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A meseting of the Tobacco Strategy Group was held on Wednesday, 2nd December, 1992,

Present: Mr U.G.V. Herler, Mr D.P. Allvey (morning only), Mr B.D. Bramiey, Mr D.

Brown, Mr A. Monteiro dc Castro, Mr J-L. Mercier, Mr R.J. Pritchard, Mr T.E.
Sandefur, Dr B. Schweitver, Miss H.C. Barton (Secrctary).

Mr F. de Andrade was present throughout the meeting. Mr D.G. Stevens was
present for itemns 4 to 6, Mr N.G. Brookes for items 15 to 21 and 4} to 44, Mr K.
Dunt for items 30 to 35, Mr N. Davis for ilems 45 to 47, and Mr S.P. Challen for
-items 48 and 49.

Minutes of the Previous Meeting/Matters Avising

1.

Mr Herter welcomed Mr Brown as a new member of the Tobacco Strategy Group
(TSG), and Mx Andrade who would present the Confercnce on Sales and Distribution.

All matters arising were covered on the Agenda excepl:

- France (minute 7) - Mr Rembiszewski will reassess the approach to France once
the outcome of project Talisman is clear;

- Leaf Trading Project (minute 33) - Mr Pritchard will rcport on this project at
the next TSG mccting in February;

- Manufacturing Quality Control (minute 40) and R&D/Technology (minute 41) -
Mr Kohnhorst will make proposals at the next TSG meeting;

~«  Appraisal systems (iminute 51) - Mr Stevens will report at the next TSG meeting.

Mr Bramley noted somne amendments to the previous minutes:

- minete 14 - Mr Rembiszewski is not a member of the scnior intemational managers
group;

- minute 32 - BATCo does aot have a paper on counterfeit;

- minute 46 - Leaf contract guidclines have been produced but not yet issues;

- minute 49 - Mr Bramley remarked on theihigher proportion of young managers in
the inter-company transfer scheme. nend b o

Management Devclopment and Training: Mr Stevens reported on the first Leaf Core

(Level II) and Production (Leve! 1) programmes which had been very successful, and the

preparations for the first Marketing (Level T) and Financc (Level 1) programmes which

were well advanced.

Only four nominations have bezn received so far for the various Leaf modules (Level I)
commencing in 1993, M llerter asked all members o remind their managers to make
nominations direct to Brazil by 1st February 1993,
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6. Mr

Herter proposed that:
Induction training should be given within the Operating Groups;
The four functional training prograinmes should be supported and developed at
Levels T and 1T since they are Tobacco specific;
Mr Stevens should assess the appropriatencss and feasibility of using parts of the
functional programmes for other specialists;
Mr Bramley should address the training of Personnc! specialists through the annual
Human Resourccs meeling;
Functional programmcs at Level III are not nccessary since they would be too
repelitive;
Leve! I should be an SMP/MDP combined prograimme, addressing the whole
business, covering all disciplines, Tobacco-orientcd, giving a Group-wide
perspective, to be used as the foundation for future general managers and senior
functional specialists;
Mr Stevens should make a propusal on design and content of the Level III
progranunc to the next TSG meclting, to be announced in mid-1993 for
implementation in early 1994.

7.  High Leaf Costs: Mr Castro presented a cost comparison of Braziiian and Chilean
Burley tobaczo. This showed that the average export pricss of lamina plus stem were
within 5% of onc another.

8.  Career Devclopment for Blenders: Mr Sundefur reported that the benchinarking with
tea blenders had shown a high correlation but few lessons had been learned since in
genesal Tobzcco blending was morc sophisticated. Cocoa will be benchmarked next, Mr
Mercier sugzesied that beachmarking against wine/champagre would be useful. Mr
Herter commented that as we have few blenders for the size of Group, it is important
not to lose those we have. He asked all nembers to ensure thai:

if thers are no career opportunities for thein, blenders are paid well as specialists;
they should be seen miore as product developers and have a much better knowledge
of the 'otal product including R&D;

where there are no or few blenders in the training phase, a long terin recruitment
plan must be drawn up.

9. Review ol Tubacco Results and 1992 Forecast: Mr Allvey presented the_actual results

"7 for
the

the first three quarters and the results thai must be achieved in the fourth quarter if
full year Jorceast is to be achieved. Brown & Williamson, BATCo and 1TL were

fairly confident of achieving the forecast. BATCF may be slightly below forccast.
Howcver, forecasting in Germany is particularly difficult at the moment due to the
uncertaintics arising fromn the recent price rise, the imminent launch of tobacco rolls, the
tax increasc in January, the price reduction of Winston, the recently ended strike in Ttaly
and a possibie slowing in exports to Eastern Europe. The Souza Cruz profit forecast is
expecied to be achicved despite the Brazilian market shrinking by even more than
forecast.

Progress Repoyits

10. Competitors: Mr Browu rcported that Philip Morris is rumoured to be very
disenchanted with Rothinans in Canada, and My Sandefur reported a major rift belween
Philip Morris and Ruthmans in Malaysia.
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In Brazil, Mr Castro reported that L&M Lights had achieved a market share of 5.7% by
the end of September. Viceroy Box was launched at the end of October. Philip Morris
are trying to reduce the price catcgories of both Marlburo and L&M, meanwhile the
prices of all categories are rising. Their stratcgy seems to be to win market share by
positioning their brands in low price categuries but meanwhile pricing up the whole
market.

Mt Bramley reported that L&M had been Jaunched in both Venczuela and Argentina.

In the US domestic market, Mr Sandefur reported that Philip Morris are pursuing
higher margins in the full revenuc segment but are aggressively secking market share in
VFM. The list price is misleading since the use of money-off coupons is accelerating
again. Marlboro Mcdiuin has achieved a market share of 1.4% but more than 80% is
cannibalisation. Marlboro total is expected to lose 0.9% market share in 1992. He
believes that therc is an opportunity for Marlboro Mediun in Germany to fill a product

gap.-

Dr Schweitzer reported that R.J. Reynolds are being aggressive on price in Germany,
although they have not beea successful to date. They are promoting Salem in the Far
East and low margin brands in Eastern Europe. Mr Sandcfur believes that they will
continue to use the Joc Cainel advertisements in the US, that Camel Wides have not besn
a success in the US, and that Came! Milds have not been a success in Germany.

New Markets: Mr Brookes outlined the resources available within the New Business
Development (NBD) team and the considerable range and scale of opportunities that they
are trying to cover. The policy is to keep the Windsor House team, which assesses the
opporiunities, smail ard to cai! on resources from the Operating Groups (o lake the
projects through. These resources arc very stretched especially in BATCE, and mors and
higher qualily support is nesded fur NBD.

The ideal situativn is for therc W be a team of approximately five wp quality,
experienced BAT managers (general mmanager, production, marketing, saics, finance) for
each project. The tcaim would make a detailed evalualion of the opporturity very quickly
and then manage the investinent if it goes ahead. In praclice this is extremely difficult to
achieve since it is very difficult to cxtract key managers at short notice without knowing
whether they need to be replaced permanently. Tn--the—tmmediate- futurz,-Mr Bramley
will provide a team to cvaluate the orportunity in Kazakhstan.

Mr Brookes reporicd progress in the priorily markets.

Cuba: Mr Castro reported that two trips had been made to Cuba and support had been
offered on Leaf and production. Two Cubans are currently visiting Svuza Cruz.

Philippines: Mr Pritchard reporied plans to develop soft cup offerings. The possibility
of acquiring all or part of a local manufacturer will be revisited.

Iran: Dr Schwcitzer reported on the proposal that has been approved by the CPC.
Representatives of the Iranian monopuly will be at BATCF later this wezk.
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21. Exports to Central/Eastern Europe: Dr Schweilzer reported that the fall in value of
the rouble against the dollar was resulting in a slow down of German exports to Russia.
Orders are still being reccived but payment is slower. Brown & Williamson and Souza
Cruz have not obscrved a slow down, but Souza Cruz is constrained by box capacity for
Hollywood.

22, USTB and UKIB: These reports were taken as read. Questions should be addressed to
Mr Pritchard or Mr Braniley.

Marketing

23. Compctitor Analysiss Mr Allvey's proposal was accepled with a few minor
modifications. The responsibility for Grezce will switch to BATCF. The Andean Pact
and Mercosur markets should be covered. Mr Allvey will consider whether the
responsibility for the regional analysis for Europe should swilch to BATCF. Reemtsma is
regionally important, Whether it is important enough to be included in this analysis
should be reconsidered next year. Scandinavia should be included, with BATCo having
the responsibility. Scita and Tabacalera should be included in less detail, and the [talian
monopoly should be covered as part of Iialy.

DAk

(v e

24. Study of Export Profitability: Mr Allvey wbicd a detailed rcport on export
profitability. This information is not readily available and different definitions are used.
He cautioned that the figures have not been adjusted to a common basis, and the repont
docs not cover the whole of the Group. However the report still gives an extremely
useful insight inty export profitability and pointers to nore detailed examination.

25. The repart shows that somc exports are mace at a loss, others at contribution per mille of
- less than $1, and others at a contribulion that would not cover any fixed cost allocation.
Exporis have now ezome tev large a part of our iotai business to be conducted generally

on a marginal basis. There may be justiricd cascs where we are investing in a market or
where the business can only be achieved at marginal prices, provided that they are
profitable on this tasis. Each market must be asscssed individually and strategies put in
place to improve profitalnlity where possible. In some markets, low price brands may be
necessary as part of a "basket® including high price brands. In gencral where brands
have been introducs: at a low price it has proved more difficult than expected to increase

the price at a later date. If busincss can be done only un a margimat-basis; the businéss

must be managed on a marginai basis, wiih no fixed costs. Mr Herter pointed out that
investment in manuiacturing capacity was unlikely to be justified for sales at $10/mille.

26. Mr Herter proposed that;
- all members should study the report, discuss it in their Operating Groups and give
to Mr Allvey their ideas for future improvements/analysis/fucus;
- Mz Allvey should refine the report to include these {dcas, make the figures more
consistent, and add information on the investiment behind each brand;
- the report shouid be updated annually.
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Dr Schweilzer asked for guidance on which export markets were available for BATCF
exports. Mr Uerter said that, with respect to exports to China, Korea and Taiwan,
BATCF must go through the BATCo/Brown & Williamson organisation that has just
becn set up there, who would evaluate whether there were opportunities for BATCF
brands. Tt was agreed that, as far as export growth is concerned, the Guidelines would
have to be more specifically tailored to each opcraling Group. The starting point should
be an analysis of and plan for each market, setling out the best use of Group resources.
A plan for the profitability of each market would then assist in agreeing the brand
strategy for that market. The objectives, strategics, plans and forccasts for each market
can then be fed back into the Operating Group Guidclines and Plans. Mr Herter
suggested that the Guidelines and Plans should be cunstructed this way in 1993.
-5 7 W T

Brand Evaluation Model/:MFéramlcy reported that the seminar on Brand Evaluation
had been successful. All E;:omp‘anies will use the technique during 1993, and in the 1996
1998 Plan.

Excise Stratcgy: The Excise Taxation manual will be distributed to all members as soon
as it is completed which will be before the next TSG meeting.

Andcan Pact: Mr Dunt made a preseatation on the opportunities for BAT in the Andean
Pact territorics. He rcported that Venczuela and Colombia are moving faster than
Ecuador, Bolivia and Peru to lower tariffs. In his opinion the Andcan Pact Common
Market will only be operational in the medium terin between Venczuela and Colombia,
with a subseguent agreoment being signed with Mexico as a further sicp in the G3
grouping. As BAT has a company in Venczuela, the main immediate focus for the Group
must be Colombia. The Coicibian market is by far the largest in the Andzan Pact at
31.2bn and a very high proportion is Duty Not Paid. BAT has a near 107 market share
in the Andean Pact net of Venezuela, M 13% and local manufaciurers 77%. This
market share prescnce can be improved upon. Thc possibilities of zzzuiring either
Protabaco in Colombia or Ei Progreso in Fcuador are a secondary priority zfter focusing
the Group's brand portfolic and efforis in a more concerted fashion.

It was agreed that:

- the approach to the Andean Pact markets must be brand/marke: driven not
manufacturer driven;

- the brand portfolio.nceds to be moure focused: High price - Lueler—Strike;—Kent,
Kool; Mcdium price - Hollyweed, Beimont, Viceroy; Low price - Minister, and
Consul if neccssary;

- the trademark problems must be resolved. The action being taken is encorsed;

- the group manufacturers must share a common infrastructure;

- one person must be accountable for the Colombian market. A joint proposal is to
be made to the next TSG meeting supported by BATCo, Brown & Williamson and
Soura Cruz. :
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32. Mercosul/Uruguay: The possible acquisition of Monte Paz in Uruguay was discussed. It
was agreed that BAT did not need the manufacturing capacity (the closure of which
might cause political problems) and thercfore what would be bought is local brands and
distribution. Citibank valucd the business at $55m assuming the continuation of current
profit levcls and including Leaf inventory and a printing company that are not needed.
The value of the business should be recalculated in the light of Mercosul and compared
with increasing exports of BAT's own brands into Uruguay. Monte Paz owns many
Souza Cruz brands in Uruguay. It is not yct clear whcther they will be able to export
these brands from Uruguay to Brazil within Mercosul. If this is possible it will be a real
threat to Souza Cruz.

33. Booz Allen made recommendations about rationalisation opportunities between Souza
Cruz and Nobleza-Piccardo. Task forccs have been set up to validate the figures behind
these recommendations. There arc opportunities to sell Souza Cruz brands in Argentina
and Nobleza-Piccardo brands in Brazil, but it is a higher priority for both companies to
address the chailenge from Philip Murris. The unsatisfactory trademark position is being
worked on. A progress rcport will be made to the TSG meeting in May 1993,

34. NAFTA: Mr Prilchard reported that NAFTA is expected to come into force on st
January 1994 as scheduled. The US and Mexican ncgoliators reached agresment on the
cigarctte rule of origin which requires that the cost of offshure tobacco including oriendal
not exceed 9% of the declared export valuc. Even with the 50% tariff (declining
gradually to zero over 10 years), B&W export cigaretles should be able lo compete with
the premiwmn brands in Mexico. However it is a iarge markcet and carly entry and
considerable investment will be needed, therefore it is nou expected that significant
profits will be madc for eight or nine ycars. Mr Sandefur will report to the next TSG
mecting on the preparsijons being made by B&W.

35. Mr Mercicr pointed out that the tradeinark position necds v be resolved as ITL owns
the Marlboro, Lucky Sirike and Pall Mall brands in Canadia. Mr Brown pointed out that
there could be an opportunity for ITL to manufacture BAT trademarks for Mexico since
it is in NAFTA but not in the US. A possibic long=r terin thrzat may be that, under
Mexican law, a manufacturcr who owns a trademark in Mexico may export a product to
any country. Mr Pritchard will report on the position with respect to intellectual
property rights within NAFTA and Mr Bramley on tradewarks in US/Canada/Mexico ab—— —~ 77
the next TSG mccting.

36. Lucky Strike pricing: Mr Pritchard prescnted a preposal, which was agreed, that:

- FESU'’s pricc lo the HKDF trade would be raised to $15.50 per mille in mid-1993;

- the world-wide benchmark price for Lucky Strike would be set at $15 per mille;

. action will be taken where GEX pruduct is currently sold below benchinark;

- certain DP markets will continue to be below beachmark price where the product
carries local government heatth clausing and re-export is not a problem;

- the retail pricing strategy for Lucky Strike is to be one or two (small) price points
bclow Marlboro, except in those markets where low price positioning is
detrimental to the brand's image where it will be priced at parity to Marlboro;

. action is planncd in thosc markets where pricing is out of stralegy.

37. Pall Mzil: Mr Pritchard reported that Pall Mall is being developed to bring it up-to-
date and to make it into a strategic corc brand.

G698/G62065
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John Player Special: Mr Bramley will present a more detiled plan for the strategy for
this brand to the next TSG meeting.

Consumer attitudes to Muriboro: It was agreed that Philip Morris' changed strategy
with respect to Marlboro gave a good opportunity to BAT.

onfercn n Sales istributior

40.

41,

42.

43.

44,

Mr Andrade presented his proposals for a conference on sales and distribution. It was
agreed that the subject of the conference is worthwhile. However it may not be possible
to compress the material into the three days suggested and there is probably insufficient
time for adcquate preparation for a conference in May. Therefore it was agreed that a
more dctailed conference plan should be drawn up for the next TSG meeting. The
confercnce will then be planned in detail and held in Rio next autumn. Dr Schweltzer
believed that only cominon subjects should be addressed so that the outcome will be of
practical benefit to all participants. Mr Herter asked him to pass his ideas on this to Mr
Andrade and agreed that Mr Andrade could gather together the contibutors to the
conference for a planning meeting.

tral/ iwope/CIS

Marketing plans: Dr Schweitzer reporled on the last quarterly meezng between Mr
Whitchair, Mr Tomat, Mr Percira and Mr Andrade. They discussed the pricing
structurc agreed at the last TSG meeting, but considerad that it might 2ke some time to
increase prices where they are currently lower than the structure agreed. This particularly
impacts Souza Cruz. The next ecting of the group will be befsr2 the next TSG
meeting. Mr Herter asked that specific plans 10 achieve the agre2d =ricing structure
should be presented to the next TSG mesting.

Organisation in Russia: Dr Schweitzer reported that the same zrcws of intamational
g ! 3rey;

exploit the opportuniiies through individual approaches. Mr Sandefur said that he
disagreed with this recommcndation. He belicves that one persoa should be made
accountable for exports to Russia. Mr Herter said that he thought tha: within 2 year one
person should have this accountability but until then, the curres: structure would

continue, providing that all the companies opcrated out of the sames offices and not_

different offices. Mr Herter asked Dr Schweilzer to find as soon as zcssible one office
in Moscow that could accommodate ail the Operating Group and NBD representatives.
In futurc where an officc is opened it must be large enough for all Operating Groups and
NBD.

Dr Schweitzer reporied that the group had also added Embassy to the list of cconomy
brands. Mr Herter said that this should be removed as it is not necessary as we already
have Hoilywood and Viccroy.

Mr Andrade reported that it had been agreed at the meeting that each Operating Group
would continue to offer its own range of pruducts. Mr llerter pointed out that it had
been agreed at the last TSG meeting that each Operating Group should offer the whole
range of BAT products.
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European Manufacturing Location Strategy

45,

46.

47.

Mr Davis presented the key points that have emerged so far from the study of European
manufacturing strategy. There are considerable opportunities for economies of scale -
only Southampton will have, aftcr Test Phase II, an output at optimum scale level.
Complexity of product range increases costs significantly and sometimes resulls in
products not recovering their fully loaded costs. In comparison with Philip Morris in
Europe, BATCo has disadvantages from cconomies of scale and complexity, but gains
from bettcr operating practices. Labour productivity can be expected to be made uniform
across Europe and complexity is a matter of chuice. This means that labour rates become
a key factor in achieving lowest cost productiun. The UK ACT situation makes UK
manufacture cffectively cheaper than other sources (including many outside Europe)
wherc costs are otherwisc lower.,

The next steps are tu:

- move our present factories to best practice operalion;

- manage down the complexity of the product range in consultation with Marketing,

- work towards increasing the capacity of the Southampton factory by means which
minimise the associated investment, i.e. through 3-shift working;

- monitor developments which could make feasible the consolidation of continental
Europcan manufacturing;

- include data from BATCF:

- in the longer term, expand the work to encumpass other BAT manufacturing
operations.

A full report will be made to the next TSG mecting.

Rationalisativn of pack sizes: Mr Davis reported cn this study. Total rationalisation of
pack sizes would be very difficult and would still nat allow the Group 10 cope with a
major disaster at onc of ity main sites. Raticnalising to three sizes (Compaet,
Compresscd and Super Compact) could be done with minimum disruption and would
allow enough flexibility to cope with foresceable "disaster” siwations. It is the view of
marketing departinents araund the Group that an emergency pack size change would be
easier to handlc than an on-going change.

Flexibility could bc enhanced further by investing around £2m in change parts and a
smaller amount in coupon inscrt cquipment as- well as by digitising ant work. These
recommendations were accepted.

Legal/Regulatory Issucs

48

Counterfeit: Mr Chalfen presented a policy statement which was accepted. He reported
that very little of the effort involved in minimising counterfcit can be effectively
centralised at this stage. However there is a newly recognised need for active co-
operation betwesn the Operating Groups. He will report back to the TSG on progress in
one year’s lime.
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50.
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52.

53.

54,

S5.
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Trademarks: Mr Chailen reported that, as a resuit of the problem in GIPS, the Raleigh
tradcmark had becn lost in Russia and prubably Crechoslovakia. He also reported on the
devclopment of the computer system. One lawyer from each Operaling Group will assist
GIPS o verify the integrity of their group's databasc held on the GIPS computer. All
Operating Groups will have efficient access to the database on a read-only basis by
March 1993. The next phase to update the computer system will take about a year, and
only verified data will be transferred to the ncw system.

ETS: Mr Pritchard reported that a negative report is likely o be published this month.
Firc-Safe Cigarettes: Mr Pritchard will make usc of the know-how available within
BATCo to propose an alternative testing methodology. It is possible that the proposed

methodologies could be different for blended and Virginia cigarettes.

Advertising restrictions: Mr Herter asked all members to update him immediatcly if
they became aware of developinents rather than waiting for the next TSG mesting,

Leaf contracts: Mr Bramley reported that a draft lcaf contract had been reviewed by
Standard Commercial and was now with the Operating Groups for review.

Distributors' contracts: Mr Bramley reported that the draft contract hac been discussed
with Mr Walzer and now needcd to be progressed.

nniv v Conference

Mr Herter thanked all members for their contributions to a very successful and
enjoyable conference.

December 1992
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