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(letter te be seat in French) Draft no. 9

Dear Professor Lauzon:

I am writing concerning your recently released sccio-czonomic impact study
on the Canadian tcbacco industry. As the industry lcader, Imasco's Imnpesial
Tobaceo featured prominently in the study, and a ceatral conclusion was shat
Canadian icbacce companics, Imperial Tebacco incluced, are poor carporate
citizens. Cthers ia the industry may have their own reacticns. My purpose is
1o go on reeord and disagree strangly with your assessments of Imperial
Tobaceo ang Imasce.

The Canagian tozacco industry is not monolithic. It is well known in the
tusiness world that [masco’s structure, corperate strategy, and profiie are
fundamez:ally different from other participants in the Canadian tobacco
industrv. This peint was not made clear in the study anc, with the greaicst
respect. { niso cuestion some of your other findings and the assumpticns on
which they are based. In more detail, my comments arc as {cliows:

he Canndian tobacco industrv is concentrated but stifl highlv competitive

As the siudy points out, the Canadian tobacco indusirny is concentrated, with
thres mzjer panticipants. However, it is wrong to cenciude that the indusiry is
not eomperitive. Secause consumption has been declining for many years. the
most promising source of valume growth is market share gains. The stakes
arc large anc the comperition is intense. To suggest :Sat the Caradian
tobacse induairy is 2 canel is provacative and totally snwarraatzd.

If the level of comperition is not obvicus to the pubiic at large, govermment
may be partly to blame. Key strategics adopted to discourage iobaccao use
kave tended to be anti-competitive in nature. For example, trademark
advertising of Canadian tobacco products was banned in 1989, and encrmous
rax increases in the iate 80s and early 90s virually climinated price as a
compentive tool. Currently, the federal govermment is considering mandatory
clain packaging which would remeve ancther marketing tool that sempanics
use to compete amangst themscives.
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The consisient strategy of Imperial Tobacco has beexn to focus on increasing
.3 share <f the domestic market. As the share data and the financial results
ziied in the study cicarly demonstrate, this strategy has been successfully
cxecuted. and the company has profited accordingly.

B.A.T [rzustries, p.l.c. owns approximately 40.5% of Imasco's common shares.
The balzncz is widely held. for the most part by Canadians and Canadian
~ sgitutions. The uliinarce responsibility for the management of Imasce lies

»izn its Scard of Dirsctors which is entircly made up of Caradian and
American sitizens. No current Board member is connecied to B.ALT, and
3.A.T hzs not had a represencative on the Imasco Board for mare than forty
voars. [masco’s independence has been evaluated and confirmed oy twa
separate {z2sral government agencics, Investment Canada and the
Superintendeat of Financial Insiitutions.

nperig) Tobacco did limit its exports in ort of pove ent efforts to

Feom Aprii 1952 untii March 1993, Imperial Tobacco voluntariy limited its
sxpons in suzport of government initiatives to control tobacso smuggling.
Surprisingly. there is no mention of this in the study but it can casily be
z:monstrai=2d with information found in Imasco's annual recon. Expored
rettes an2 cigareue sguivalents by Imperial Tobacco were 2.8 billior. uvnits
~ i 1992 comzarcd with 4.0 billion units in 1991, a decrease of 30% Over the
same peric. the forensic accounting finm Linquist Avey MacDonald
Z:skerville. found that the contraband market continued o grow at ¢ rarid

|2

Tz limils on exports had a significant negative impac: on Imperial Tobaczo’s
2. 2auss, market share. and profits. Unlortunately, there was no
corresponding decline in the contraband activities. The contraband tobacco
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market respeads frecly to the law of supply and demand. The demand for
rezsonably priced tobacco products was substantial, and other sources of
supply (not necessarily Canadian) were tapped by smugglers to fill the void
reated by Imperial’s brands being unavailable. In other words, Imperial's
rastraint, wiile costly to the company, had no effecz on the growth of the
centraband marke!. After providing this assessment to government
authenties, in late March of 1993, Imperial Tubacco began responding to
ac:ual demand on the export market.

C=e hypothesis of your study is that Canadian tobacco companies
inzentionally created the conttaband market by making massive exports. This
s dezicted as a tactical move in the industry's efforts to achieve an overall
1cCacso tax reduction in Canada. The suggestion, therefore. is that exper:
scmehow created domestic demand. Smuggicrs undersiood that it was very
Rizh tobacco taxes in Canada that ¢reated the demand. It was high axcs that
.ed millions of smokars 10 seck more reasonably pricca cigarettes. If
Cznadian products were nct availabie, the contraband marke: drew frem other
scurces. Truis is exactly what happened in the eariy 1950s when high cigareste
2xes causes an enormous smuggling problem. At that time. the contraband
products were vinually all American brands.

Al ot this exgciains why tne feders| government suspende< its 1992 cxpor tax
after only cight wezks. It was not, as has often bean stated a case of the
sovemnmen: saving in 1o the "powerful tobacee lobby™. Rather, it was 3
Zeoision based on commeon sense and basic eccnomics. The sxport tax served
12 elimina:e but one source of supply, it bad no impact on demand. The
expon tax couid never have besn 2xpected to close down the contraband
market and vet it cleariv put the Canadian tobacze industry and thousancs of
labs at risk.

Your study includes estimated dividends paid from Imperial Tobacca's
samings w0 foreign invesion. No such dividends arc paid. Investors receive
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dividends from Imasco, and informaticn on the actual amounts paid is
provided ir. the annual repont. For the seven year period, the total dividends
paid by I=2s80 1o foreign investors (rom consolidated eammings (all sources)
was $426.€ miilion as opposcd to the $433.4 million atiributed solely to
Imperial Tcvaceo in the study. More significant was the $589.3 million that
Imasco pail cut te Caralian investors in the same period. These funds are
either use< 0 purchase goods and services or reinvested.  This is an enormous
benefit to :5¢ Caradian econemy and it was not even mentioned in the study.

The study is also critical of the level of tobacco indusiry reinvestment which it
shows as $236.0 miilion from 1687 to 1993, or 17.3% of estimated industry net
profits. If msinvestiment:s in tobacco assels have beer rtlatively modest, this
should surzrise no one. The tobacco industry in Canada is mature, and it is
subjecs to relicies through which governments hope o accelerate its rate of
decline. Taare is centainiy no call for increased capacity. In so far as Imperial
Tobacco and imascs are concernes, continuing tocacso investments have been
subsiaciiai ($176.5 million in the period studied) and have generally Yeen to
improve ailicicncy and enhiance competitiveness. However, substantial
additional ‘inds are generated by Imperiai Tobacce. and Imasco is able 10
invest this money in other businesses. In fac:, tha: is the very rcason Imasce
was craatec: to grow by invesiing the strong cash flow of Imperial Tobacco.
Once agein. there are significan: benefits i¢ the cconcmy. In the period
covered by your study, elditions 1o Imasce's consolidated czpital assets were
neariy $2.5 Sillion.

lan The socio-econamic analysis

I am aot goziificd 1o commen: on the socio-economic analysis in any detail,
and I theswiore asked Montréal esonomist Jean-Pierre Vidal to do so. Mr.
Vidal has <one extensive work in this area and his conclusion is as follows:

La cenclusion majeure de M. Lauzon 3 savoir
que ia coliestivité son largement déficitaire de
cette activiic ¢zonomique qu'est la fibrication du
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tabas est nullement démontrée par son analyse.
Ea général, :a méthodologie appropriée est
ignurée. Les chiffres qui son: additionnés comme
des avantages pour {a société n'en sont pas
toujours et {es avantages les plus substantiels sont
absents. En outre, nous ne pouvons expliquer
pourquoi l'estimation des taxes est sous-estimée
de mcitié. Eafir, les coits de sant¢ sont estimcs
2 $9.7 miiliards alors que Santé et Bien-étre
sociai Canada donnc un chiffre de $2.9 miiliards.
Lz seule référence gui est offerie au {cetenr pour
ce chiffre de $9.7 milliards cs: une conversation
téléphenigue.

In summary, and after scraiching the surface only lightly, it becomes appareat
that significant pars of your stucy and several, if not ail, of its conclusions
cannot be supporied. In the circumstances, it is lamentable that the repor:
has been made public and rectived mezia attention. More lamentable still is
that the reputarions of Imperiai Tobacso and Imasco have been unjustly
warnished in the process.

Yours truly,

Enci.
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