BATCO

NO COPIES MAY BE MADE SECRET

A meeting of the Tobacco Strategy Group was held in Windsor House on
Wednesday 9th November 1994,

Present: Mr U G V Herter, Mr D P Allvey, Mr N G Brookes, Mr R D Brown,
Mr A M de Castro. Mr E E Ertedgui, Mr R Pilbeam (standing in for Mr B D
Bramliey), Mr T E Sandefur, Dr B Schweitzer, Miss H C Barton.

Mr N Davis was present for items 1 to 32. Mr S P Chalfen, Dr [ Kausch,
Mr C Procior and Mr G Read were present for items | to 17. Mr I Snowden and
Mr E Watt were present for items 18 to 29. Mr D C Potter and Mr N R Withington
were present for items 33 to 40

Scientific Research Group (SRG)

1. Mr C Procicr reporiez on the work of the SRG during 1994, The SRG is aware of
other axiernal research into smoking and heaith issues, such as that carried aut bv the
Tobaczo Courcil. and ensures that there is no duplication. If the SRG theught that a
projest sveu.d have a sigaificant :migact on smoking and health issues but :he SRG did
not have sufficient funding avaiiable in its budget, it would approaci BAT for
additicnz!l funding.  YWhiist the researchers are not obliged te pubiish ihzir resulis,
tvpicaily thev do pubiisi them and the results are in the public domain.

Group Technical Programme (GTP)

2. Dr Kzusch reportec cr the nwo main aspects of the GTP: R&D and the Warld-Wide
Best programmes: Quziitv and Manufacturing Centrol Technology.

wa

Flavour. B&W has achieved parity on king size and superiority in 100s. BATCF has
achieved parity on king size. Souza Cruz has achieved parity vs Marlboro-US with
Lucky Strike. Hollvwood tesis superior to local Marlboro in Brazil, but it is not
known how Lucky Strike tests against local Marlboro.

4, Parity has been achieved therefore in US, Germany and exports. However, there are
many other domestic markets where the local product is not at parity. BATCo is
about to embark on a programme to learn about WWB US blend FF in order to
idenufy the building blccks which can be used to develop products for other domestic
markets. Mr Herter asked BATCo to report to the TSG meeting in June 1995 on their
progress in adopting WWB US blends in BATCo markets.
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World-wide best Virginia full flavour (13-15mg): It was less easy to identify 2
suitable benchmark. The UK market was chosen and the brands used were B&H,
Dunhill, Marlboro, Camel, Mild Seven and du Maurier. The product was redesigned
from first principles. The four blends which were tested all outperformed the
benchmarks, but even the best of them was too high in harshness, impact and
aftertaste, and lacked sweetness and moisture. The best blend is now being adapted
for local leaf and local taste preferences in Malaysia.

World-wide best Virginia Lights (7-8mg): The benchmarks chosen feil into two
clusters. The more acceptable cluster was Silk Cut, B&H Special Mild and Mariboro
Lights. Camel Lights, Mild Seven Lights and du Maurier Mild had significanty lower
acceptability. A pure Virginia blend achieved parity at best. A modified Virginia
achieved superiority.

World-wide best US blend Lights: B&W has achieved directional preference over
Marlboro Ligh:s at 9mg. BATCF expects to achieve parity at 6mg in a CPT in
January. Souza Cruz has launched one product at 9mg which achieved aczeptability
by Free and L& M Lights smokers, but has not yet achieved superiority. Firei sesiing
will take place 2ariv in 1995,

Project Grasp Tes:s so far have achieved higher scores in aroma intensity and simiiar
scores in stremgih. giving a 9mg product that tests as weil as 2 conventicnai limg
product. Specific blends will now be tested.

BATCF is werking with Haunt on machinery development. [t is believed tha:
sufficient bemells Tor the consumer to outweigh the manufaciuring difficuitias, =it this

questen wiif T2 reviewed reguiariy.

(")
I
P (]
P

.2 ¢ 6 months. therefore 1t is premature. and risky, 10 127 ;
» wauld not e nossible to speed up the technical deveizpmant b

zriening mesnng wvas canceiled because the techinicai deve:czmant wiil

World-wide best Ultra Low Tar: A programme was set up in August. Bernzamarks
are zurrently T2ing discussed.
The GTP alsc zz-2rdinates know-how transter on product cost reduction programmes
and environmen:ai programmes. such as bio-degradable filters and bleach-fres papers.
One recent R&D secondment has been arranged and several more are planned. Two
GTP mestings hHave been planned for 1995, one on processing technology ard one on
product deveiccment.

It was agreed :har the co-ordination of R&D units was working well, with a focus on
deveiopment rziher than fundamental research, and close co-operation with Marketing,
Any other structure would be disruptive and risk losing key staff, for little benefit.
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14,  Mr Read demonstrated a filter box for enclosed spaces, which performed as well as the
best air filtration systems for a fraction of the price. If the cost can be reduced
sufficiently the boxes would be economic for airline manufacturers to install in airline
seats.

Key Issues Council

15,  Mr Chaifen reported that the Key Issues Council met for the first time in early

November. It identified eight issues for which a Group-wide shared coherent vision

would be developed within the next two months. Draft position statements and action

points will be recommended to the TSG in February 1995. Mr Herter asked the TSG
members to suppert their own staff in the development of this work, providing more
resource if necessary. :

Legnl & Regulatory Issues

16.  Mr Chalfen reported on the zime scale for the American Tobacco acquisition, The
court hearings starz on Sth December with a decision by the vear end, and a decision
on any appeal by ihe end of March 1995,

17.  Phase | of Projec: ReMark has concluded on schedule, giving user frienciyv oreration.
Phase 2. which actomates the registrations, has a target date of Easter 1525 The
process of impiementing pnase 2 will slow the operation of the svsizm. but the
response times wiii recover once phase 2 is implementad.

Leafl Review

18 Mr Srowden reccorad thar, Juring the recent pericd of over-suppiy and ziling zricss,
deaiars were in z difficuir oosition. farmers' margins were squeezed. tut cigarsite
manuracturers perafitad.

i¢ Steek levels nave now {alizn, but the mix has changed with a higher prosoricn of
more expensive, higher quaiity iobaccos and a lower proportion of traditionai tobaccos
ang "CIS" stocks. Prices for fiue-cured and burley are expected 1o rise by £ o 10% in
1995 but they couid be affecied by a major crop failure or by the ouicome of the
debat2 on GATT "Aricle 287

20.  The oriental surpius is still working its way through the system and price increases are
not expected uniii 1996,

21, In 1994, 68% of Group purchases are expected to come from BAT comganies. 8%
of the purchases from non-Group dealers are from Standard Commercial. Both these
percentages have increased from 1993 in line with the Group poiicy to buy frsily from
BAT and second!v {rom Standard Commercial.

22, With respect to buving tobacco, BAT has higher security of suppiv than its

competitors. Its prices are also "damped”. If more risk is shared with the farmers, we
will also have to share more of the upside when prices are high, which is accapted.
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Market information appears to suggest that Standard Commercial's $100m bond
placement is likely to fail. It is reported that $46m stock was sold to the major
manufacturers [ast week ahead of a major meeting with its European bankers. This
appears to have resulted in lines of credit being extended to 31st March 1995. It is
believed that the sale of the wool business is being negotiated.

BAT exports about 90m kg p.a. to third parties. Any failure of Standard Commercial
would cause problems for Brazil and Zimbabwe. In the short term, customers would
still have to come to Souza Cruz. In the longer term, Souza Cruz would lose the
business if it did not have an export structure, which gives time to develop this. The
same is true of all the businesses.

Loss of Standard Commercial business would result in Zimbabwe's processing cost
becoming uncompetitive. There are many options, such as developing direct sales,
expanding our business with other dealers, expanding the agent network. None of the
options resolves the problem by itself, and a combination must be used. The options
will be developed and presented to the TSG in February.

Purchasing

26.

Mr Waii reported :hzi the outlook for 1995 for the three core materials is for large
price increases anc iughtening supply availability. Estimated savings in 1994 are
$19.4m against an zmoitious S26m target. The co-operation in the Group is good and
still growing. ' '

By the 2nd of 16%% the great majority of wrapping materiais “Mvil 2e covered by the
giobai scurcing sitzi2gy and the suppiier appraisais wiil be comgiate,

SAT 5 Zeveleping long term relationships with the same aigh guaiiny suppliers as
10 be used v its competitors. all of whom are raticnaiising the number of

ters with wwiicm thev deal This is resulting in shortzgs of cataciiv at the best
iers znd spar2 12pacity at ihe second rate suppiiers.

The purcihasing preczramme for 1996 wiil be developed and presentzd at the TSG
meeting .n Septernzar 1995

Manufacturing Capacity and Machine Utilisation

30

3

Mr Davis presente< the Group-wide picture of machine utiiisation anc spare capacity.
Proposed new maciinery purchases are either renewals made for quaiity reasons or to
increase capacity as a result of source specific requirements. or import tariffs, or
specific size requiraments.

PP&D in BATCo now has a production database which is availabie to all Operating
Grours. and a machinery database is being set up.

Mr Ettedgui and Mr Surdeau will discuss a capital expenditure process with the
Finance Directors and make a proposal to Mr Herter.
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Project Stem

33.

34.

35.

36.

The total system profit is nzeded firstly for the end market managers to run the
business and secondly for the TSG to judge progress. Transitional systems are needed
for 1995. A steering commiiz22 will be set up to oversee the development of the long
term systems.

The underiying systems in :=2 Operating Groups have been diverging. There is an
opportunity as systems havs io be changed to make them converge. An impact
analysis will identify the oppcunities.

Macon is working at maximum capacity but frequent changes to export orders are
making production scheduling very difficult. It would be very helpful if orders were
either more definite or gave z more clearly defined delivery schedule,

Mr Herter will discuss a trazsitional arrangement for end market responsibility in
Turkey and Central Asia wit: -fr Johnsten and Mr Tomat.

Mr Withington expiained ihz: changes to the exisiing trade mark ownership were
uniikeiv., at present. mainir or tax reasons. BATMark will be a trade mark
management organisation, -~ =ch will provide a irade mark protection facility in
accordance with best internziinal practice, therebyv seeking to make legal ownership
irrelevant for conmmercial purzoses. BATMark wiil be a Group resource to maintain
trade mark registrations anZ Tanage trace marks more proactively, for example, by
integrating irade mark iss.¢: into brand sirategies, through agresd operating

procecures. and by leveraginz =2 sireng:h: of the tctacco trade mark poriiolio to best

eginning =i 1993

1994 Trading Resuits and Forecasi:

39.

The wrzcing crofit forecast is ¢ Znily ahezd of budger and last year. BATCc expects to
achieve forszast but with th2 we2akening of the US3 does not expect any significant
improvement -Frere=s signifzznt spend on Project Regal in the fourth quarter B&W
is conficent ¢

excludes the sale of Bahrenfz.: which is expected to take place in 1994, Souza Cruz
may slightly exceed its foreczs:  Imperial will achieve its trading profit forecast if not
its volume forecast. Overall. :: zas been a good year for Tobacco.

Minutes of meeting on 7th September

40.

It was agree< minute 3 shouic -2 deleted and replaced by:

"The producer costs as defin2z (i the Project Stem guidelines wiil be recovered on a
cost plus basis.”
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Matters Arising

41,

42.

South Korea: B&W has reduced its brand styles from 18 to 4: Kent, Finesse, Kool
and Sky Slim Lights. Line extensions are planned, for example, Kent | and Kool
Lights. B&W will make a small contribution from Korea for the first time this year.
By 1999, it expects to have 3% market share, which is 12% of the import segment and
to make S21m profit. This is an organic growth strategy. B&W will review and
evaluate other strategies and make a recommendation to the TSG Marketing meeting
in June 1995

Philip Morris changes in Spain: PM has taken control of all marketing in Spain but
has paid a high price in concessions on manufacturing. However, as sales grow they
will be able to import 80% of the increased volume from Holland. There may be a
window of opportunity for BAT to take control of its operations in Spain and exit
from the factory in the Canary Islands. BATCo will present a note to the CEC within
the next menth with options and recommendations.

Brand exchange with La Moderna: Group would like to regain the rights to
Belmont in Mexico. There are other less important items which could be regained,
such as the technology on Capri Siim and the rights to Raleigh in Czechiands. The
license :c La Moderna on JPS expired in June and could te renewed for another 5
vears. Mr Sandefur gave a paper with the proposals to Mr Herter.

Mr Piibeam will ask BATCo's trade mark lawyers to check the status of Plavers in
Mexico znd to brie? Mr Brown on the trade mark posiiion before he meets La
Moderna lztar this meniin

Viceroy packaging: The new groposal has largs shieids for ail the packs. Mr Herer
will check this with Mr Rambiszewski on Fridav. The new pack shouid be used ‘or
new mark2ts Sut the sack must not Se changed in exisiing markers, for example, Brazil

where thiz sugnt misk curren: voiwmes and any change musi fe tested 3

Progress Reports

46.

47.

43.

Competitors: _PM is exporning from Brazii to Belgium at very low prices, for
example. S3 42 tor Bend Streer Mr Castro will investigare how thev can make a
product so cheapiy and aiso wherher Souza Cruz can make a competitive product.

Mr Pilbeam will discuss the format of competitor reports to agencies with Mr
Rembiszewski.

New markets: A significant presence has now been achieved in Central and Eastern
Europe.  Assuming that the Uzbekistan deal is closed, the top priorities are now
Poland, Romania and former Yugoslavia. Beyond that, the opportunities may become
more marginal. In the near East and Africa, the priorities are Turkey and Lebanon, but
there are also opporunities in Egypt and Tanzania. In the Far East, there are
opportunities in Vietnam. Myanmar and the Philippines, and in Latin America, in
Paraguay and Cuba.
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49.  Eastern Europe: 1994 is proving a much more successful year for BAT in Eastern
Europe, particularly with the success of the new local brands,

50.  Canada: Mr Brown reported that the size of the Canadian market has increased in
1994 and the roll your own segment has declined, resulting in growth of domestic
tailor-made. Since this is the segment where Imperial is strongest, their share has
increased by 4 percentage points. RBH and RJR have lost volume but increased
profits.

S1. The government is monitoring smoking incidence among the young, and is researching
plain packaging, with results expected in February 1995. Plain packaging may be open
to legal challenge. but this would not apply to the size of the health warning.

52. US International Brands: Kent, Lucky Strike, Pall Mall and Hilton are -veil up on
last vear; Barclay and Kool are slightly up; Viceroy is slightly down. Ociober was
B&W's largest exporting month ever. The Lucky Sirike development is on schedule,
with 2 Marketing mesting to be held shortly. The Lucky Strike parent is csntinuing to
grow in West Geninany, and it is looking better in Indonesia. Pall Mall is cicse to 3%
in Ezst Germany, with the success of the 24 pack priced below DMS.

33, UK International Brands: UKIBs are ahead of last vear but below budge: SE333 is
doing weil in Chinz. but the success of the "birthdav” is vital. [t is doing :ess well in
Taiwan beczuse of the problem of counterfeit. The JPGL relaunch in South Africa is
not quite as goec zs scped because of :he problem of achieving districuiicn in the
black community

sS4, Hoilywood Hoil:mwoed export volumes are zood. but pretitabiiity has 5227 =it by the
apcraciation 37 tn2 Real Scuzz Cruz il a2 :
price can 52 increzsec ar the cost reducad 2 long
termm. In :m2 demastc marker. Hoibvvood volumes wers 28%% higher in ihz third
quarer thar he ¢ quarer. as I rasuit of the uptrading and n2 zrowih of
Hoii-wwood Zox anz Hoilvwood Lights

53 German Inrernational Brands® HB voiumes are up in both domesiic zn3 expont
markers. Sales of zim are disappointieg. mainiy due o ltaiv

H C Barton

22nd November 1994
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