926 - 250, 000
1999 -- 306, 546 10,119 -- --
Robert E. Pokusa 2001 273,736 500 12,072 -- 50, 000

General Counsel

(1) The Conpany did not award any stock appreciation rights to the executive
of ficers or make any long-termincentive plan payouts in 2001, 2000, 1999,
1998 and 1997.

(2) M. WIlianms was appointed Chief Executive O ficer in Novermber 1999. M.
W liams served as Director of Product Devel opnent and Sal es of the
Conpany from June 1999 to Novenber 1999 and served as the Conpany's Chi ef
Qperating O ficer and Executive Vice President from Cctober 1998 through
June 1999.

(3) M. Perito was el ected as the Conpany's Chairman in August 2000. M.
Perito was appointed as the Conpany's President and Chief Operating
O ficer in Novermber 1999. M. Perito served as the Conpany's Executive
Vice President, Ceneral Counsel, Secretary and Chief Ethics Oficer from
June 1999 until Novenber 1999.

(4) The Conpany paid M. Perito $250,000 in the formof a signing bonus in
1999 and paid M. Perito a bonus of $250,000, based on the Conpany's and
M. Perito's performance, in March 2000.

(5) Represents the difference between the price paid by M. Perito for
2,000, 000 shares of the Conpany's Common Stock and the fair market val ue
of such stock as determ ned by the Conpany in conpliance with Internal
Revenue Service regul ations.

(6) Represents consulting fees paid to M. Mller prior to his enploynment with
the Conpany.

Option Grants During 2001

The following table sets forth, for the Named Executive Officers, certain
information concerning stock options granted to them during 2001. The Conpany
has never issued stock appreciation rights. Options were generally granted at an
exercise price equal to the fair nmarket value of the Cormbn Stock at the date of
grant. The termof each option granted is generally ten years fromthe date of
grant. Options nay terminate before their expiration dates, if the optionee's
status as an enployee or a consultant is term nated or upon the optionee's death
or disability.

Potential Realizable
Val ue at Assumed Rates
of Stock Price
Appreci ation for Option

I ndi vi dual Grants Tern(1)
% of Total
Opti ons Exerci se
Ganted to or Base
Opti ons Enpl oyees in Price
Name G anted Fiscal Year ($/sh) Expiration Date 5% $) 10% $)
Jonnie R WIIians None 0%
Paul L. Perito None 0%
David M Dean None 0%
Shel don L. Bogaz None 0%
Christopher G Mller 250, 000 34. 7% $1.8125 3/15/11 407, 250 648, 500
Robert E. Pokusa 50, 000 6. 9% $1. 4688 3/30/11 81, 450 129, 700

(1) The dol | ar anmounts under these colums are the result of calculations at
the 5% and 10% rates set by the Securities and Exchange Comm ssion and
therefore are not intended to forecast possible future appreciation, if
any, of the stock price of the Conpany. If the Conpany's stock price were
in fact to appreciate at the assumed 5% or 10% annual rate for the
ten-year termof these options, a $1,000 investrment in the Common Stock of
the Conpany woul d be worth $1,629 and $2,594, respectively, at the end of
the term

41



Aggregated Option Exercises in 2001 and Year-End Option Val ues

The following table sets forth, for the Named Executive Oficers, certain
i nformati on concerning options exercised during fiscal 2001 and the nunber of
shares subject to both exercisable and unexercisabl e stock options as of
Decenber 31, 2001. The values for "in-the-nmoney" options are cal cul ated by
determ ning the difference between the fair market value of the securities
underlying the options as of Decenber 31, 2001 ($2.53 per share) and the
exercise price of the officer's options. The Conpany has never issued stock
appreciation rights.

Nurmber of Securities

Under | yi ng Unexer ci sed Val ue of Unexercised
Nunber of Options at I n- The- Money Options at
Shar es Decenber 31, 2001 Decenber 31, 2001($)
Acquired on Value ~  e-eeeeeaeo e
Nane Exer ci se(#) Real i zed( $) Exer ci sabl e Unexer ci sabl e Exer ci sabl e Unexer ci sabl e
Jonnie R WIIians -- -- -- -- --
Paul L. Perito -- -- 1, 000, 000 -- $ 842,500
David M Dean -- -- 350, 000 -- --
Shel don Bogaz -- -- 250, 000 -- -- --
Chri stopher M1 ler -- -- 288, 000 75, 000 $ 269, 750 $ 67,438
Robert E. Pokusa -- -- 25, 000 25, 000 $ 26,530 $ 26,530

The Conpany does not have a defined benefit plan or actuarial pension
pl an. During 2001, the Conpany did not have a "long-termincentive plan", and
the Conpany did not make any "long-termincentive awards", as such terns are
defined in Item 402 of Regulation S-K. During 2001, no stock options were
exerci sed by any optionee

Board of Directors Conpensation

Each i ndependent director of the Conmpany, as classified as such by the
Board of Directors ("Independent Directors"), is granted a stock option to
purchase up to 50,000 shares of Common Stock on the date such | ndependent
Director is first elected to the Board of Directors, exercisable over a
three-year period, in equal installnments on each of the first three
anni versaries of the date of grant. As an annual retainer, each |Independent
Director additionally receives a stock option to purchase up to 25,000 shares of
Conmon Stock granted on each anniversary of such Independent Director's initia
election to the Board of Directors, exercisable inmediately. Each stock option
granted to an | ndependent Director under the Conpany's 2000 Equity Incentive
Plan will be exercisable at a price equal to the fair narket value of the Conmon
Stock on the date of grant (as determined in accordance with the Pl an).

Each I ndependent Director also receives a paynent of $2,500 for his
participation in each nmeeting of the Board of Directors and any comittee
nmeeting attended personally and $1,500 for his participation in each neeting of
the Board of Directors and any conmittee meeting attended tel ephonically,
subject to a cap of $4,000 for nultiple in-person neetings on the sane day and
$2,500 for nultiple tel ephonic neetings on the sanme day.

Messrs. Bartels, Jones, Kelley, Leader, M:Sweeney and Tonkin currently are
designated as | ndependent Directors. This designation is intended solely for the
purpose of clarifying which directors are entitled to conpensation for their
services as directors. Directors not designated as |ndependent Directors
generally are those who in the past have been, or currently are being
conpensated by the Conpany for other services rendered, or who have waived their
right to receive director conpensation. Directors who are enpl oyees receive
conpensation in their capacity as Conpany enpl oyees but do not receive any
conpensation for board or committee neetings, nor do they receive the "Options
Package" nade available to individuals serving as | ndependent Directors.

Enpl oyment Agreenents
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During April 1999, the Conpany entered into an enpl oynent agreenent with
M. Perito which expires June 15, 2002. In addition to a $1, 000,000 base sal ary,
the agreenment, as amended, provides for annual performance bonuses as approved
by the Conpensation Committee. The agreement with M. Perito also granted him
the right to purchase 2,000,000 shares of the Conpany's common stock at $1 per
share, and the Conpany agreed to finance the purchase with a | oan bearing
interest at 7% (due annually) with all principal due in July 2005. The stock
purchase occurred in 1999, and the rel ated $2, 000,000 note receivable is
presented as a reduction of stockholders' equity in the 2001, 2000 and 1999
bal ance sheets. Since the note is non-recourse with respect to accrued unpaid
interest and 85% of the principal, this stock purchase right has been accounted
for as an option. The Conpany has recogni zed interest incone of approximtely
$140, 000, $134,000 and $90, 000 during 2001, 2000 and 1999, respectively, in
connection with the note. In connection with the aforenmentioned agreenent, M.
Perito was al so granted qualified stock options to purchase 1,000,000 share of
stock at $111/16 per share, the price of the Conpany's conmon stock on the date
of grant. Such options vested inmediately.

Upon term nation by the Conpany of M. Perito's enploynment w thout Cause
or by M. Perito for Good Reason (as defined in the enpl oyment agreenent), the
Conpany will be obligated to pay to M. Perito all salary, benefits, bonuses and
ot her conpensation that woul d be due under the enpl oynment agreenent through the
end of the termof the enployment agreement. Upon termination of M. Perito's
enpl oyment as a result of his death or disability, the Conpany will be obligated
to pay to M. Perito all salary, benefits, bonuses and other conpensation that
woul d be due under the enpl oynent agreenment for a period of one year fromthe
date of such termination. In connection with certain transactions that may
result in a change in voting control of the Conmpany (each, a "Disposition
Transaction") or certain changes in the Conpany's senior managenment, M. Perito
will be entitled to term nate the enpl oynent agreenent, to a one-tine
term nation payment of $2,500,000 and to participate in the Disposition
Transaction upon the sane terns and conditions as certain principal stockhol ders
of the Conpany. The Conpany also will be obligated to reinburse M. Perito for
any taxes which nmay beconme due as a result of the application of Section 280G of
the Code to the paynent described in the preceding sentence.

On Cctober 6, 2000, the Conpany entered into an enpl oynent agreement wth
David Dean, as the Vice President of Sales and Marketing, which expired on
Decenber 31, 2001. In addition to a $250,000 base sal ary, the agreenment provided
for a commission on the sale of cigarettes made by the Conpany up to a maxi mum
of $250, 000 per year during 2000 and 2001. The agreement with M. Dean al so
granted himthe right to purchase 350,000 shares of the Conpany's common stock
at $4.00 per share, of which 175,000 options vested as of the date of the
enpl oynment agreenent, and the renaining bal ance of 175,000 options, vested in
equal monthly increments over the twelve-nmonth period foll ow ng execution of the
enpl oyment agreenent. Upon termi nation by the Conpany of M. Dean's enpl oynent
Wi t hout Cause or by M. Dean for Good Reason (as defined in the enpl oynent
agreenent), the agreenment provided that the Conpany woul d be obligated to pay to
M. Dean all salary and commi ssions that would be due under the enpl oynent
agreenent through the end of the termof the enpl oynent agreenment. Under the
terns of M. Dean's enploynent agreement, termination for Good Reason included,
but was not limted to, certain transactions resulting in a change in voting
control of the Conpany or a disposition of a mpjority of the Conpany's incone
produci ng assets. Furthernore, in the event M. Dean did not accept the position
of president and chief operating officer of ST in the event of a sale of ST, M.
Dean could term nate his enployment for Good Reason. The Conpany is currently
negotiating a new form of enploynent agreenent with David Dean as the Vice
President of Sales and Marketing.

On Septenber 15, 2000, the Conpany entered into an enpl oynment agreenent
with Christopher G Mller, the Chief Financial Oficer, which was to expire on
Sept enber 15, 2002, with certain renewal options. In addition to a $120,000 base
sal ary, the agreement provided for annual performance bonuses as approved by the
Conpensation Conmttee. The agreement with M. MIller also granted himthe right
to purchase 50,000 shares of the Conpany's conmon stock at $4.00 per share, of
whi ch 25,000 shares vested on Septenber 15, 2001 and 25,000 shares vest on
Sept enber 15, 2002. As of March 15, 2001, the Conpany entered into an Amended
and Restated Enpl oyment Agreement with M. MIller, which expires on March 15,
2003, with certain renewal options. In addition to a base salary of $225, 000,
the agreerment provides for discretionary performance bonuses as approved by the
Conpensation Conmttee. This anmended and restated agreenent supercedes the
Sept enber 15, 2000 enpl oynent agreenent, except as to the option granted to M.
M Il er under that agreenent. The anended and restated agreenent with M. Mller
al so grants himthe right to purchase 250,000 shares of the Conpany's common
stock at $1.844 per share, of which 100,000 options vest inmmediately, 100,000
vest on March 15, 2002, and 50,000 vest on Septenber 15, 2002. Upon termnation
by the Conmpany of M. Mller's enploynment w thout Cause, the Conpany wll be
obligated to
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pay to M. MIler severance paynents equal to six nonths salary, paid on a
monthly basis. Furthernore, if there is a change of control of the Conpany (as
defined in the enploynment agreenent), and M. MIler's agreenent does not
continue in effect after such a change in control, the Conpany will, within 60
days of notifying M. MIler of such ternmination, pay to M. MIller (a) a lunp
sum paynment equal to all salary then due and payabl e and (b) severance paynents
equal to six nonths salary, paid on a nonthly basis.

On March 30, 2001, the Conpany entered into an enpl oynent agreenent with
Robert E. Pokusa, the General Counsel, which is to expire on March 30, 2003. The
agreement provides for a base salary of $385,6000 and for discretionary annua
bonuses as approved by the Conmpany's Chief Operating Oficer and the Chief
Executive O ficer. The agreenent also grants M. Pokusa the right to purchase
50, 000 shares of the Conpany's comon stock at $1.4688 per share of which 25, 000
shares vested on March 30, 2001 and 25,000 vest on March 30, 2002. Upon
term nation by the Conpany of M. Pokusa's enploynment agreenent w thout cause,
the Conpany will be obligated to pay to M. Pokusa severance paynents equal to
six nonths salary, paid on a nonthly basis. Furthernore, if there is a change in
control of the Conpany (as defined in the enpl oynent agreenent), and M.
Pokusa' s agreenent does not continue in effect after such change of control, the
Conmpany will, within 60 days of notifying M. Pokusa of such term nation, pay to
M. Pokusa (a) a lump sum paynent equal to all salary then due and payabl e and
(b) severance paynents equal to six nonths salary, paid on a nonthly basis.

Messrs. Wl lianms and Bogaz do not have enpl oynment agreenents with the
Conpany. The Conpany anticipates entering into enploynent agreenents with
Messrs. Wl lianms and Bogaz in the near future.

Conpensation Conmittee Interlocks and Insider Participation

None.
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Item 12. Security Omership of Certain Beneficial Oamers and Managenent

The following table sets forth as of March 1, 2002 certain infornmation
with respect to the beneficial ownership of the Conpany's Common Stock by each
beneficial owner of nobre than 5% of the Conpany's voting securities, each
director and each named executive officer, and all directors and executive
of ficers of the Conpany as a group, except as qualified by the information set
forth in the notes to this table. As of March 1, 2002, there were 59, 741, 460
shares of the Conpany's Common Stock outstanding.

Shar es

Beneficially Per cent age
Nane Onned(1) Onned( 2)
Kathleen M O Donnell as Trustee for Irrevocable Trust #1 FBO(3) .............c..ouvoo .. 17,309, 576 29. 0%
Francis E. O Donnell, Jr., MD. and the Francis E. O Donnell, Jr. Descendants' Trust
709 The Hanptons Lane
Chesterfield, MO 63017
Jonnie R OW LT amB(4) .t 16, 524, 819 27. 7%
Prometheus Pacific Growth Fund entities ....... ... . e 5, 202, 640 8. 7%
P. O Box 1062
George Town, Grand Cayman, B.WI.(5)
Francis E. O Donnell, Jr., MD. (6) ..... .. 3, 368, 362 5.6%
709 The Hanptons Lane
Chesterfield, MO 63017
Paul L. Perito(7) ... 3, 049, 000 5. 0%
7475 W sconsin Ave, Suite 850
Bet hesda, MD 20814
Robert DeLorenzo, MD., Ph.D., MP.H (8) ..... ... 1, 521, 000 2.5%
DAVi d M DRAN(O) .ottt e e e e e 455, 300 *
Christopher G ML er(10) . ... e e 378, 000 *
Shel don L. BOQAz(11) .. ..ottt e e 211,100 *
Robert E. PoOKUSA(12) .. ...t 120, 000 *
7475 W sconsin Ave, Suite 850
Bet hesda, MD 20814
LeO S, ToNKi N L3) .ttt 100, 000 *
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Vi tmore B. Kel L ey (14) .. e e e e e e e e e e e e e e e e 63, 000 *

Martin R Leader (15) .. ... 60, 200 *
Patrick M MSWeeney(16) .. ... ...t 9, 950 *
John R Bart el S, Jr .. 8, 500 *
LEOYyd A JONES ..ot 0 *
Al Directors, Executive Oficers and Oficers (15 Persons) ..............c.ouiuiuueninnn. 22,525, 869 35. 9%
(1) Beneficial ownership is deternmined in accordance with rules of the

(2)

(3)

(4)

(5)

(6)

(7)

Securities and Exchange Comm ssion and includes shares over which the

i ndi cated beneficial owner exercises voting and/or investnment power.
Shares of Common Stock subject to options currently exercisable or
exercisable within 60 days, by April 30, 2002, are deemed outstanding for
pur poses of conputing the percentage ownership of the person hol ding such
securities, but not deemed outstanding for purposes of conputing the
percent age ownershi p of any other person. Except as indicated, and subject
to comunity property | aws where applicable, the persons nanmed in the
tabl e above have sole voting and investnent power with respect to al
shares of voting stock shown as beneficially owned by them Unless

ot herw se noted, the address for each of the above persons is c/o Star
Scientific, Inc. 801 Liberty Way, Chester, Virginia 23836

The "Percentage Omed" cal cul ations are based on the outstandi ng shares of
Common Stock as of March 1, 2002

I ncl udes 15,041, 214 shares owned by a trust for the benefit of Francis E
O Donnell, Jr., MD., over which Kathleen O Donnell, as trustee, has sole
voting and investnent power and 2,268,362 shares owned by a trust for the
benefit of Dr. O Donnell's children over which Ms. O Donnell, as trustee,
has sol e voting and investnent power. Excludes 400,000 shares owned by
Hopkins Capital Goup II, LLC, 200,000 shares owned by Hopkins Capita
Goup Ill, LLC and 200,000 shares owned by Hopkins Capital Goup |V, LLC
each of which is a wholly-owned affiliate of Irrevocable Trust #1.

I ncl udes 15, 424,819 shares held by M. WIllians. Al so includes 1,100,000
shares held by Regent Court of which M. WIllianms is deened to have

beneficial ownership by virtue of his ownership interest in Regent Court
and over which he shares voting and investnment power with Dr. O Donnell.

I ncl udes 2, 700, 000 shares held by Promet heus Pacific Gowh Fund LDC and
2,502, 640 shares held by Pronetheus Pacific Gowh Fund, Inc

I ncl udes 2, 268, 362 shares owned by a trust for the benefit of M.

Wl lians' children, over which Dr. O Donnell has sole voting and

i nvest ment power. Al so includes 1,100,000 shares held by Regent Court of
which Dr. O Donnell is deened to have beneficial ownership by virtue of
his ownership interest in Regent Court and over which he shares voting and
i nvestment power with M. WIIians.

I ncl udes 2, 000,000 shares held by M. Perito, 1,000,000 shares which M.
Perito has the right to acquire upon exercise of stock options which are
presently exercisable and an aggregate of 49,000 shares held by his
children or in trust for the benefit of his children, of which M. Perito
di scl ai s beneficial ownership.
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(8) I ncl udes 300, 000 shares held by Dr. DelLorenzo's children. Dr. DelLorenzo
di scl ai ns beneficial ownership of shares held by his children. |ncludes
1, 000, 000 shares which Dr. DelLorenzo has the right to acquire upon
exercise of stock options which are presently exercisable.

(9) I ncl udes 350, 000 shares which M. Dean has the right to acquire upon
exercise of stock options which are presently exercisable and 1,100 shares
owned by M. Dean's spouse.

(10) Includes 288,000 shares which M. MIler has the right to acquire upon
exerci se of stock options which are presently exercisable.

(11) Includes 150,000 shares which M. Bogaz has the right to acquire upon
exerci se of stock options which are presently exercisable.

(12) Includes 50,000 shares which M. Pokusa has the right to acquire upon
exerci se of stock options which are presently exercisable

(13) Includes 100,000 shares which M. Tonkin has the right to acquire upon
exerci se of stock options which are presently exercisable.

(14) Includes 63,000 shares which M. Kelley has the right to acquire upon
exerci se of stock options which are exercisable presently or within 60
days.

(15) Includes 50,000 shares which M. Leader has the right to acquire upon
exerci se of stock options which are presently exercisable.

(16) Includes 5,000 shares which are held by the McSweeney Burtch & Crunp
Profit Sharing Trust and 550 shares which are held jointly by M.
McSweeney's wi fe and son.

Item 13. Certain Rel ationships and Rel ated Transactions

M. WIliams and Dr. O Donnell jointly own an airplane. The Conpany has
utilized the airplane for business travel throughout the United States and to
Mexico to client, vendor and scientific or technical consultant |ocations that
are not near or easily accessible to airports with regularly schedul ed or
frequent commercial airline services. Paynments made by the Conpany to Dr.

O Donnell and M. WIllians with respect to aircraft expenses were $258,992 in
2001, $191, 680 in 2000, $290,020 in 1999 and were billed at cost.

On Decenber 31, 1999, M. WIllians signed a pronmissory note for $1, 087, 806
in connection with a loan by the Conpany to M. WIllians in the same anount. The
prom ssory note was repayabl e on Decenber 31, 2000 and bore interest at 5.66%
M. WIlianms repaid this note via conpensation reduction. On Decenber 31, 2000,
M. WIlians signed a prom ssory note for $800,000 in connection with a |oan by
the Conpany to M. WIllianms in the same amount. The promi ssory note initially
was repayabl e on Decenber 31, 2001 and the Conpany and M. WIIlians extended
this loan for another year. The promi ssory note is currently repayable on
Decenber 31, 2002 and bears interest at the m ninum applicable federal rate.

I'n 2001, 2000 and 1999, the Conpany paid $1, 099,559, $1,946, 159 and
$940, 000, respectively, to PHI&Ww th respect to various services and |egal
matters relating to a broad variety of professional issues connected with the
Conpany's business. M. Perito was a partner of such firmuntil June 1999 and
senior counsel to the firmuntil he resigned fromthe position of senior counsel
on March 31, 2001. M. Perito received no inconme from PHI&W based on any work it
performed for the Conpany. M. Pokusa was al so of counsel to Paul, Hastings
until March 30, 2001.

I'n 1999, 2000, and 2001, the Conpany paid $26, 193, $288, 198 and $372, 493
to McSweeney & Crunp, P.C. (formerly McSweeney, Burtch & Crunp) with respect to
various | egal services connected with the Conpany's business. M. MSweeney has
been and continues to be a nanmed partner in this firm In addition to paynments
to the
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firm M. MSweeney was paid $82,500 and $37,500 as a consultant to the Conpany
during 2000 and 2001, respectively. M. MSweeney was subsequently elected to
the Board of Directors in January 2002.

In 2000, the Conpany paid $20,000 to John R Bartels, Jr. as a consultant
in connection with issues relating to the tobacco Master Settlenent Agreenent,
anong other matters. M. Bartels was subsequently elected to the Board of
Directors in January 2002.

In 2000 and 2001, the Conpany paid $10,500 and $25, 000, respectively, to
Dr. DelLorenzo as a consultant in connection with issues relating to Star's
pendi ng patent applications.

M. Lloyd A Jones was elected to the Board of Directors in Novenber 2001.
Begi nning i n January 2002, the Conpany retained M. Jones as a consultant in
connection with the Conpany's expansion of its Chase City facility and its
interaction with the Virginia Econom c Devel opnent Authority. M. Jones has been
paid on a nonth-to-nonth basis for these services at a rate of $3,000 per nonth.

Until Decenber 31, 2001, the Conpany enpl oyed Chayet Communications Inc.,
a conpany owned by Neil Chayet, a forner director of the Conpany, for
conmuni cati ons and | egal consulting. Services rendered by Chayet Conmuni cations
i ncl uded communi cations, consulting with the public health and | egal sectors on
matters relating to the | abeling of new products and the devel opnent of enhanced
heal th warni ng and conparative content disclosure. In this capacity, Chayet
Comuni cati ons received $96, 000 during both 2000 and 2001. In 1999, M. Chayet
recei ved options to purchase 15,000 shares at an exercise price of $5.70 per
share, and in 2001, he received options to purchase 22,500 shares at an exercise
price of $2.51 per share. These options are fully vested.

In 2000, the Conpany paid Mark W Johnson, a director of the Conpany until
July 2001, $100,000 for consulting services perfornmed up until June 30, 2000.
Such services rendered by M. Johnson included the devel opnent of a strategic
pl an for the Conpany and reconmendati ons to inplenent such plan. In 1999, M.
Johnson received options to purchase 43,000 shares of Common Stock at an
exercise price of $3.375 in exchange for consulting services. M. Johnson did
not receive any conpensation during 2001.

In 2000, the Conpany paid Christopher G Mller, a director of the
Conpany, $31,500 for consulting services performed fromApril 6, 2000 until
Sept enber 15, 2000 during the time that he was serving as the Acting Chief
Financial Officer. M. MIller also received options to purchase 25,000 shares of
Common Stock at an exercise price of $4.125 as part of conpensation for these
services. On Septenber 15, 2000, M. MIler signed an Enpl oynment Agreenent wth
the Conpany, and on March 15, 2001, signed an Anended and Restated Enpl oyment
Agreenment (See Enpl oynent Agreenents). In 1999, M. MIler received $6,667 and
options to purchase 38,000 shares of Common Stock at an exercise price of $3.375
in exchange for consulting services.

In 1999, Wiitnore B. Kelley, a director of the Conmpany since April 2001,
recei ved $6,667 and options to purchase 38,000 shares of Conmpn Stock at an
exercise price of $3.375 in exchange for consulting services. M. Kelley did not
recei ve any conpensation during 2000 or 2001.

In August 2001, the Conpany nade | oans to Messrs. Bogaz, Dean, MIler and
Pokusa in the amount of $100,000, $180,000, $180,000 and $140, 000 respectively,
for the purpose of their purchasing shares of the Conpany's conmmon stock from an
affiliated entity (Irrevocable Trust #1 FBO Francis E. O Donnell, Jr., MD.).
Full Recourse Promi ssory Notes were executed by each of these officers. The
prom ssory notes have a termof four years with interest paynents payabl e
annually at a rate of prine plus 1%
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Item 14. Exhibits and Reports on Form 8-K
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1. Exhibits

Description

Asset Purchase Agreenent between Star Scientific, Inc., a Delaware
Corporation and Eyetech, LLC, a Mnnesota Limited Liability Conpany,
by Robert J. Fitzsimons, an individual residing in St. Paul,

M nnesota, dated Decenber 30, 1998(1)

Escrow Agreenent between Star Scientific, Inc., a Del aware
Corporation, Eyetech, LLC, a Mnnesota Linmted Liability Conpany and
Robert J. Fitzsimons, an individual residing in St. Paul,

M nnesota, and Jonnie R WIllians and Vincent Ellis as Escrow
Agents, dated February 16, 1999, and effective Decenber 30, 1998(1)

Restated Certificate of Incorporation(2)
Byl aws of the Conpany as Amended to Date(2)

St ock Exchange Agreenent between the Conpany and the stockhol ders of
Star Tobacco & Pharnmaceuticals, Inc., dated February 6, 1998(5)

Li cense Agreenent between Star Tobacco & Pharnmceuticals, Inc., as
Li censee and Regent Court Technol ogies, Jonnie R WIIlianms, and
Francis E. O Donnell, Jr., MD., as Licensor, dated January 5,
1998( 6)

Purchase and Sal e Agreenent between Pronetheus Pacific Gowth Fund
LDC, a Cayman Island Limted Duration Conpany, and Eye Technol ogy,
Inc., a Delaware Corporation, dated July 10, 1998(8)

Amendrment No. 1 to License Agreenent between Regent Court

Technol ogi es, Jonnie R WIlliams, Francis E. O Donnell, J.R, MD.
and Star Tobacco & Pharnaceuticals, Inc., dated August 3, 1998(9)

1998 Stock Option Plan, as anended(10)

2000 Equity Incentive Plan(17)

Executive Enpl oynent Agreement dated as of April 27, 1999 entered
into by the Conpany, Jonnie R WIllians and Paul L. Perito(11)

Qualified Stock Option Agreement dated as of April 27, 1999 between
the Conpany and Paul L. Perito(12)

Anended and Restated Manufacture and License Agreenent between the
Conpany and Powel | Manufacturing Conpany, Inc., dated Cctober 12,
1999( 13)

Agr eenent between the Conpany and Brown & WIIianmson Tobacco
Corporation, dated COctober 12, 1999(13)

Loan Agreenent between the Conpany and Brown & W I|ianson Tobacco
Cor poration, dated Cctober 12, 1999(13)

Security Agreement between the Conpany and Brown & W I ianmson
Tobacco Corporation, dated Decenber 16, 1999(13)

Suppl y Agreenent between Star Tobacco & Pharnmaceuticals, Inc. and
Brown & WIIlianson Tobacco
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Cor poration, dated January 1, 2000(13)

Cigarette Manufacturing Agreenment between Star Tobacco &
Phar maceuticals, Inc. and Brown & WIIlianmson Tobacco Corporation,
dated January 1, 2000(13)

Loan and Security Agreenent between Star Tobacco & Pharnmaceutical s,
Inc. and Finova Capital Corporation, dated January 20, 2000(13)

Lease and Purchase Option Contract between the Conmpany and the
I ndustrial Devel opment Authority of the Town of Chase City,
Virginia, dated March 10, 2000(13)

Form of Director Indemification Agreenent(10)

Formof O ficer |Indemification Agreenent(10)

First Anmendnent to Loan and Security Agreenent between Star Tobacco
& Pharmaceuticals, Inc. and Finova Capital Corporation, Business
Credit, dated April 12, 2000(10)

Modi fi cation Agreenent anmong the Conpany, Jonnie R WIIlianms and
Paul L. Perito, dated Decenber 1, 1999(10)

Second Modi fication Agreenment anong the Conpany, Jonnie R WIIlians
and Paul L. Perito, dated Cctober 6, 2000(17)

Executive Enpl oyment Agreenment between the Conpany and David Dean,
dated Cctober 6, 2000(17)

Rest at ed Loan Agreenment between the Conpany, Star Tobacco &
Pharmaceuticals, Inc. and Brown & W1 Ilianmson Tobacco Corporation,
dat ed August 21, 2000(14)

Restated Security Agreenent between the Conpany and Brown &
W lianmson Tobacco Corporation, dated August 21, 2000(14)

Security Agreement between Star Tobacco & Pharmaceuticals, Inc. and
Brown & W lianson Tobacco Corporation, dated August 21, 2000(14)

Cuaranty Agreement between the Conpany and Brown & W lianmson
Tobacco Corporation, dated August 21, 2000(14)

Cuar ant ee Agreenent between Star Tobacco & Pharmaceuticals, Inc. and
Brown & W lianmson Tobacco Corporation, dated August 21, 2000(14)

Executive Enpl oynent Agreenent dated as of Septenber 15, 2000
bet ween the Conpany and Christopher G Ml er(14)

Anended and Restated Executive Enpl oynent Agreenent dated as of
March 15, 2001 between the Conpany and Christopher G Mller(17)

Executive Enpl oynent Agreenment dated as of March 30, 2001 between
the Conpany and Robert E. Pokusa(17)

Rest ated Master Agreenent, dated April 25, 2001, by and between Star
Scientific, Inc. and Brown & WIIiamson Tobacco Corporation (18)

First Anendnent to Restated Loan Agreenent dated April 25, 2001,

anong Star Scientific, Inc., Star Tobacco & Pharnmaceuticals, Inc.
and Brown & WIlianson Tobacco Corporation (16)
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(1

Hard Tobacco Agreenent, dated April 25, 2001, between Brown &
W lianmson Tobacco Corporation and Star Scientific, Inc. (16)

Trademark License and Royalty Agreenent, dated April 25, 2001,
between Star Scientific, Inc. and Brown & WIIlianmson Tobacco
Cor poration (16)

O her Low TSNA Tobacco Royalty Agreenment, dated April 25, 2001 by
and between Star Scientific, Inc. and Brown & W1 lianson Tobacco
Cor poration (16)

Fi rst Anendnent to Regent/B&W Li cense Agreenent, dated April 25,
2001, by and anpbng Regent Court Technol ogies, Jonnie R WIIlians,
Francis O Donnell, Jr., Star Scientific, Inc. and Brown & WI|ianson

Tobacco Corporation (16)

Chase City License and Services Agreenent, dated April 25, 2001,
between Star Scientific, Inc. and Brown & WIlianson Tobacco
Cor poration (16)

Excl usi ve License Agreenent dated as of March 16, 2001 by and anong
Regent Court Technol ogi es and Star Scientific, Inc.(2)

Subl i cense Agreement dated as of March 16, 2001 by and anobng Star
Scientific, Inc. and Star Tobacco & Pharmaceuticals, Inc.(2)

Consent to Assignment dated March 16, 2001 by and anong Regent Court
Technol ogi es, Jonnie R WIlians, Francis O Donnell, Jr., Star
Tobacco & Pharmaceuticals, Inc., and Star Scientific, Inc.(2)

Anendnent No. 1 dated April 5, 2001 to Exclusive License Agreenent
by and anong Regent Court Technol ogies and Star Scientific, Inc.(2)

Prom ssory Note dated August 20, 2001 of Christopher G Mller(2)
Prom ssory Note dated August 20, 2001 of Robert E. Pokusa(?2)
Prom ssory Note dated August 20, 2001 of Sheldon L. Bogaz(2)
Prom ssory Note dated August 20, 2001 of David M Dean(?2)

Prom ssory Note dated Decenber 31, 2000 of Jonnie R WIlians

Amendnment to Promi ssory Note dated Decenber 31, 2000 of Jonnie R
WIIlians

Mast er Lease Agreenent Dated as of June 29, 2001 between General
El ectric Capital Corporation and Star Scientific, Inc.

Mast er Lease Agreenent Dated as of Septenber 28, 2001 between Heller
Fi nanci al Leasing, Inc. and Star Scientific, Inc. and Star Tobacco,
I nc.

Mast er Lease Agreenent Dated as of July 1, 2001 between General
El ectric Capital Corporation and Star Scientific, Inc.

Subsi di ari es of the Conpany(15)
Powers of Attorney (included on signature page)
Incorporated by reference to the Conmpany's Current Report on Form

8-K dated March 2, 1999
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(2)
(3)
(4)
(5)
(6)
(7
(8)
(9)
(10)
(11)
(12)
(13)
(14)
(15)
(16)
(17)
(18)

I ncorporated by reference to the Conpany's Quarterly Report on Form
10-Q for the quarter ended Septenber 30, 2001

I ncorporated by reference to the Conpany's Annual Report on Form
10- KSA for the year ended Decenber 31, 1996

I ncorporated by reference to the Conpany's Current Report on Form
8- K dated January 15, 1999

I ncorporated by reference to the Conpany's Current Report on Form
8- K dated February 19, 1998

I ncorporated by reference to the Conpany's Quarterly Report on Form
10-Q@SB for the quarter ended March 31, 1998

I ncorporated by reference to the Conpany's Quarterly Report on Form
10- Q@SB for the quarter ended Septenber 30, 1998

I ncorporated by reference to the Conpany's Current Report on Form
8-K dated July 15, 1998

I ncorporated by reference to the Conpany's Current Report on Form
8- K dated Septenber 11, 1998

I ncorporated by reference to the Conpany's Annual Report on Form
10-K for the year ended Decenber 31, 1999

I ncorporated by reference to the Conpany's Quarterly Report on Form
10- @SB for the quarter ended June 30, 1999

I ncorporated by reference to the Conpany's Quarterly Report on Form
10- @SB for the quarter ended Septenber 30, 1999

I ncorporated by reference to the Conpany's Registration Statement on
Form S-1/ A dated May 8, 2000

I ncorporated by reference to the Conpany's Quarterly Report on Form
10-Q for the quarter ended Septenber 30, 2000

I ncorporated by reference to the Conpany's Annual Report on Form
10-KSB for the year ended Decenber 31, 1998

I ncorporated by reference fromthe Conpany's Current Report on Form
8- K/ A dated Novenber 29, 2001

I ncorporated by reference to the Conpany's Annual Report on Form
10-K for the year ended Decenber 31, 2000

I ncorporated by reference to the Conpany's Current Report on Form
8-K filed May 17, 2001

2. Reports on Form 8-K

The Conpany filed a Current Report on Anended Form 8- K/ A on Novenber 29,
2001, describing the Conpany's contractual and financing arrangenents wth B&W

dated April

25, 2001.
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SI GNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities
Exchange Act of 1934, the registrant has duly caused this report to be signed on
its behal f by the undersigned, thereunto duly authorized in Virginia on the 29th
day of March, 2002.

STAR SCI ENTI FI C, | NC.

By: /s/ JONNNE R WLLI AMS

Jonnie R WIIlians
Chi ef Executive Oficer

PONER CF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears
bel ow constitutes and appoints Jonnie R WIllianms and Paul L. Perito, or either
of them his attorney-in-fact, each with the power of substitution, for himin
any and all capacities, to sign any anendnents to this report, and to file the
sane, with exhibits thereto and other docunments in connection therewith, with
the Securities and Exchange Conmi ssion, hereby ratifying and confirmng all that
each of said attorneys-in-fact, or his substitute or substitutes, nay do or
cause to be done by virtue hereof.

Pursuant to the requirenents of the Securities Exchange Act of 1934, this
report has been signed by the followi ng persons in the capacities indicated.

Si gnature Title Dat e
/s/ JONNIE R WLLI AVS Chi ef Executive Oficer and March 29, 2002
-------------------------- Di rector
Jonnie R WIIlians (Principal Executive Oficer)
/sl PAUL L. PERITO Chai rman of the Board, March 29, 2002
-------------------------- Presi dent and Chi ef
Paul L. Perito Qperating Oficer
/sl CHRI STOPHER G M LLER Chi ef Financial Oficer and March 29, 2002
-------------------------- Di rector
Chri stopher G Mller (Principal Financial and

Accounting O ficer)

/s/ JOHN R BARTELS, JR Director March 29, 2002

John R Bartels, Jr.

/s/ ROBERT J. DELORENZO Director March 29, 2002

Robert J. Delorenzo
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/'s/ LLOYD A. JONES

LI oyd A Jones

/'s/ WH TMORE B. KELLEY

Whitnore B. Kell ey

/'s/ MARTIN S. LEADER

Martin R Leader

/sl PATRICK M M SWEENEY

Patrick M MSweeney

/'s/ LEO S. TONKIN

Leo S. Tonkin

Di rector

Di rector

Di rector

Di rector

Di rector
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STAR SCI ENTI FI C, I NC. AND
SUBSI DI ARY
DECEMBER 31, 2001 AND 2000
FI NANCI AL STATEMENTS



I ndependent Auditors' Report

To the Board of Directors and Stockhol ders of
Star Scientific, Inc. and Subsidiary
Chester, Virginia

We have audited the acconpanyi ng consol i dated bal ance sheets of Star Scientific,
Inc. and Subsidiary as of Decenber 31, 2001 and 2000 and the rel ated
consol i dated statenments of operations, stockholders' equity, and cash flows for
each of the three years in the period ended Decenber 31, 2001. Qur audit also

i ncluded the financial statenent schedul e i ncluded on page F-39. These financia
statenents and schedule are the responsibility of the Conpany's nanagenent. CQur
responsibility is to express an opinion on these financial statenents and
schedul e based on our audits.

We conducted our audits in accordance with auditing standards generally accepted
inthe United States of Anerica. Those standards require that we plan and
performthe audit to obtain reasonabl e assurance about whether the financi al
statements are free of material misstatenment. An audit includes examining, on a
test basis, evidence supporting the anpbunts and di sclosures in the financia
statenments. An audit al so includes assessing the accounting principles used and
significant estimtes nade by managenment, as well as evaluating the overal
financial statenment presentation. W believe that our audits provide a
reasonabl e basis for our opinion

As discussed in Note 14, the Conpany elected not to join in the Master

Settl enment Agreenent ("MSA") anong forty-six states, several U S territories
and a nunmber of tobacco manufacturers, as a Subsequent Participating
Manufacturer. As a result thereof, the Conpany is purportedly required to
annual |y contribute funds into escrow under statutes which the MSA required
participating states to pass if they were to receive the full benefits of the
settlenent. Such escrowed funds will be available to pay judgnents in
tobacco-related litigation, if any, filed by the states and, if not used,
returned to the Conmpany in twenty-five years. The Company's 2002 escrow
obligation is currently estimated to be approxi mately $4, 200, 000 whi ch nust be
funded by April 15, 2002. As further discussed in Note 14, nmanagenent expects
that, based on prior experience, there may be additional escrow deposits
required in 2002 related to the Conpany's cigarette sales for 1999 through 2001
However, the anount of such additional escrow requirenents is not presently
det er mi nabl e.

In our opinion, the consolidated financial statenents referred to above present
fairly, in all material respects, the consolidated financial position of Star
Scientific, Inc. and Subsidiary as of December 31, 2001 and 2000 and the
consolidated results of their operations and their cash flows for each of the
three years in the period ended Decenber 31, 2001 in conformity with accounting
principles generally accepted in the United States of Anerica. Al so, in our

opi nion, the related financial statenment schedul e, when considered in relation
to the basic consolidated financial statenents taken as a whole, presents fairly
in all nmaterial respects the information set forth therein.

/sl Al DMAN, PI SER & COVPANY, P.A.

February 22, 2002
Tampa, Florida



STAR SCI ENTI FI C,

I NC. AND SUBSI DI ARY

CONSCOLI DATED BALANCE SHEETS

DECEMBER 31, 2001 AND 2000
ASSETS
2001
Current assets:
Cash and cash equival ents $ 3,084,612 $
Accounts receivable, trade 3,188, 412
I nventories 12, 004, 078
Prepai d expenses and ot her current
assets 371,715
Deferred tax asset 50, 000
Ref undabl e i ncone taxes 2,264,516
Total current assets 20, 963, 333
Property, plant and equi pnent, net 21,577, 386
I dl e equi pnent 2,071, 800
I nt angi bl es, net of accunul at ed
anortization, (2001, $331, 806;
2000, $236, 017) 985, 585
QO her assets 1,599, 422
MSA Escrow funds 28, 444, 280
Deposits on property and equi pnent 3,697,214
$ 79, 339, 020 $
LI ABI LI TI ES AND STOCKHOLDERS' EQUI TY
2001
Current liabilities:
Not es payabl e $ -- $
Current maturities of |ong-term debt 775,210
Current maturities of capital |ease
obl i gations 3, 029, 567
Accounts payabl e, trade 11, 898, 944
Feder al excise taxes payabl e 1,841, 637
Accrued expenses 1, 888, 789
I ncone taxes payabl e --
Total current liabilities 19, 434, 147
Deferred tax liability 1, 105, 000
Long-term debt, less current maturities 22,969, 780
Capital |ease obligations, |ess current
maturities 6, 847, 823
Def erred gains on sal e | easebacks 457, 867
Total liabilities 50, 814, 617
Conmi t ments and conti ngenci es --
St ockhol ders' equity:
Conmon st ock/ A/ 5,974
Preferred stock/ B/ --
Addi tional paid-in capital 14, 665, 456
Ret ai ned ear ni ngs 17, 252, 973
Not es receivable, officers (3, 400, 000)
Total stockhol ders' equity 28, 524, 403
$ 79, 339, 020 $

16, 746, 599
5,472,503
5, 945, 157

443, 565
320, 000

28,927, 824

27, 400, 960

709, 969
125, 381
11, 605, 155
697, 947

15, 950, 000
111,176

3,180, 976
6, 481, 351
2,593, 396
1, 702, 000

30, 018, 899

900, 000
13, 272, 332

597, 414

13, 250, 166
14, 228, 425
(2. 800, 000)

69, 467, 236

/A ($.0001 par value in 2001, $.01 par value in 2000, 100,000,000 shares
aut hori zed, 59,741, 460 shares issued and outstanding in 2001 and 2000.)

/Bl (Class A convertible, $. 01 par val
i ssued and outstanding; Series B, conve
aut hori zed,

See notes to consolidated financial

ue, 4,000 shares authorized,
rtible; $. 01 par value 15,000

no shares issued and outstandi ng)

statenents.

F2

no shares

shares



STAR SCI ENTI FI C,

Net sal es
Less:
Cost of goods sold
Exci se taxes on products

Gross profit
Qperating expenses
Mar keting and distribution
CGeneral and administrative
Research and devel opnent
Total operating expenses
Qperating income
Ot her incone (expense):
Interest incone
I nterest expense

Loss on di sposal of assets
O her

I nconre before inconme taxes
I ncone tax expense

Net i ncome
Basi c i nconme per conmon share

Diluted incone per share

Wei ght ed average shares outstanding -

Wi ght ed average shares outstanding -

See notes to consolidated financial

basi c

diluted

I NC. AND SUBSI DI ARY
CONSOLI DATED STATEMENTS OF OPERATI ONS
YEARS ENDED DECEMBER 31, 2001, 2000, AND 1999

$ 174,783,423

F3

79, 548, 480
58, 822, 304

11, 684, 344
16, 078, 671
4,085, 804

1,134, 791
(597, 143)
(161, 044)

68, 124

5, 008, 548
1, 984, 000

3,024, 548
.05
. 05
59, 741, 600
60, 392, 426

$ 223,051, 180

93, 951, 534
83, 591, 686

12,973,670
13, 183, 842
1,702, 310

1, 236, 628
(1,828, 247)

17, 056, 519
7,016, 000

$ 10,040,519
.17

.17

59, 008, 127

60, 645, 061

st at enent s.

$ 99, 324,789

31, 878, 879
33,821, 112

6, 253, 265
9, 899, 165
535, 782

227, 648
(85, 604)

17,078, 630
5, 564, 000

$ 11,514, 630
.32

.23

36, 207, 390

50, 301, 998



STAR SCI ENTI FI C,

I NC. AND SUBSI DI ARY

CONSOLI DATED STATEMENT OF STOCKHOLDERS EQUITY

Bal ances, January 1, 1999

Conversion of preferred stock to
conmon

Anortization of unearned stock -
based conpensation

Mandat ory redeenmabl e preferred
stock converted to common

| ssuance of stock

Stock issued for services

| ssuance of common stock to
charitabl e organi zati ons

St ock- based conpensation

Warrants exerci sed

St ock issuance costs associated with
war r ant s

Advances to officer

Net incone

Bal ances, Decenber 31, 1999

Bal ances, January 1, 1999

Conversion of preferred stock to
conmon

Anortization of unearned stock -
based conpensation

Mandat ory redeemabl e preferred
stock converted to conmon

| ssuance of stock

Stock issued for services

| ssuance of common stock to
charitabl e organizations

St ock- based conpensation

Warrants exerci sed

St ock issuance costs associated with
war r ant s

Advances to officer

Net incone

Bal ances, Decenber 31, 1999

Preferred Stock

YEAR ENDED DECEMBER 31, 1999

—————————————————— Ret ai ned
Series B Common St ock Addi ti onal Ear ni ngs
——————————————————————————————————————— Pai d- 1 n (Accumul at ed
Shar es Anpunt Shar es Anpunt Capi t al Deficit)
14,084 % 143 9,819,740 $ 98,198 $ 6,668,392 ($ 7,326,724)
(14, 084) (143) 46,217,500 462, 175 (462, 032)
20, 000 200 43, 800
2,000, 000 20, 000 1, 980, 000
39, 000 390 97, 405
130, 000 1, 300 767, 342
536, 278
522, 960 5,229 1, 040, 691
(40, 000)
11,514, 630
-- $ -- 58,749,200 $587,492  $10, 631, 876 $ 4,187,906
Unear ned Not es
Conpen- Recei vabl e,
sation Oficers Tot al
($ 79,167) $ -- ($ 639,158)
79, 167 79, 167
44,000
(2,000, 000) --
97,795
768, 642
536, 278
1, 045, 920
(40, 000)
(1, 087, 806) (1, 087, 806)
11, 514, 630
$ -- ($ 3,087, 806) $ 12, 319, 468

See notes to consolidated financial statenents.
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CONSOLI DATED STATEMENT OF STOCKHOLDERS
YEAR ENDED DECEMBER 31, 2000

Bal ances, Decenber 31,
carried forward

Col | ection of note receivable

St ock- based conpensati on

Opti ons exerci sed

Warrants exercised

Net income

1999,

Bal ances, Decenber 31, 2000

STAR SCI ENTI FI C,

Preferred Stock

Series B Conmon St ock
Shar es Anmount Shar es Amount
$  -- 58,749,200  $587, 492
.. -- 24, 820 248
967, 440 9,674
$ -- 59, 741, 460 $597, 414

Addi ti onal
Pai d-In
Capi tal

$10, 631, 876
648, 692

44, 392
1, 925, 206

$13, 250, 166

I NC. AND SUBSI DI ARY
EQUI TY

Ret ai ned
Ear ni ngs

$ 4,187,906

10, 040, 519

$14, 228, 425

Not es
Recei vabl e,
O ficers

($3, 087, 806)
287, 806

($2, 800, 000)

$12, 319, 468
287, 806
648, 692

44, 640
1,934, 880
10, 040, 519

$25, 276, 005

notes to consolidated financi al
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Bal ances, January 1, 2000,
carried forward

Change in par val ue

Capi tal contribution

Advances to officers

St ock- based conpensati on

Net income

Bal ances, Decenber 31, 2001

STAR SCI ENTI FI C, I NC. AND SUBS

DI ARY

CONSOLI DATED STATEMENT OF STOCKHOLDERS EQUITY
YEAR ENDED DECEMBER 31, 2001

Preferred Stock

Series B Common St ock Addi ti onal
------------------------------------ Pai d- I n
Shar es Armount Shar es Amount Capi tal

$ -- 59, 741, 460 $ 597,414 $13, 250, 166
(591, 440) 591, 440

-- 292, 800

531, 050

$ -- 59, 741, 460 $ 5,974 $14, 665, 456

Not es
Ret ai ned Recei vabl e,
Ear ni ngs Oficers

$14,228,425  ($2, 800, 000)

(600, 000)
3,024, 548

$17, 252,973 ($3, 400, 000)

$28, 524,

See notes to consolidated financial

F6
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STAR SCI ENTI FI C,

I NC. AND SUBSI DI ARY
CONSOLI DATED STATEMENTS COF CASH FLOWS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

2001
Qperating activities:
Net income $ 3,024,548
Adj ustments to reconcile net incone
to net cash flows fromoperating activities
Depreci ati on 2,913, 388
Armortization of intangibles and other
non- cash charges 206, 813
Def erred i ncome taxes 475, 000
St ock- based compensati on expense 531, 050
Mar ket i ng expense funded from capita
contribution 292, 800
Repaynent of debt funded through royalty
revenue (1, 500, 000)
I ncrease (decrease) in cash resulting
from changes in:
Accounts receivable, trade 2,284,091
I nventories (6, 058,923)
Prepai d expenses and ot her current
assets 71, 850
Deposits on operating | eases (1, 268, 559)
Changes in other assets (139, 942)
Not e recei vable, officer charged to
conpensati on --
Accounts payabl e 8,717,968
Federal excise taxes payable (4,639, 714)
Accrued expenses (519, 611)
I ncone taxes payabl e and refundabl e
t axes (3,966, 515)
Cust ormer deposit --
Net cash flows fromoperating activities 424, 244
Investing activities
Col | ections of notes receivable --
Pur chases of property, plant and equi pnent (955, 091)
Proceeds from di sposal of property and
equi prent 1, 852, 300
Acqui sition of intangible assets (321, 385)
Deposits on property and equi pnent (2,999, 266)
Advances to officers (600, 000)
Net cash flows frominvesting activities (3,023, 442)
(Cont i nued)

F7

10, 040, 519

2,211, 143

58, 251
2,966, 000
578, 892

(1,872, 538)
(2,374, 548)

(104, 775)

287, 806

(311, 669)
5, 004, 827
1, 150, 875

(4, 496, 000)

(18,572, 964)

5,102
(332, 927)
(527, 065)

$ 11, 514, 630

745, 205

38, 546
(2, 386, 000)
1,481, 882

(2,034, 237)
(2,934, 153)

(168, 786)

976, 097
599, 649
796, 406

6,198, 000
6, 000, 000

17,213
(10, 014, 665)

(240, 681)
(193, 700)
(1,087, 806)



STAR SCI ENTI FI C,
CONSCLI DATED STATEMENTS OF CASH FLOAS ( CONTI NUED)

I NC. AND SUBSI DI ARY

YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Fi nancing activities

Proceeds fromcapital |eases (sal e/l easebacks)

Proceeds from notes payabl e

Payments on | ong-term debt

Proceeds fromissuance of comon stock
Stock offering costs paid

Payments on capital |ease obligations

Net cash flows fromfinancing activities

Deposits to MSA Escrow fund

Change in cash and cash equival ents

Cash and cash equival ents, beginning of year

Cash and cash equival ents, end of year

Suppl emrent al di scl osure of cash flow
i nformation:
Cash paid during the year for
I nterest

I ncone taxes

Suppl enent al schedul e of non-cash investing
and financing activities
Purchase of fixed assets financed by
| ong-term debt

Conversi on of redeemabl e preferred stock

to equity

Not es payabl e reduced by proceeds from
equi pment sal e

Warrants issued in connection with
patent costs

Cust omer deposit converted to short-term

not e payabl e

2001 2000 1999
$ 10, 842, 731 .- ..
- 15, 978, 000 7,172, 000

(4,175, 743) (521, 943) (382, 967)
-- 1, 979, 520 1, 045, 920

.- - (40, 000)

(890, 652) - o
5,776, 336 17, 435, 577 7,794, 953
(16,839, 125) (11, 605, 155) --
(13, 661, 987) (458, 649) 17, 102, 553
16, 746, 599 17, 205, 248 102, 695

$ 3,084,612 $ 16,746,599  $ 17,205, 248
$ 605443 $ 1,581,348 $ 123,119
$ 3,052,516 $ 8,502,000 $ 1,752,000
$ - % 97,772 % --
$ - % -- $ 44,000
$ - % -- $ 255,000
$ - % 69,800 $ --
$ -~ $ 6,000,000 $ --

See notes to consolidated financial
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Summary of significant accounting policies:
Nat ure of busi ness:

Star Scientific, Inc. and its subsidiary, Star Tobacco, Inc. (collectively
referred to as the "Conpany" or "Star") has been engaged since 1990 in the
manuf acture and sal e of tobacco products. Star is al so engaged in

ext ensi ve research and devel opnent activities relating to (1) the

devel opnment of proprietary scientific technology for the curing of tobacco
so as to prevent or retard the formation of certain toxic carcinogens
present in tobacco and tobacco snoke, nanely, the tobacco specific
nitrosam nes, for which patents have been issued, (2) the sales, marketing
and devel opnent of |ess toxic and potentially |ess harnful tobacco
products whi ch have been cured pursuant to |licensed patented technol ogy,
(3) the manufacture and sal e of discount cigarettes, with activated
charcoal filters and fornulated with | ow nitrosani ne tobacco, (4) the

sal es, marketing and devel opnent of very |ow nitrosani ne snokel ess tobacco
products and (5) in the future, the research and conti nued devel oprment of
t obacco- smoki ng cessati on products.

Princi pl es of consolidation:

The acconpanyi ng consolidated financial statenents include the accounts of
Star Scientific, Inc. and its wholly-owned subsidiary, Star Tobacco, Inc.
Al'l interconpany accounts and transacti ons have been elim nated.

Li quidity and nmanagenent's pl ans:

As discussed in Note 4, during 2001 the Company entered into a Restated
Mast er Agreement with Brown & WIlianson Tobacco Corporation ("B&W)
whereby the Conpany will thereafter generate zero or slightly negative
gross margins on its tobacco | eaf sales to B&Wthrough 2003. The agreenent
does contain provisions for the Conpany to earn royalties from B&W but
all such royalties shall be applied to reduce the Conpany's obligation to
B&W for the foreseeable future. Additionally, as further discussed in Note
14, the Conpany nmkes significant escrow deposits associated with its
cigarette sales in the 46 states that are participants in the Master
Settlement Agreenent and required by certain state statutes. As such
operating cash flows fromboth tobacco and cigarette sal es were
significantly reduced in 2001, and that trend is expected to continue in
2002.

The Conpany plans to continue its introduction of its three new snokel ess
tobacco products in 2002 (Stonewall (TM noist and dry snuffs and AR VA(TM
conpressed powdered tobacco), which are expected to produce revenues and
gross profits and which are not subject to the escrow requirenents of the
Mast er Settl enent Agreenent. However, the | aunch of these product on a
national basis will require significant capital for narketing and

pronoti ons.
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Sunmary of significant accounting policies (continued):
Li quidity and managenent's plans (continued):

In contenpl ation of these conditions, managenent plans to augment worKking
capital generated fromoperations with cash proceeds from sal e/l easeback
transactions invol ving the Conpany's tobacco curing barns and ot her
refinancing transactions. During 2001, approximately $10, 800, 000 was
generated fromsinilar transactions. In the event that these additiona
financing proceeds are insufficient or other cash requirenents arise, the
Conpany nmay draw on its line of credit with a currently available limt of
$7, 500, 000 and, further, nmay be required to reduce operating expenses. The
degree to which these neasures nmay be required, if at all, is uncertain
and i s dependent upon nunerous factors, including the results of the
Conpany's marketing and sales activities, the Master Settlenent Agreenent
escrow obligations the Conpany will be required to fund in 2002, and,
ultimately, the success of the Conpany's new products initiative.

Adverti sing Costs:

Advertising costs are expensed as incurred and are included in marketing
and distribution expenses. For the years ended Decenber 31, 2001, 2000 and
1999, advertising costs were $329, 000, $197,000, and $36, 000,

respectively.

Use of esti mates:

The preparation of financial statenents in conformity with accounting
principles generally accepted in the United States of Anerica requires
managenment to make estimates and assunptions that affect the reported
anounts of assets and liabilities and di sclosure of contingent assets and
liabilities at the date of the financial statenents and the reported
anmounts of income and expenses during the reporting period. Actual results
could differ fromthose estinates

Cash equi val ents:

For purposes of the statenments of cash flows, the Conpany classifies al
highly liquid investnents with an original maturity of three nonths or

| ess as cash equival ents.

MBA Escrow fund

Cash deposits restricted pursuant to the Master Settl enent Agreenent (Note
14) are reflected as a non-current asset in the acconpanying bal ance

sheets. Al interest earned on this account is unrestricted and reflected
in current earnings.
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Sunmary of significant accounting policies (continued):
I nventori es:

Inventories are valued at the | ower of cost or market. Cost is determ ned
on the first-in, first-out (FIFO nmethod

Property, plant and equi pnent:

Property, plant and equi prrent are recorded at cost. Depreciation is
determ ned using the straight-line nethod over the estimted useful lives
of three to seven years for office equipnent and nmachi nery and equi pnent
and thirty-nine years for buildings and i nprovenents. Depreciation for
barns is determned using the units of production nethod over the
estimated useful life of ten years. Anortization of assets under capita

| eases are over the |lease termor estimated useful life, as appropriate
using the units of production nethod.

I nt angi bl es:

I ntangi bl es consist primarily of licensing costs, patents and trademarks
and packagi ng design costs. Intangi bles are anortized using the
straight-line nethod over a period of 15 years for trademarks, 17 years
for patents and |icensing costs and 5 years for packagi ng design costs.

I ncone taxes:

Deferred income tax assets and liabilities are computed annually for

di fferences between the financial statement and federal inconme tax bases
of assets and liabilities that will result in taxable or deductible
anounts in the future, based on enacted tax |laws and rates applicable to
the periods in which the differences are expected to affect taxable

i ncone. Valuation allowances are established when necessary to reduce
deferred tax assets to the anmpbunt expected to be realized.

Enpl oyee stock-based conpensation

The Conpany has adopted the accounting provisions of Statenment of

Fi nanci al Accounting Standards No. 123 - Accounting for Stock-Based
Conpensation ("FAS 123"), which requires the use of the fair-val ue based
met hod to determ ne conpensation for all arrangements under which

enpl oyees and others receive shares of stock or equity instrunents
(warrants and options).
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Sunmary of significant accounting policies (continued):
I mpai rment of |ong-1lived assets:

The Conpany reviews the carrying value of its long-lived assets whenever
events or changes in circunstances indicate that the historica
cost-carrying value of an asset may no | onger be appropriate. The Conpany
assesses recoverability of the carrying value of the asset by estimting
the future net cash flows expected to result fromthe asset, including
eventual disposition. If the estimated future net cash flows are | ess than
the carrying value of the asset, an inpairnent loss is recorded equal to
the difference between the asset's carrying value and its fair val ue.

Segnent reporting:

The Conpany has operations in two business segnents and, as a result, has
adopted Statenment of Financial Accounting Standards No. 131 - Disclosures
about Segnents of an Enterprise and Related Information ("FAS131"). FAS
131 establishes standards for reporting informati on about operating
segnments in annual financial statenments. Qperating segments are defined as
conponents of an enterprise about which separate financial information is
avail abl e and is evaluated on a regular basis by the chief operating
deci si on naker or decision nmaking group, in deciding howto allocate
resources to an individual segnent and in assessing performance of the
segnent. The Conpany has identified these segnents based on the nature of
busi ness conducted by each. The identifiable segments are 1) the

manuf acture and sal e of discount cigarettes and snokel ess tobacco products
to whol esalers, and 2) the sale of tobacco cured utilizing the Conpany's
proprietary technol ogy and royalties thereon. This second segnment al so

i ncludes costs incurred in the research and devel opnent of nethods of
manuf acturing less toxic and potentially | ess harnful tobacco products.

Ef fect of recent accounting pronouncenents:

In June 2001, the Financial Accounting Standards Board issued SFAS No.
142, "Goodwi || and Other Intangible Assets". SFAS No. 142 requires, anong
ot her things, that conpanies no |onger anortize goodw ||, but instead test
goodwi | I for inpairnent at |east annually. In addition, SFAS No. 142
requires that the Conpany identify reporting units for the purposes of
assessing potential future inpairments of goodwill, reassess the usefu
lives of other existing recognized intangible assets, and cease
anortization of intangible assets with an indefinite useful life. An

i ntangi bl e asset with an indefinite useful life should be tested for

i mpairment in accordance with the guidance in SFAS No. 142. SFAS No. 142
is required to be applied in fiscal years beginning after Decenber 15,
2001. SFAS No. 142 requires the Conpany to conplete a transitiona

goodwi | | inpairnment test six nonths fromthe date of adoption. The Conpany
is also required to reassess the useful lives of the other intangible
assets within the first interimquarter after adoption of SFAS No. 142.
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Sunmary of significant accounting policies (continued):
Ef fect of recent accounting pronouncements (continued):

The Conpany adopted SFAS No. 142 effective January 1, 2002; however, the
adoption of SFAS No. 142 is not expected to affect the classification or
useful lives of its intangible assets nor the amounts of anortization
expense or inpairnment |osses, if any, to be recognized under the new

st andar ds.

I n August 2001, the FASB issued SFAS No. 144, "Accounting for the

I mpai rment or Disposal of Long-Lived Assets". SFAS No. 144 repl aces SFAS
No. 121, "Accounting for the Inpairnment of Long-Lived Assets and for

Long- Lived Assets to be Disposed of". SFAS No. 144 retains the fundanental
provi sions of SFAS 121 for the recognition and neasurenent of the

i mpai rment of long-lived assets to be held and used and the measurenent of
long-lived assets to be disposed of by sale. Under SFAS No. 144,

Il ong-lived assets are neasured at the |ower of carrying amount or fair

val ue less cost to sell. The Conpany adopted this standard effective
January 1, 2002. The Conpany does not believe adoption of this new
standard will have a significant inpact on its financial position, results
of operations or cash flows.

Net incone per common share:

Basi ¢ i ncone per common share is conputed using the wei ghted-average
number of common shares out st andi ng.

Di | uted earnings per share is conputed assuni ng conversion of al
potentially dilutive stock options and warrants. Potential comon shares
out standi ng are excluded fromthe computation if their effect is
antidilutive.

Revenue Recogniti on:

Revenue is recogni zed when tobacco products are delivered to custoners and
title passes. The Conpany al so records appropriate provisions for
uncol l ectible accounts and credit for returns. In connection with its | eaf
segnment, the Conpany currently sells | ow TSNA StarCured(TM tobacco to
Brown & W Iiamson Tobacco Corporation at a price approxi mately equi val ent
to its purchase price. The Conpany is the primary obligor to the farners,
from whom t he tobacco is purchased, and has general inventory risk. Due to
these factors, and others, the Conpany records tobacco | eaf sales and the
rel ated cost of sales at gross anounts. Royalty revenues are recogni zed
when ear ned.

Shi ppi ng costs:
Shi ppi ng costs are included in marketing and distribution expenses and

aggregat ed approxi mately $1, 650, 000, $2, 700,000 and $2, 000, 000 in 2001,
2000 and 1999, respectively.
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSQOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999
2. I nventories:

Inventories consist of the foll ow ng:

2001 2000
Tobacco | eaf $ 7,575,307 $2, 331, 981
Raw material s 853, 418 326, 492
Packagi ng material s 1, 148, 564 1, 046, 988
Fi ni shed goods 2,426,789 2,239,696

$12, 004,078  $5, 945, 157

3. Property, plant and equi pnent:

Property, plant and equi pnent consists of the follow ng:

2001 2000

Land $ 172,572 $ 172,572
Bui | di ngs 345, 134 340, 139
Leasehol d i nprovenents 1, 182, 960 567, 991
Tobacco curing barns 19, 899, 247 25, 312, 445
Machi nery and equi prment 4,057,011 4,047,923
O fice and sal es equi prent 1, 260, 621 1, 136, 203

26,917, 545 31,577, 273
Less accurnul ated depreci ation (5, 340, 159) (4,176, 313)

$ 21,577, 386 $ 27, 400, 960

During 2001, the Company entered into several sale-|easeback transactions
(see Note 6). Tobacco curing barns noted above include both owned and
| eased barns as foll ows:

2001
Tobacco curing barns owned $ 9,219, 342
Tobacco curing barns under capital |ease
obl i gations 10, 679, 905
$19, 899, 247

Anmorti zati on associated with these | eased barns was $759, 008 in 2001 and
is included in depreciation and anortization in the acconpanyi ng 2001
statenent of operations.

I dl e equi pnent consists of "burley" tobacco curing barns currently not in
use. The Company expects to continue its research regarding burley tobacco
during the 2002 growi ng season. Based on the results of the research, the
Conpany will nake a determ nation of the further use of these barns. The
Conpany could retrofit these barns to allow for the curing of flue-cured
tobacco at mnimal costs.
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NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Long-term supply agreenent/maj or custoner infornation:

Duri ng Cctober 1999, the Conpany entered into an agreenent (the "Master
Agreenment") with Brown & WIIliamson Tobacco Corporation, ("B&W), the
third | argest tobacco conpany in the U S., and the largest affiliate of
British American Tobacco, PLC, the second | argest tobacco conpany in the
wor |l d. Under the agreement, B&W agreed to purchase quantities of the
Conpany's | ow nitrosam ne tobacco | eaf (StarCured(TM tobacco) and

eval uate the potential for that tobacco in the marketplace. Additionally,
B&W agreed to finance the purchase/construction of tobacco curing barns to
assi st the Conpany in its production of |ow nitrosam ne tobacco products
to be marketed by the Conpany, B&Wand others in the industry (see Note 5
regardi ng financing provided). Tobacco | eaf sales to B&W were

approxi matel y $34, 500, 000, $45, 500, 000 and $9, 300, 000 in 2001, 2000 and
1999, respectively.

In April 2001, the Company and B&Wentered into a Restated Mster
Agreenment and rel ated agreenents. Key provisions of the agreenents, which
restate and supercede the prior agreement, are as follows:

B&W t ook over all aspects of the sales of Advance(R), the
branded | ownitrosam ne cigarette that was jointly devel oped
by the Conpany and B&W in return for the paynent of a royalty
to Star on each carton of Advance(R) sold by B&W Effective
Sept enber 2002, Star nmay produce and sell its own brand of

| ow- TSNA cigarette but is prohibited fromparticipating in the
devel opment or manufacture of |ow nitrosamne cigarettes with
any US Tobacco conpany, other than B&W for a period of three
years.

B&W agreed to purchase 15,000,000 pounds per year of

St ar Cured(TM Tobacco from Star in 2001, 2002, and 2003 at an
agreed-upon price with the right to purchase additiona
tobacco in future years.

I nterest-bearing | oans of $4, 500,000 previously granted by B&W

to Star were converted to non-interest bearing indebtedness

and the maturity date of all |oans (including previously
granted non-interest bearing | oans) was extended to January

2005 (see Note 5). Intervening repaynents of such indebtedness

are to be effected through the tobacco purchase royalties

not ed above. Wen the debt has been reduced to | ess than

$10, 000, 000, certain liens on the assets securing the |oans

wi |l be rel eased. Because these |l oans are to be repaid through

future revenues, interest is not inputed.

F15



4.

STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Long-term supply agreenent/ maj or custoner information (continued):

The foll owi ng restated agreenments are incorporated:

Hard Tobacco Agreenent. This agreenent outlines test marketing
and a purchase right granted to B&W associated with Star's
compressed powdered tobacco cigalette(TM pieces which are
designed to dissolve completely in the mouth without | eaving
any residue. Under the agreenment, B&Wwoul d pay Star a royalty
of $0.50 for each pack sold during the test market and
ten-year exclusivity period, reduced by 50% subsequent to that
period. Provided satisfactory test marketing is achi eved, the
termof the agreenment is ten years, automatically renewabl e
for seven successive ten-year periods.

O her Low TSNA Tobacco Royalty Agreenent. |In recognition of
patents to which the Conpany is the exclusive |licensee, B&W
agrees to pay royalties on | ow nitrosam ne tobacco other than
StarCured(TM tobacco purchased by B&Win the amount of

$1, 500, 000 in 2001 and 2002. Should any patent litigation
(currently Star is suing RJ. Reynolds for infringenent of its
| ow- TSNA patent) result in a final judgment requiring royalty
paynents by one or nore of the Big 3 tobacco manufacturers, or
if Star enters into a licensing agreenent with one of the Big
3 tobacco manufacturers, B&Wwill then pay Star a royalty on
ot her | ow TSNA t obacco and StarCured(TM tobacco at a rate
equal to one-half of that royalty rate. The 2001 and 2002
royalties will be used to reduce the indebtedness to B&W To
the extent additional royalties are earned, they will be paid
first in debt reduction and then in cash.

Amendnment to Restated Loan Agreenent. In addition to

provi sions noted above, forgiveness of any |oan bal ances due
B&W woul d be granted upon satisfactory conpletion of the hard
tobacco market test, 50% of the then outstanding i ndebt edness,
and forgiveness of the renainder of the indebtedness upon the
i ntroduction of the hard tobacco cigalett(TM by B&Winto
retail outlets in at |east 15 states.

F16



STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

4. Long-term supply agreenent/ maj or custoner information (continued):

Tradermark |icense and Royalty Agreenent. A |icense subject to
a license fee of an initial $0.40 per carton is granted to
Star in connection with B&W s sal e and manuf acture of | ow TSNA
Cgarettes (specifically, Advance(R)). A royalty-free
exclusive right and license is also granted to B&W for the use
of StarCure(TM Inside or StarCured(TM Mark for B&W branded
tobacco products. Royalties are to be of fset against the |oans
payable to B&Wuntil such tine as the debt is repaid and then
will be paid in cash

In connection with the sal e-| easebacks di scussed in Note 6,
B&W agreed to release collateral associated with assets

subj ect to those sal e-| easebacks, provided 4/14's of the
proceeds of the sal e-1easebacks were remitted to B&Wand used
to reduce outstandi ng debt.

5. Not es payabl e and | ong-term debt:
Not es payabl e:

The Conpany has a $7,500, 000 revolving |line of credit agreement.

Borrowi ngs under the Iine of credit are limted to 80% of eligible
accounts receivable, as defined, and bear interest at a rate linked to the
prinme rate. The agreenment places restrictions on new debt and the
Conpany's ability to further pledge its assets and stipulates a m ninmm

fi xed charge coverage ratio, as defined. Borrow ngs under the |ine of
credit are secured by substantially all assets of Star Tobacco, Inc. not
ot herwi se pl edged. There were no outstandi ng borrow ngs at Decenber 31,
2001 or 2000.

Not es payabl e at Decenber 31, 2000 consisted of advances aggregating

$15, 950, 000 pursuant to two credit agreenments with B&W the mmjor donestic
tobacco conpany discussed in Notes 1 and 4. Al borrow ngs were
collateralized by tobacco curing barns, tobacco |eaf inventory, and
intellectual property which were renegotiated to provide for extended
maturities as noted above. The wei ghted average interest rate of
short-term borrow ngs outstandi ng at Decenber 31, 2000 was 3.26%
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5. Not es payabl e and | ong-term debt (continued):

Long-term debt consists of the follow ng:

Not e payabl e due B&W
collateralized by tobacco
curing barns, tobacco |eaf
inventory, and intellectua
property; non-interest bearing
until 2005 payable via
royal ti es earned and possible
debt forgiveness, as defined
(See Note 4) through January
2005, thereafter payable in 60
monthly installments with
interest at prime plus 1% (a) $23, 744, 990 13, 200, 000

QG her, repaid in 2001 -- 183, 508

23,744,990 13, 383, 508
Less current nmaturities 775,210 111,176

$22,969, 780  $13, 272, 332

The future maturities of long-termdebt wi thout regard to potential royalty or
forgi veness reductions, are as follows:

Year endi ng Decenber 31

2002 $ 775,210
2003 --
2004 --
2005 4,593, 956
2006 4,593, 956
Thereafter 13, 781, 868
$23, 744, 990

(a) I ncl udes previously accrued and i nputed interest at Decenber 31,

2001 of $270, 733.
6. Lease obligations:
Sal e/ | easeback transactions:

Duri ng 2001, the Conpany entered into several sale-|easeback arrangenent
transactions in which the Conpany retained substantially all use of the
property sold. As such, gains and | osses associated with those
transacti ons, which aggregated approxi mately $495, 000 and $68, 000,
respectively, have been deferred and are being anortized in proportion to
the anortization of the | eased assets. Net anortization of these gains and
| osses approxi mated $35,000 in 2001.
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6. Lease obligations (continued):
The tobacco curing barns subject to the capital |eases are discussed in
Note 3. The agreenents provide for total nonthly paynents of approxi mately
$313, 000 expiring through 2005 and are coll ateralized by the tobacco
curing barns.
Future m ni mum | ease paynments under capital |eases are as follows:

Year endi ng Decenber 31,

2002 $ 3, 760, 595

2003 3, 760, 595

2004 3, 099, 642

2005 656, 334

I mput ed interest (1,399, 776)
$ 9,877,390

Qperating | eases:

The Conpany | eases manufacturing machi nery and equi pnent under a

non- cancel abl e operating | ease agreenent for approxi mately $55, 000 per
mont h. The agreenent, which provided for a $1, 268,559 security deposit
(included in other assets in the acconpanyi ng 2001 bal ance sheet), is for
a five-year term

The Conpany al so | eases its office and warehouse facilities and various
vehi cl es and m nor operating equi pnent under non-cancel abl e operating
| eases expiring in various years through 2010.

The followi ng represents the future mninmumrental paynments required under
operating | eases that have initial or remaining non-cancel able terns in
excess of one year as of Decenber 31, 2001

Year endi ng Decenber 31,

2002 $2, 092, 327
2003 1,881, 028
2004 1, 658, 265
2005 1, 658, 265
2006 999, 039
Thereafter 674, 210
$8, 963, 134

Rent expense for all operating | eases was approxi mately $2, 096, 000,
$1, 553,000 and $153, 000, for the years ended Decenber 31, 2001, 2000 and
1999, respectively.
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7. St ockhol ders' equity:
Preferred stock:
G ass A

The Conpany has authorized 4,000 shares of $.01 par value Cass A
Converti bl e Redeemabl e preferred stock. Each share of the Preferred Stock
is convertible into 80 shares of commobn stock of the Conpany at the option
of the holder and has voting rights equal to the nunber of common shares

i ssuable if converted. The Preferred Stock has the right to share in

di vi dends decl ared on the Conpany's conmon stock and has certain
I'iquidation preferences. No Class A preferred shares are outstanding.

Series B:

The Conpany has aut horized 15,000 shares of $.01 par value Series B
Preferred Stock. The stock was convertible into commbn stock at the

hol ders' option prior to Decenber 31, 2002 at 3,280 shares of comon for
each share of Series B Preferred. Holders of Series B Preferred Stock were
entitled to 500 votes for each share held. During 1999, holders of all of
the 14,084 shares of Series B Preferred Stock converted their shares to
common. No Series B preferred shares are outstanding.

Comon st ock

During 2001, the Conpany reduced the par value of its authorized comon
stock from $.01 per share to $.0001 per share.

Comon stock warrants:

Conmon stock warrants issued, redeened and outstanding during the years
ended Decenber 31, 2000 and 2001 are as foll ows:

Wei ght ed
Aver age
Exerci se
Price Per
Nurnber Shar e
| ssued during 1998 pursuant to private placenents
of stock and outstandi ng January 1, 2000 976, 880 $ 2.00
Exer ci sed during 2000 (976, 880) ($ 2.00)
Qut st andi ng and exerci sabl e at
Decenber 31, 2000 and 2001 -- $ --
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St ockhol ders' equity (continued):
St ock option plans:

The Conpany has adopted a 1998 Stock Option Plan and a 2000 Equity
Incentive Plan (the "Plans") which provide for grants of options to those
of ficers, key employees, directors and consul tants whose substanti al
contributions are essential to the continued growh and success of the
Conpany. The Pl ans provide for grants of both qualified and non-qualified
stock options to purchase up to 8,000,000 shares at a purchase price equa
to the fair market value on the date of grant in the case of qualified
options granted to enpl oyees.
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Stock option plans (continued):

Conmon stock options and warrants issued

I NC. AND SUBSI DI ARY
NOTES TO CONSCLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

equity (continued):

the years ended Decenber 31, 2001, 2000 and 1999 are as foll ows:

Qut st andi ng January 1,

1999

Options issued during 1999

CQut st andi ng January 1, 2000

Options issued during 2000

Warrants issued during 2000 to patent counse

Options exercised during 2000

Options forfeited during 2000

Qut st andi ng Decenber 31, 2000

Options forfeited during 2001

Options issued during 2001

Options and warrants outstandi ng at

Decenber

*535, 526 options were issued outside of the Plans

31, 2001*

3, 258, 406
1, 200, 000
210, 526
(15, 000)
(33, 406)

4,620, 526
(300, 000)

5,039, 762

redeemed and out st andi ng during

Wi ght ed
Aver age
Exerci se
Price Per
Shar e

The followi ng table summarizes information for options and warrants outstanding

and exercisabl e at

Range of
Prices

$1. 00- 2. 00
2.01-3.00
3.01-4.00
4.01-5.00

$1.00-5.00

Decenber 31, 2001

Options and Warrants CQutstandi ng

Wi ghted Avg.
Exerci se Price

Nunber

2, 835, 000
994, 762
1, 085, 000
125, 000

5, 039, 762

Wi ghted Avg.
Rermai ning Life

.92 yrs.
.04 yrs.
.92 yrs.
.13 yrs.
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Wi ght ed
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2, 360, 000 $1.77
894, 762 2.43
766, 805 3.91
125, 000 4,18
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Avg.
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7. St ockhol ders' equity (continued):
St ock option plans (continued):

Wi ghted average grant date fair values are as foll ows:

Number of Exer ci se Grant date
Opt i ons Price fair val ue
2001
Exercise price
Equal s mar ket 99, 000 $ 1.92 $ 24
Exceeds mar ket 585, 236 $ 2.24 $ .30
Less than market 35, 000 $ 3.02 $ .51
2000
Exerci se price equal s market 1, 410, 526 $ 2.17 $ . 66
1999
Exerci se price equals market 3,210, 000 $ 4.10 $ .25
In addition to stock options granted in 1999, the Conpany granted a stock
purchase right to acquire 2,000,000 shares of comobn stock at $1.00 per
share. This stock purchase right was accounted for as an option (see Note
14 - Enpl oynment Agreenent) and had a grant-date fair value of $48, 400.
The fair value of options and the stock purchase right granted in 1999
were estimated on the date of grant using the Bl ack-Schol es option pricing
nmodel with the follow ng weighted average assunpti ons:
2001 2000 1999
Expected life of options 2.53 years 2.25 years 1.25 years
Risk free interest rate 4. 14% 6.24% 5. 03%
Expected volatility 50% 50% 39%
Expect ed dividend yield 0% 0% 0%
Total stock-based conpensation (stock, stock options and warrants) cost
recogni zed is as foll ows:
2001 2000 1999
Enpl oyee $282, 648 $ 258, 166 $ 265,618
Non- enpl oyee consultants and
directors 248, 402 320, 726 447,622
Charitable institutions -- -- 768, 642
Pat ent costs (capitalized) -- 69, 800 --
$531, 050 $ 648,692 $1, 481, 882
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8. Ear ni ngs per share

The followi ng table sets forth the conputation of basic and diluted
earni ngs per share for the years ended Decenber 31
2001 2000 1999

Net income $ 3,024,548 $10, 040, 519 $11, 514, 630
Denomi nat or for basic earnings per

shar e- wei ght ed average shares 59, 741, 600 59, 008, 127 36, 207, 390
Ef fect of dilutive securities:

Preferred stock -- -- 11, 536, 747

Warrants outstandi ng (a) -- -- 729, 621

St ock options outstanding (a) 650, 826 1, 636, 934 1, 828, 240
Denomi nator for diluted earnings

per share-wei ghted average

shares adjusted for dilutive

securities 60, 392, 426 60, 645, 061 50, 301, 998
Earnings per common share - basic $ .05 $ .17 $ .32
Ear ni ngs per common share - diluted $ .05 $ .17 $ .23

(a) Securities outstandi ng that were excluded fromthe conputation
because they woul d have been anti-dilutive are as foll ows:

St ock options 4,724,410
Warrants .-

9. I nconme taxes:

3, 023, 066

1, 430, 166
247, 259

Net deferred tax assets and liabilities consist of the foll ow ng:

2001
Deferred tax assets:
Net operating | oss carryforwards (subject
to annual limitation) $ 330,000
Expenses not currently deductible 50, 000
Q her 45, 000
425, 000
Deferred tax liabilities:
Differing bases in property, plant and
equi pment for tax and financial reporting
pur poses (1, 480, 000)
Tax inmputed interest --
(1, 480, 000)

($1, 055, 000)

$ 380,000
400, 000
20, 000

(1, 280, 000)
(100, 000)

($ 580, 000)
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I ncome taxes (continued):

Net deferred tax assets are reflected in the acconpanyi ng bal ance sheets
as foll ows:

2001 2000
Current asset $ 50,000 $320, 000
Non-current liability $1, 105, 000 $900, 000
I ncome tax expense consists of the follow ng:
2001 2000 1999
Current:
Feder al $1, 309, 000 $3, 420, 000 $ 6,598, 500
State 200, 000 630, 000 1, 351, 500
1, 509, 000 4, 050, 000 7, 950, 000
Def erred 475, 000 2,966, 000 (1,061, 000)
I ncrease (decrease) in valuation
al | onance (a) -- -- (1, 325, 000)

$1, 984, 000 $7, 016, 000 $ 5,564, 000

(a) During 1999, the Conpany reevaluated the deferred tax asset valuation
al  owance based on the Conpany's current operations and determned that it
was nore likely than not that these deferred tax assets woul d be
recoverabl e and, as such, decreased the previously recorded val uation

al | owance.

The provision for incone tax expense varies fromthat which would be
expect ed based upon applying the statutory federal rate to pre-tax
accounting income as foll ows:

2001 2000 1999

Statutory federal rate 34% 34% 34%
Non- deducti bl e conmpensati on

for stock options and grants 3 2 4
State tax provision, net of federa

benefit 4 5 3
Non- deducti bl e of ficer

conpensati on -- -- 4
Change in deferred tax

asset val uation all owance -- -- (12)

41% 41% 33%
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9. I ncome taxes (continued):

I NC. AND SUBSI DI ARY
NOTES TO CONSCLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

At Decenber 31, 2001 the Conmpany had a net operating |oss carryforward of
approxi mat el y $880, 000, which expires from 2003 through 2009. As a result

of previous changes in the Conpany's ownership,

carryforward utilization is limted to $116, 320 annual ly.

10. Rel ated party transactions:

the net operating | oss

The Conpany has entered into certain transactions with conpani es and

trusts that are owned by nenbers of managenent and stockhol ders.
following is a sumary of the significant
the years ended Decenber 31, 2001, 2000 and 1999

Busi ness travel -
Legal fees (c)

aircraft expense

Advances to officer outstanding (a) (d)

Col | ection of advance funded through
conpensati on expense
Not e receivable, officer (d)
(See Note 14-Enpl oynent
Agr eement )
Not es receivable, officers (d) (f)
Interest receivable on stock note
recei vabl e officers (b)
Interest income on officer
and advances
Consul ting fees paid
to organi zation controlled
by an officer/director (e)
Tobacco purchases from
conmi ssi ons paid to organi zation
controlled by an officer/director
for processing tobacco
Tobacco sales to an organi zation
controlled by an officer/director
Consulting fees paid to directors

not es

(a) Unsecured note receivable due fromofficer
1999 note collected in 2000 via conpensation reduction;

Decenber 31, 2002

2001
$ 258,992
$1, 099, 559
$ 800, 000
$2, 000, 000
$ 600,000
$ 119,419
$ 185,030
$ 96,000
$ --
$ -
$ 25,000

2000
$ 191,680
$1, 946, 159
$ 800, 000
$ 287,806
$2, 000, 000
$ --
$ 285,303
$ 190,914
$ 96,000
$1, 688, 896
$ 709,478
$ 142,000

The

related party transactions for

1999
$ 290, 020
$ 940, 000
$1, 087, 806
$ --
$2, 000, 000
$ --
$ 94,889
$ 94,889
$ --
$ 627,577
$ 578,683
$ --

bearing interest at 5.66%
2000 note matures

(b) Included in prepaid expenses and other current assets in the acconpanying

bal ance sheets.

(c) The Conpany paid | ega
respect to various |ega
until March 31, 2001 senior

t he Company.

(d) Presented as a reduction in stockhol ders

bal ance sheets.
(e) Consulting fees paid to Chayet
consul ting
(f) Due August

2005, interest at

fees to Pau
matters.
counsel
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Rel ated party transactions (continued):

Effective January 1, 1998, Star entered into a |license agreement with
Regent Court Technol ogi es, LLC, of which the Conpany's founder and Chi ef
Executive O ficer, and the beneficiary of the O Donnell Trust, which is
the Conmpany's | argest stockhol der, are the owners. Pursuant to this

i cense agreenent, Star has the exclusive world-w de rights to produce and
sel |l tobacco products with | ow TSNA (tobacco specific nitrosam nes)
tobacco. In connection with this agreement, Star is obligated to pay
royalties equal to 2% of all product sales (less certain costs incurred by
the Conmpany) and 6% of any royalty income earned from sublicensing (less
certain costs incurred by the Conpany). Since the costs incurred by the
Conpany were in excess of the royalty obligations there were no royalties
due under this agreenment for 2001, 2000 or 1999

Enpl oyee benefit plan:

The Conpany is the sponsor of a defined contribution retirenment plan under
Section 401(k) of the Internal Revenue Code. The plan covers all enployees
who neet certain eligibility and participation requirenents. Participants
may contribute up to 15% of their annual conpensation. The Conpany may
make an annual discretionary contribution. The Conpany made contri butions
of approximately $192, 000, $79,000 and $44,000 in 2001, 2000 and 1999
respectively.

Segnent reporting:

The Conpany's reportable segnents are strategi c business units that offer

different products and have separate managenent teans. Commencing in 2000

these segnents are 1) the manufacture and sal e of discount cigarettes and

snokel ess tobacco products and 2) the sale of tobacco cured using licensed
technol ogy. Financial information by business segnent is as follows:

Di scount
Cigarettes
and Snokel ess
Leaf Tobacco
Tobacco Product s

Sal es

Cost of sales

Exci se taxes

Gross profit (loss)
Depr eci ati on

Research and devel opnent

Property and equi pnent

Capi tal expenditures

Total assets

$ 35,979, 030

37,078, 541

($ 1,099, 511)

$138, 804, 393

42,469, 939
58, 822, 304

$ 37,512, 150

$ 79, 548, 480
58, 822, 304

$ 36,412,639

2,433, 269
3, 800, 959

20, 257, 444

861, 792

33, 596, 298
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284, 845

1,319,942

93, 299

45,742,722
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12. Segnent

Sal es

Cost of sales
Exci se t axes

G oss profit

Depreci ation

Research and devel opnent

Property and equi pnent

Capital expenditures
Total assets
13. Fair val ue of financi al

Fair val ue of financi al

The estimated fair value of cash and cash equival ents,
| ong-term debt and trade payabl es approxi nate the

MSA Escrow funds,

reporting (continued):

Leaf
Tobacco

$46, 224, 079

42,092, 907

1,771, 633
1,702, 310

25, 654, 681

18, 357, 023

27,671, 956

nstruments,

nstruments:

Di scount
Cigarettes
and Snpkel ess
Tobacco
Pr oduct s

$176, 827, 101

51, 858, 627
83, 591, 686

1, 746, 279

313, 713

41, 795, 280

concentrations and credit

$ 93,951,534
83, 591, 686

risk:

trade receivabl es,

carrying amount due to their short-termnature or variable interest

component .
avai | abl e mar ket
However ,

consi der abl e judgnent
mar ket data to devel op estimates of fair val ue.

Accordingly,

The estimated fair-value anounts have been deterni ned using

i nformati on and appropriate val uati on nmet hodol ogi es.

is necessarily required in interpreting

the estimates

presented herein are not necessarily indicative of the ambunts that the
Conpany would realize in a current market exchange
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Fair value of financial instrunents, concentrations and credit risk
(continued):

Fair value of financial instruments (continued):

The estimated fair value of notes payable at Decenmber 31, 2001, is
sunmari zed as foll ows:

2001
Carrying Esti mat ed
Anmount Fair Val ue
payabl e $23, 744, 990 $18, 500, 000

D fferences between fair value and carrying amount are primarily due to

instruments that provide fixed interest or zero interest rates or contain
fixed interest rate elenments. Inherently, such instrunents are subject to
fluctuations in fair value due to subsequent novenents in interest rates.

Concentrati ons:

Star had tobacco | eaf sales to a major donestic tobacco conpany (B&W

whi ch represented approxi mately 21% 21% and 9% of net |eaf sales in 2001,
2000 and 1999, respectively in the |leaf segnent. Star had purchases from
this same conpany which represented 54% 32% and 21% of cost of sales in
2001, 2000 and 1999, respectively. The Conpany al so borrowed $15, 950, 000
and $7,172,000 in 2000 and 1999, respectively, fromthis sane conpany to
finance property, plant and equi pnent acquisitions (see Notes 4 and 5).

Credit risk

Fi nanci al instruments which potentially subject the Conpany to
concentrations of credit risk consist principally of cash and cash
equi val ents and accounts receivabl e.

The Conpany nmaintains its cash and cash equival ents bal ances in three
financial institutions. Each of the balances in the domestic banks are
i nsured by the Federal Deposit Insurance Corporation up to $100, 000.

Trade accounts receivable result fromsales of tobacco products to its
various custoners throughout the United States. Credit is extended to
custonmers after an evaluation for credit worthiness; however, the Conpany
does not require collateral or other security from custoners
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Conmi tments, contingencies, and other natters:
Obl i gations under naster settlenent agreenent:

In Novenber 1998, 46 states and several U.S. territories entered into a
settl enent agreement (the "Master Settlenent Agreement" or "MSA') to
resolve litigation that had been instituted agai nst the major tobacco
manuf acturers. The Company was not nanmed as a defendant in any of the
litigation matters and chose not to becone a participating manufacturer
under the terns of the Master Settlenment Agreenent. As a nonparticipating
manuf acturer, the Conpany is required to satisfy certain purported escrow
obligations under statutes which the Master Settl enment Agreenent required
participating states to pass, if they were to receive the full benefits of
the settlenment. The so-called "level playing field" statutes require
nonparticipating manufacturers to fund escrow accounts that could be used
to satisfy judgnments or settlements in |lawsuits that may at sonme future
date be filed by the participating states agai nst such nonparticipating
tobacco manufacturers. Under these statutes the Conpany is obligated to

pl ace an anpunt equal to $1.88 per carton for 1999, $2.09 in 2000, $2.72
for 2001 and 2002, $3.35 for 2003 through 2006 and $3.77 thereafter, in
escrow accounts for sales of cigarettes occurring in the prior year in
each such state after the effective date of each state specific statute.
An inflation adjustnent is also added to these deposits at the higher of
3% or the Consuner Price Index each year. Such escrowed funds will be
availabl e to satisfy tobacco-rel ated judgnents or settlenents, if any, in
some states. |If not used to satisfy judgnents or settlenents, the funds
will be returned to the Conpany 25 years after the applicable date of
deposit on a rolling basis. Al so, absent a challenge to the state specific
statutes or sone accommopdation as to the escrow anounts, the failure to

pl ace the required anpbunts in escrow could result in penalties to the
Conpany and potential restrictions onits ability to sell tobacco products
within particular states. Since all of the MSA states have passed the
so-called "level playing field" statutes, the Conpany expects that a
material portion of its cigarette sales will continue to be subject to
such purported escrow obligations.
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14.

STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Conmi trents, contingencies, and other matters (conti nued):
Obl i gations under naster settlenent agreenent (continued):

As of January 1, 2000, thirty-eight states and the District of Colunbia
had adopted so-call ed nodel "level playing field" statutes. As of January
1, 2001, all forty-six MSA states had adopted nodel "level playing field"
statutes. It is anticipated that after funding escrow accounts for 2001
sal es that the Conpany wi |l have deposited a total of approximately

$32, 000, 000 into escrow under protest. In addition to the escrow deposits
associated with the Conpany's direct custoner sales, the Conpany has,
under protest, been required to make additional escrow deposits related to
sal es of the Conpany's cigarettes subsequently nmade by the Conpany's
direct custoners in other states ("indirect sales") of approximtely

$3, 800,000 in 2001 and the first quarter of 2002. Based on its prior
experience, the Conpany expects that it nay continue to be subject to
addi tional escrow obligations related to indirect sales which occurred
from 1999 through 2001. However, the Conpany is not presently able to
estimate the anount of this obligation. Al funds placed in escrow
continue to be an asset of the Conpany, and the Conpany receives the
interest income generated by the escrow deposits.

In addition to the "level playing field" statutes, a nunber of states have
recently enacted statutes that require nonparticipating manufacturers to
certify that they are in full conpliance with the escrow requirenents of
the MSA as a condition to being permtted to sell cigarette products in
those states. Wile the Conpany has recently focused its sales in the four
states that were not part of the MSA, these statutes could inmpact on its
ability to sell cigarettes in the MSA states, notwithstanding its
substantial payments into escrow.
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Conmi trents, contingencies, and other matters (conti nued):
Obl i gations under naster settlenent agreenent (continued):

After alnost two years of negotiations with the National Association of
Attorneys Ceneral ("NAAG'), the Conpany concluded that the NAAG had little
interest in working with Star to cone to a reasonabl e sol uti on under which
the Conpany coul d become a participant in the MSA. Accordingly, on
Decenber 15, 2000, the Conpany filed a lawsuit in the United States
District Court for the Eastern District of Virginia requesting that the
court declare both the MSA and Virginia's Qualifying Statute
unconstitutional and, therefore, invalid. The Conpany's conpl ai nt

chal  enges the MSA on the grounds that it violates the Interstate Conpact
Cl ause and the Conmerce Cl ause of the Constitution of the United States.

It challenges the Qualifying Statute on the grounds that it violates the
Equal Protection, Due Process, Takings and Commerce Cl auses of the
Constitution. Neither Virginia Attorney General Kilgore nor any other
state attorney general has ever charged the Conpany with the tortuous and
unl awf ul conduct asserted against other cigarette manufacturers in

| awsuits by various states which led to the execution of the MSA. Despite
the absence of any clai magainst the Conpany, which is focused prinmarily
on producing less toxic and potentially |ess hazardous tobacco and tobacco
products, the MSA and the Qualifying Statute inpose a severe burden on its
research and devel opnent activities.

On March 12, 2001, the District Court heard oral argunment on the
Commonweal th's Motion to Disnmiss, after both sides exchanged briefs on al
the constitutional and related issues. On March 26, 2001, the District
Court dism ssed the Conpany's conplaint, but inits opinion, the District
Court did note the Star "nust now suffer as a result of the bad faith of
previ ous market entrants.” The District Court further noted that Star "has
never been accused of the fraudulent, collusive and intentionally

di shonest activities of the Big Four," "was not even in existence during
the bulk of the tinme that these activities were occurring," and has taken
"every step to provide conplete disclosure about the harnful nature of its
products.” The District Court also stated that the "financial burden on
Star and others like it may hanper efforts to devel op new tobacco
technol ogi es.” The Conpany pronptly appeal ed the District Court's ruling.

On January 22, 2002, the United States Court of Appeals for the Fourth
Circuit affirmed the decision of the District Court and | ater denied the
Conpany's request for rehearing. The Conpany plans to file a petition for
wit of certiorari with United States Supreme Court asking that Court to
review the case, given its continuing belief that the MSA and the Virginia
Qualifying Statute are constitutionally flawed
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Conmi trents, contingencies, and other matters (conti nued):
Obl i gations under naster settlenent agreenent (continued):

On June 12, 2001, Star filed a second | awsuit challenging the MSA and
Indiana's Qualifying Statute in the United States District Court for the
Southern District of Indiana, which suit raised clainms sinmlar to those in
the conplaint in the Cormonweal th of Virginia. The Indiana |lawsuit al so
rai sed the contention that Star is not subject to any escrow obligation in
I ndi ana because it has no substantial nexus to the state, and Star noved
for a prelimnary injunction on this issue. On August 20, 2001, the
District Court issued a ruling denying the notion for prelimnary

i njunction and di smi ssing the substantial nexus claim At the same tine,
the court deferred ruling on the renmainder of the clains pending further
devel opnment of the record and a ruling by the U S. Court of Appeals for
the Fourth Circuit in the Conpany's challenge to the MSA and the Virginia
Qual i fying Statute.

O her litigation:

On May 23, 2001, the Conpany filed a patent infringenment action, Star
Scientific, Inc. v. RJ. Reynolds Conpany, against R J. Reynolds Tobacco
Conpany in the United States District Court for the District of Mryland.
The action has been brought to enforce the Conpany's rights under a United
States Patent issued on March 20, 2001.

On Novenber 19, 2001, the Judge in the Maryland Case denied R J. Reynold's
Motion to Disnmiss and its Motion to Strike and granted Star Scientific's
Motion for Leave to File a Suppl emented Conpl aint. On Decenber 4, 2001,

R J. Reynolds filed its answer and counterclaim denying the principal

all egations in Star Scientific's conplaint, asserting various affirmative
def enses, and seeking a declaratory judgnent that the patent is invalid
and that R J. Reynolds has not infringed any claimof the patent.

Thi s case has now proceeded to the discovery phase. The di scovery deadline

i s Septenber 30, 2002. Dispositive notions, if any, are due on Decenber 1,
2002 and the trial date has yet to be set by the court.
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Conmi trents, contingencies, and other matters (conti nued):
O her litigation (continued):

In July 2001, an individual filed a |lawsuit against the Conpany in San

Di ego County Superior Court, pursuant to California Business and

Pr of essi onal Code Section 17200. Plaintiff alleges that the Conpany fail ed
to fully conply with California's Qualifying Statute, despite the fact
that the Conpany deposited approximately $882,000 into escrow for sales of
cigarettes in California in 2000. The Conpany noved to dismss the
conplaint on the basis that any determ nation as to deposits into escrow
rested with the Attorney General's office. To date, the Court has taken
this issue under review and has asked the Attorney General's office for
its position. In response to this inquiry, the Attorney Ceneral's office
indicated that it does not intend to intervene in the case and that if it
turns out that it has any dispute with the Conpany over its escrow
obligation it would raise this with the Conpany and give it a reasonabl e
opportunity to make any additional deposits required, before taking any
action against it. Based on the response fromthe Attorney General's

of fice the Conpany is noving to dismiss the action or stay the case.

Since the introduction of ARIVA(TM, two petitions have been filed with
the FDA seeking to have ARIVA(TM regul ated as a drug product and/or as a
food. Because ARIVA(TM is a snpkel ess tobacco product that is intended to
provi de tobacco satisfaction, the Conpany believes the FDA | acks any
authority to regulate ARIVA(TM based on the March 21, 2000 deci si on of
the Supreme Court which held that Congress has not given the FDA authority
to regul ate tobacco products as custonarily marketed. Star has advised the
FDA that it believes the petitions are without nmerit and its |egal team
will be filing responses in a tinely fashion.

Enmpl oyment Agreenent:

During April 1999, the Conpany entered into an enpl oynent agreement wth
Paul L. Perito, Esq. currently the Conpany's Chairman, President and Chief
Qperating Oficer (the "officer"), which expires June 15, 2002. In
addition to a $1, 000,000 base salary, the agreenent, as anended, provides
for annual performance bonuses as approved by the conpensati on comittee.
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Comm tments contingencies and other matters (continued):
Enpl oynment Agreenent (continued):

The agreenent al so granted the officer the right to purchase 2,000, 000
shares of the Conmpany's common stock at $1 per share, and the Conpany
agreed to finance the purchase with a | oan bearing interest at 7% (due
annual ly) and all principal due July 2005. The stock purchase occurred in
1999, and the related $2,000,000 note receivable is presented as a
reduction of stockholders' equity in the acconpanyi ng bal ance sheets.
Since the note is non-recourse with respect to accrued unpaid interest and
85% of the principal, this stock purchase right has been accounted for as
an option. The Conpany has recogni zed i nterest incone of approxi nately
$95, 000, $140,000 and $134, 000 during 2001, 2000 and 1999, respectively,
in connection with the note. In connection with the aforenmentioned
agreenment, the officer was also granted qualified stock options to
purchase 1, 000,000 shares of stock at $1.68 per share, the price of the
Conpany's conmmon stock on the date of grant. Such options vested

i medi at el y.

Upon ternmination by the Conpany of M. Perito's enploynment w thout Cause
or by M. Perito for Good Reason (as defined in the enpl oynment agreenent),
the Conpany will be obligated to pay to M. Perito all salary, benefits,
bonuses and ot her conpensation that woul d be due under the enpl oynent
agreenent through the end of the termof the enpl oynent agreenent. Upon
term nation of M. Perito's enploynent as a result of his death or
disability, the Conpany will be obligated to pay to M. Perito all salary,
benefits, bonuses and ot her conpensation that woul d be due under the

enpl oynent agreenent for a period of one year fromthe date of such

term nation. In connection with certain transactions that may result in a
change in voting control of the Conpany (each, a "Disposition
Transaction") or certain changes in the Conpany's seni or managenent, M.
Perito will be entitled to termnate the enpl oynent agreenent, to a
one-tine term nation paynment of $2,500,000 and to participate in the

Di sposition Transaction upon the sane ternms and conditions as certain
princi pal stockhol ders of the Conmpany. The Conpany also will be obligated
to reinburse M. Perito for any taxes which may becone due as a result of
the application of Section 280G of the Code to the paynent described in
the precedi ng sentence.
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Comm tments contingencies and other matters (continued):
Enpl oynment Agreenent (continued):

On Cctober 6, 2000, the Conpany entered into an enploynent agreement wth
Davi d Dean, as the Vice President of Sales and Marketing, which expired on
Decenber 31, 2001. In addition to a $250,000 base sal ary, the agreenent
provi ded for a conm ssion on the sale of cigarettes made by the Conpany up
to a maxi mum of $250, 000 per year during 2000 and 2001. The agreenent with
M. Dean also granted himthe right to purchase 350,000 shares of the
Conpany's common stock at $4.00 per share, of which 175,000 options vested
as of the date of the enploynment agreenent, and the renaining bal ance of
175, 000 options, vested in equal nonthly increnments over the twel ve-nonth
period foll owi ng execution of the enploynment agreenment. Upon term nation
by the Conpany of M. Dean's enploynment wi thout Cause or by M. Dean for
Good Reason (as defined in the enpl oynent agreenment), the agreenent

provi ded that the Conpany woul d be obligated to pay to M. Dean all salary
and conm ssions that woul d be due under the enpl oyment agreenent through
the end of the termof the enpl oynent agreement. Under the ternms of M.
Dean' s enpl oynent agreenent, term nation for Good Reason included, but was
not limted to, certain transactions resulting in a change in voting
control of the Conpany or a disposition of a majority of the Conpany's

i ncone producing assets. Furthernore, in the event M. Dean did not accept
the position of president and chief operating officer of ST in the event
of a sale of ST, M. Dean could term nate his enpl oynent for Good Reason
The Conpany is currently negotiating a new form of enpl oynent agreenent
with David Dean as the Vice President of Sales and Marketing.

On Septenmber 15, 2000, the Conpany entered into an enpl oynment agreenent
with Christopher G MIler, the Chief Financial Oficer, which was to
expire on Septenber 15, 2002, with certain renewal options. In addition to
a $120, 000 base sal ary, the agreenent provided for annual performance
bonuses as approved by the Conpensation Conm ttee. The agreenent with M.
MIller also granted himthe right to purchase 50,000 shares of the
Conpany's common stock at $4.00 per share, of which 25,000 shares vested
on Septenber 15, 2001 and 25, 000 shares vest on Septenber 15, 2002. As of
March 15, 2001, the Conpany entered into an Anmended and Restated

Enpl oynent Agreenent with M. MIler, which expires on March 15, 2003,
with certain renewal options. In addition to a base salary of $225, 000,
the agreement provides for performance bonuses as approved by the
Conpensation Conmittee. This anended and restated agreenent supercedes the
Sept enber 15, 2000 enpl oynent agreenent, except as to the option granted
to M. MIler under that agreement. The anmended and restated agreenent

al so grants himthe right to purchase 250,000 shares of the Company's
common stock at $1.844 per share, of which 100,000 options vest

i medi atel y, 100, 000 vest on March 15, 2002 and 50, 000 vest on Septenber
15, 2002. Upon term nation by the
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STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY
NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS
YEARS ENDED DECEMBER 31, 2001, 2000 AND 1999

Comm tments contingencies and other matters (continued):
Enpl oynment Agreenent (continued):

Conpany of M. MIller's enploynent w thout cause, the Conpany wll be
obligated to pay to M. MIler severance payments equal to six nonths
salary, paid on a nonthly basis. Furthernore, if there is a change of
control of the Conpany (as defined in the enpl oynent agreenent) and M.
MIller's agreenent does not continue in effect after such a change in
control, the Conmpany will, within 60 days of notifying M. MIler of such
termnation, pay to M. Mller (a) a |unp sum paynent equal to all salary
then due and payabl e and (b) severance paynents equal to six nonths salary
paid on a nmonthly basis.

On March 30, 2001, the Conpany entered into an enpl oynent agreement with
Robert E. Pokusa, the General Counsel, which is to expire on March 30,
2003. The agreenent provides for a base salary of $385,000 and for

di scretionary annual bonuses as approved by the Conpany's Chief Operating
Oficer and the Chief Executive Oficer. The agreement also grants M.
Pokusa the right to purchase 50,000 shares of the Conpany's conmon stock
at $1.4688 per share of which 25,000 shares vested on March 30, 2001 and
25,000 vest on March 30, 2002. Upon term nation by the Conpany of M.
Pokusa's Enpl oynent Agreenment w thout cause, the Conpany will be obligated
to pay severance paynents equal to six nonths salary, paid on a nonthly
basis. Furthernore, if there is a change in control of the Conpany (as
defined in the Enploynment Agreenent), and M. Pokusa's agreenent does not
continue in effect after such change of control, the Conpany will, within
60 days of notifying M. Pokusa of such term nation, pay M. Pokusa (a) a
| unp sum paynent equal to all salary then due and payable and (b)
severance paynments equal to six nonths salary, paid on a monthly basis.
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15. Quarterly results (unaudited):

The following is a sumary of unaudited results of operations for the
years ended Decenber 31, 2001 and 2000:

Mar ch
2001
Revenues 37,374, 606
Gross profit 9, 931, 307
Net income 2,418, 493
EPS - Basic .04
EPS - Diluted .04
Mar ch
2000
Revenues 46, 513, 142
Gross profit 9, 831, 419
Net i ncome 2, 005, 262
EPS - Basic .03
EPS - Diluted .03

Per share ampunts for each quarter are required to be conputed

43, 660, 976
11, 874, 811
2,698, 278

.05

.05

42,238, 508
10, 695, 034
1,726, 913
.03

.03

i ndependently and, therefore, may not equa

basi s.

F38

57,478, 381
9, 502, 554
511, 291
.01

.01

Sept enber

75, 600, 259
15, 550, 340
4,687, 223
.08
.08

36, 269, 460
5,103, 967
(2, 603, 514)
(.04)
(. 04)

58, 699, 271
9, 431, 167
1,621, 121

.03
.03

amounts conmputed on an annua



STAR SCI ENTI FI C, I NC. AND SUBSI DI ARY

SCHEDULE OF VALUATI ON AND QUALI FYI NG ACCOUNTS
DECEMBER 31, 2001 AND 2000

Bal ance at
begi nni ng of
peri od

Bal ance at
end of
peri od

2001

Accurul at ed Depreci ation of
Property Pl ant and Equi pnent

Accurul at ed Anortization of
Pat ents and Tradenar ks

2000

Accurul at ed Depreci ation of
Property Plant and Equi prent

Accumul ated Anortization of
Pat ents and Tradenar ks

$4, 176, 313

$ 236,017

$1, 988, 658

$ 205,216

Colum C Col um D
(1) (2)
Charged to Charged to
costs and ot her accounts, Deduct i ons
expenses descri be describe *
2,913, 388 1, 749, 542*
95, 789
2,211,143 23, 488*
30, 801

* - Accunul ated depreciation on disposals
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$5, 340, 159

$ 331,806

$4, 176, 313

$ 236,017



	10-K405 -- FORM 10-K405

