BATCO

NO COPTES MAY BE MADE

Minutes of 2 meeting beld in Windsor House oa Thursday 12th August 1993 to discuss cost
reduction opportunities in the Tobacco business.

Preseat:  Mr U G V Herter, Mr D P Allvey, Mr B D Bramiey, Mr D Brown (par of the
meedng), Mr A Monteiro de Casuo, Mr E E Ettedgui, Mr E E Kohnoborst. Mr
C Schoeabachler. Dr B Schweitzer. Miss H C Barton

1. Mr Herter introduced the meeting by saying that be had called for the meeting as a
resuit of the price war in the US. which could develop imto a wider issue with
compedtors cutting prices to regain market share in similar situadons in other
countries. BAT can survive a price war oaly if we are the low cost provider. In
addition we have a commitunent to sharcholders to grow profits by cuting costs
whersver possible.

2. All members commested that thers are numercus case studies of price wars in
differ=at countries around the world from which we could learn. It was also agre=d
that we should be pro-acdve in identfying markers ar danger from price wars i order
to take proactive sweps if possible. Miss Barton will work with Mr Bingham o
procuce 1 paper for the TSG in December, setting out case histcries and lessces o te
learzed from them. and anaiysing potental areas of risk.

3. Mr Schoenbachler explained the background to the developmests in the US mark=
since "Mariboro Friday®. VFM market share bad accelerated from 20% ar the ozd of
1992 0 40% by May 1993, The acdons since thea have completely chazesd this
tread. which is pow flar at best. Marfboro has increased its marker share by 3 or 4
share poimts. Winstoa picked up slightly but in general the weaker bracds have sither
aot gaiped or have lost market share.
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4. In the period from late March to late May, Basic gained market share by being
heavily promoted and discounted with a wide margin for distributors.

5.  The brand which has gained most from the price cut is Mariboro, and Philip Morris
has gained 1.43% pet market share increase. The main brand losers wers private
label. Cambridge, Best Value, Merit and Virginia Slims. B&W, Ligges and
Lorrillard have all lost net market share.

6. There is now a two tier market with list prices of $10.79 and $8.09. By aonouncing
and then reversing a decision to reduce VFM prices by $1.15, Philip Mords have
demonstrated that they will take whatever actions are oecessary to defend their market
share. Thersfore it is expected that if the level of discounting, and the share of VFM,
increase, PM will react forcibly.
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Other price wars appear to happea where the differential between FR and VFM is too
wide, or where the rate of reurn is too high, or where a competitor wants to gain
market share. For example, duty fres is vulnerable because margins are very high.

Each market has its own perception of the acceptable margin which depends on the
absolute price level. the competitive eavironment, and whether the economy is in
recession.

Profit Qutiock for 1993

9.

10.

1L

12.

13.

14.

1s.

Mr Bramley reported thar the July forecast for BATCo would be available next week. -

The June forecast of £584m PBIT has downsides of about £20m (Asia Pacific North.
property sales, Spain), and some possible upsides.

Dr Schweitzer reported that the BATCF budget of DM 269.6m had beea reduced in
two sages. ln the first stage the fall in volumes resulted in DM 88m lower profits,
offset by DM 49.5m cost reductions. In the second stage, voiumes fell further to
reduce profits by an addidonal DM Slm offset by cost reductions of DM 35.7m.
Therefore the latest forecast is DM 185.5m. DM 38m of the cost reducdon is from
Markeding.

On top of this. there are downsides of DM &m from the forecast 2bn saies to Iran, an
addidonal DM 2.5m costs for operning up East Europe, DM 12m accounts recsivable
at risk in Iran. and the weakness of the Italiag lira. A smail offser is DM 2m reduced
depr=ciation on lower capital expencinure.

BATCF's marke: share is steady but e markes is down as a result of rolls and transit
(estmated at 15bn, 12% markes shars and growing). Geoerics ars 2ot growing as
consumers still prefer brands.

Dr Schweitzer reported the rumour=d possibility of the launch of a Camel refill pack
for a re-usable piastic box.~~ TS Would "have the adVantage of appealing to
eavironmenual concerns and allow a lower prics equivalem to that of West (which
would not be fully justfied by the lower costs). It would be difficuit for vending
machines (30% of the market) and food stores. but would work in tobacconists.

Mr Castro reported that the latest forecast for Souza Cnxz is expected to be $270m,
which is $2m lower than the last forecast but $2m higher than budget. The
improvements of $20m for prices of 34c vs. 82c, $12m from taxes not being raised,
$4m from a 2 month delay in the transition tax and $2m additional cost reductions,
are offset by lower domestic and export cigarette volumes and lower Leaf exports at
lower prices.

Mr Schoenbachier reported that the latest forecast for B&EW was likely to fail from
$369.5m to $367.4m (agamst $387m in 1992). The $520m year on year decline is
due to $274m from eliminating the trade load. $50m increase in Marketing, $25m
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16.

3.

increase in selling field, and approximately $170m from lower US domestic volumes

After declining by 25% in the second haif of 1992, Kool bas heid markes share, or
even slightly increased share in the first haif of 1993 as a result of its support. There
could be some upside in the domestic forecasts for Kool and GPC.

Cost Reduction Programmes

17.

18.

19.

20.

2L

Dr Schweitzer reported that the guideline to reurn to 1992 profit levels i.e. DM
228m. adjusted for DM 27m from B&H, was very challenging. 1992 was
exceptionaily good for exports and the Iran business and benefitted from DM 20m
Berlin preference. There is a risk of a price war in Germany as Reynolds and
Rothmans are both losing share.

New cost reduction programmes include:

¢+ ouwsourcing some of the jobs in the field force such as checking vending
machines. simpie wmechandising. This could also increase efficiency by
coocezrrating the field force oo selling. It should save DM [0m p.a. from 1995
onwards. In Gemmany, Proctor & Gamble are experimearing with outsourcing
the whole fieid force by selling it to a merchandiser and leasing it back on better
terms. These could be intersstng ideas for BATCo in Europe:

. cousicening closing Berlin and putting the producton into Beyreuth. This would
makes sease only if volume projections were below 55ba and degends om the
outcome of the European Manufacturing Location Strategy.

The possibility of moving the bead quarters from Hamburg to Beyreath was discussed
but feit W be a lower prority for comsideration as Béyreuth has poor transport
connections and would got be attracdve to top quality Marketing staff.

Mr Castro reported that the bead count in Souza Cruz has fallen from 18,297 in
December 1990 to 15,918 in December 1992 and is projected to fail to 13,881 by
December 1993. Thres plants bave been closed, Pirahy has been focused ou cigarette
paper, sales depots have been cenmalised and the bead count in Leaf and Fimance
deparunents has beea reduced. Mr Castro believes that it will be possible to reduce
the head count to beiow 10.000 in 2 to 3 years.

Future cost reduction opportunities include closing another plant and rationalising
bead quarters.
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22.

23.

24

25.

26.

27.
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Mr Kobnhorst reported on the progress made oa the review of research resources.
Cur R&D resource is not out of line with that of our competitors. There is good short
term co-ordination through the world-wide best programme which is Marketing

driven. There is aiso an integrated approach to technological developments.
However there are still areas which remain uncoordinated.

Mr Schoenbachler explained thar McKinseys are abowt to smrt the performance
diagnostic element of an organisaton sructure and cfficiency review. This will
cover:

¢  the gap between B&W's pc'xormancc that of competitors, and shareholder
expectations;

+  sales and markedng, for example. the efficiency and effectiveness of paying for
space in stores, sales force calls. HQ support:

+  operauons. including manufacturing producdvity, logistics and overheads:
+  corporaie HQ.

As well as a functionai review, cross functional oppormnities will be sought. The
diagpostic will use approximately 8 B&W and 8 McKinsey staff and will mke 3%
months and the implementadon 6 to 18 months. McKinsey estimate as a rcugh order
of magnitude. based con simiiar projects. that thers could be savings in excess of
$100m.

Mr Kobnhorst preseated Project Core which is looking for breakthrough product cost
reducdons. by challeaging convestional thinking while mainmining smokicg qualiry
and consumer acceptancs. [nidadves are expected to reducs costs cumulatively by
$200m over the next four years.

“Mr Brown expressed the opinion that the US Leaf impert-restrictions-are- conwary to

GATT anpd NAFTA. There is a possibiiity thar they wers included in the Budge:
paciage for political reasons and will not be applied.

Imperial Tobacco is forecasting to be CS14m bedow plan in 1993, and to come back
to plan in 1994, although with a wide range of uncertainty. The market is very close
to a price war over re-imports. The legislarive reaction to tax avoidance is difficult to
predi. Mr Bramley will investigate the possibility of manufacturing for the
Canadian market in Southampton.

Imperial Tobacco is down to (wo mamufacturing plants, ooe cfficient and ooe less
efficient as a resuit of its mix of production. Plams are being made to take advantage
of the likely attrition of 100 people p.a. The sumber of brands and brand packs is
being reviewed. Two thirds of advertising costs are spoasorship and this is being
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Keamey are investigating the costs of logistics.

Mr Bramiey reported that BATCo have the objective of reducing the fixed aad semi-
variable costs per mille (excluding depreciation and advertising) by 5% p.2 in rea
lerms, and the plans show thar this will be achieved. His main concern is the cost of
headquarters (Millbank costs £60m p.a.) and there may be lessons 0 be leamed from
B&W here. This will be addressed when Project Rubicon has settled down.

There are cost reduction opportunities in the ratiomalisation of Central Amenican Leaf
operations and factories. A strategy paper is being prepared on the Caribbean but the
opporunities would require a change of policy by B.A.T Industries. This also applies
to factory rationalisation in Africa. The smaller plants in Europe (Brussels, Cyprus,
Canaries and Finland) are being examined, s are possible rationalisations between
BAT China and Hoog Kong, and countries where we have adjaceat GLT plans.

It may be cost effective to exit from [eaf in some markets. There could be
opportunities by making more Group purchases through Millbank. There are many
markets where our facilides could be dowa-sized. for example, Argentina, Venezuela,
Asia Pacific, Australia and the Sub-Coatinext and work has alreadv started in some of
these areas,

BATCo has £500m margin berween the facwory and the remiler. some of which it may
be possitle to claw back. for example. by kving fewer distributors. Io Ausmalia
¥aredousing, celivery and cars are being cootracsd out. Surpius assezs could be
soid.

Toere ars some opportunities which should be discussed at the Sectember mestmg, for
example. that thers are more management lavers above than below the GMs, and the
duplicanion of export offices.

Mr Herter summarised by saying that he was reassured by the-level-of-2estion being

paid 1o costs. There are no taboos and oppormmities must be ideatfied across the
Group pot just within the Operating Groups. If we can make cost savings by
reorganising this will be discussed in September.

Capital Espeqdit

34,

3s.

Mr Herter explained that it was necsssary to reexamine our capital expendimire
partcularly for increased capacity in the light of lower domestic market and export
growth projections.

Mr Kohnhorst showed the B&W latest volume forecast for 1998 of 117.5ba, which
is well below last year's plan. Heance the capial expenditure priorities are to achieve
maximum flexibility at minimum cost, to phase expendimire and to make cootingeacy
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38.

39.
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42.
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plans. The key mix issues of box, meathol/redried and export/domestic are being
addressed, and cost reduction is being accelerated.

The costs of phase | of the Macon expansion have been cxt by $20-25m, the capacity
has been reduced by 25ba to 130-135be (expandable to 165bm) and product
advamages (redrying leading to greater uniformity, lower foreign mamer, and less
downtime for cleaning) have beea achieved.

The total cost for all four phases has been reduced from $342.7m to $257.3m.

ELT does not run 24 hours, 3 shifts. It could have surplus capacity by extznding
hours with some changes to manning leveis. Monk in Guatemala ships dried whole
Leaf to US for GLT. This may be an opportunity for BAT. There may be surplus
capacity between ELT and Souza Cruz. Mr Bramiey will ask Mr Spowden to
investigate this with Mr Harrison and Mr Benneman.

Mr Castro reported that $24m capital expeadimure in Souza Cruz has besa postponed
in 1993 because of lower volume projections both in the domestic and export markess.
At least $10m will also be postponed in 1994, Souza Cruz has excses capaciry today
such that it could operate solely with Uberiandia. Closing addidonal plamts is
politically difficult and therefore excess capaciry is likely to continue for some time.

Dr Schweitzer reported thar DM 68m capimi expendimire in BATCF was for
rarionalisation and automation projecss and cot for increased capacy. Some capiwl
expenditure decisions bave besn deferred and are now currently oo o shifts. and
capacity could be increased further 5y moving o three shifts.

Mr Bramliey reported that the sales forecsss for the Southampron faciory are well
down and not just for Asia Pacific North. Various opdons are being considered, such
as the phasing of capital expeaditurs in Southampron or closing other plants more
quickly. The blended line has besn delayed by two years. although this may oeed to

be brought forward again if other piants are closed, or if some Virginia brands move -

more to a blended product. Mr Herter stressed thar we would need to look across the
Group for biecded capacity before investing in Southamrpron.

Mr Herter asked Mr Kohnhorst to update the Groap view of capacity as quickly as
possible and at the latest for the TSG meeting in December. This is oeeded to review
the individual Operating Group plans. Mr Eohnhorst said that this was already
being prepared as part of the disaster recovery exextise, but it will be accelerated.

Mr Bramiey will ask Mr Davis to update, in parallei, the work on the standardisation
of production particularly of IBs. This needs to be a joint Manufacturing/Marketing
iniative, and the proposal is oot to change everything now but to move towards
sandardisation. Mr Bramiey will also ask Mr Beck whether the procedures for
Group ordering of machinery from major suppliers is working satisfactorily.
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Mr Bramley reported that BATCo's Debtors apd Stocks increased from £0.38ba at
the end of 1951 to £1.18bn at the end of 1992. The increase of £300m was made up
of: £119m currency movements; £123m stocks (oew companies, closing factories,
leaf stocks for export, correct leaf duratons and aw materials for exports); and £58m
debtors (VAT, new companies, increased cigareue prices), i.c. nothing pamicularly
upusual.

The major item is Stocks which are expected to be ouly 1 % higher in 1993 than 1992
and are likely to fall next year. Stock tumover is forecast to increase from 2.7 in
1992 to 3.1 in 1993, and debtor turnover to improve from 5.9 to 8.0.

Dr Schweitzer reported that BATCF was cutting down Leaf purchases two bring
duration back to 12 months. Finished goods stocks stand at 14 days as usual and A/R
at 43 hours. All exports are for cash up fromr with the exceprion of the DM 12m debx
in Iran.

Mcr Castro reported no problems with debtors in Souza Cruz which stand at about 4
days. However there is a huge problem with Leaf, with increased Leaf production.
lower domesic cigarente sales and lower Leaf exports. The latest crop was 240k
tonnes against the 226k tonnes planned, however the price paid was thar contracted
for 226k tonpes. The duration has moved from less than 12 months in 1991 to 24
months pow.

Souza Cruz is coatraceed to buy 179k tonpes in 1994 whick has resuited in many
complaints. bt this will bring the duration back to onty 21 moaths. There is a danger
that farmers vho stop growing Tobacco will oot start again sven if it is nezded in the
furure.

Mr Bramley will ask Mr Snowden to review the forecasts for real demand for Leaf

in order to give better central guidance. In addidon the Leaf Directors wiltbeaskeg— =~

to review how much Tobacco is being brought from outside the Group. and the prices
being charged to Group as opposed to third party customers.

Mr Schoenbachler explained that B&W must declare its domestic Tobacco purchase
requirements one year ahead. It then has to buy 90% of its forecast or pay a penaity.
B&W is currendy evaluating the financial effects of buying 90% or paying the
penalty. It is also evaluating reducing its durarion and taking the risk on being able to
buy Leaf as necessary from dealers.

B&W's A/R are forecast to fall from above $200m at the end of 1992 to $50m at the
end of 1993 as a result of the de-loading in the domestic market. ‘4% discoumt is
givea for paying within 2 weeks. This is expeasive but it reduces the risk from the
trade which is in financial difficuities. $131m of the $154m imternarional A/R is with
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Sumitomo in Japan. This couid be reduced but only by selling less in Japan. $10m
A/R translates into $5m trading profit. ’

52. Mr Herter summarised the meeting by saying that he belicved that there was much
value from the cross-fertilisation of ideas. [t may be possible to use the McKinsey
approach in other parts of the Group. There may be further scope for capital
expenditure reductions as volume projections are still high. It was confirmed that
there will be 2 TSG meeting in September to discuss further the Group co-ordination
issues.

HCB
17-Aug-93
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