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Tobacco Strategy Group

A meeting of the Tobacco Strategy Group was held on Thursday 3rd September, 1992,

Present: Mr. U.G.V. Herter, Mr. D.P. Allvey, Mr. B.D. Bramley,

Mr, A, Monteiro de Castro, Mr. R.J. Pritchard, Mr. T.E. Sandefur,
Dr. B. Schweitzer, Miss H.C. Burlun (Secretary).

Mr. E.E. Kohrhorst was present throughout the meeting, Mr. S.P, Chalfen was
present for items 48 and 49, and Mr. D.Q. Stevens for items 50 tu 54,

Apologies were received from Mr. Brown of Imasco.

Minutes of the Previous Meeting/Matters Arising

1.

Mr. Herter welcomed the members lo the first mecting of the renwned Tobacco
Strategy Group, particularly the new members Mr, Allvey and Dr. Schweitzer. The
matters arising not otherwise included in the Agenda were discussed.

Couference on Sales and Distributlon ¢ A possible Conference on Sales and
Distribution was discussed. It was agreed that, since this is a stratezic issue. conditions
are changing quickly, and there are wide differences between the markets, a high level
conference with a Umited nuimber of purdcipants In the Spring of 1593 would be
valuable. Mr. de Castro will ask Mr. Andrnde to draft a proposal for a conference
concentrating on strategic {ssues but not ignoring the benefits that may be obtained from
covering operaticnal issues. M. Andrade will diaw on the expertise of a gruup
including Mir. Niedermann, Mr. Fitzmaurice and a BATCF delezale to be advised by
Dr. Sehweilzer.  Tue praco! will be discussed at the next TSG mesting on 2nd
Dceember.

Excice ¢+ Mr. Herter 53¢ axked Mre. Bingham to prepare a strmlegy paper on Frcise,
which can bc used in discuszion with diffezent Governments, to be discusscd at the next
TSG meeting,

New Markets Mecting ¢ A date for the next New Markets mecting will be discussed
with the Chairman or 2 the latest at the next TSG mecting. o

Marketing

3.

Brand Valuation ¢ Mr. Beamley reported that the BATCo document on Brand
Valuation would be published by the end of Scptember. A BATCo seminar is being
arrunged fur key Marketing and Finance staff in early October In order to Implement this
new tool in the larger companics. It was agreed that one Marketing and one Finance
representative from each of Brown & Williamson, BATCF and Souza Cruz would be
involved in that meeting so that they can introduce the mcthodology in parallel with
BATCo. This should enable it to be applied to all key brands in key countries in 19Y3.
Mr, Reamley will confirm the date of the mecting in the weck caminencing Tth

Scptember.
/...
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Compctitor Cost Model, Analysis and Activity : Mr. Allvey explained that the CPC
had reyuestad @ sharehulder perspective on the maln tobacco competitues, which would
requirc an understanding of their whole business., The concept of 2 "model” was a
common approach to analysing competitors. Brown & Williamson already have a model
of the Impact of pricc increascs on Philip Morris' results which they use as input to their
own pricing decisions, and BA'TCo use similar models. Mr. Eckinann's paper was a
useful summary of the infarmation and analysis needed hy market. A view will then be
needed of how the corporate ceatres will react.  This will require knowledge of the
organisations and perscnalities. Mr. Allvey will co-ordinate the production of a paper
to be discussed at the next TSG ta set out the format, frequency and caverage of an
annual competilor revicw, as part of the planning cycle, with quarterly updales, for
example, covering product faunches. He will Involve Mr. Eckmann, Mr, Blagham,
and similar staff from the other companies. It was agreed that JTI should be added to
the competitors to be analysed by Brown & Williamson.

France : The competitive situation in France and the strategy of Seita, in France, the
rest of Curope and Africa, were discussed, It was agreed that in view of the size and
impurtance of the Fraich market in the widdle of Eurupe and BAT's lack of success
there, Mr, Beramley would ask Mr, Remblszewski 1o reassess our approach to Francs
and to propose for the next TSG meeling a strategy.

Genmany : BATCF have a centingency plan in the event that a price war is initizled by
another competilor. The fear is that a competitor such as Rothmans may introduce
cheaper brands. Rewintsima is unlikely to initiate lower prices since their low prics brand
has the highest marke! share and is progressive, but they would probably follow if prices
were lownred.,  1F other campanies raise prices this might well encaurage the current
down-trading to tobacco rolls and promete an increase in border trade which scll for
aboul ha!l price. The same pressures are lmiting BATCF's abillty to Increase prices.
Philip Mcrnis appears to be under considerable pressure for profit and thus seams to be
likely to want to puch its prices higher.

Bruzil ¢ To2 Governmant's desision 10 merpe price categories 11T and 1V is excellent for
Souza C:uz since they will not need to lower their prices and L&M loses its advantage,
Philip Mzmis are threctening 10 sue the Brazilinn govermment over the decision.  The
price catezories could disappear within 3 1o 6 months. Souza Cruz have contingency
plans for this, including launching Viceroy from Brown & Williamson. Mr. Branley
cunnnented thut L&M appeurs W Le becurning Philip Mutiis’ luw price Urand in Latin
America, Middle East, Tapan and China. Mr, de Castro reporied a rumour that R.J.
Revnelds zre thinking of rcturning lo Brazil,

JTI : Mr. Bramley reported that JTI give three reasons for their purchase of
Manchestes Tobacco:- expericnce with Virginia; oppartunities far awn label in Furope;
and the reiative case of exporting to Taiwan from UK rather than Japan. They arc also
ncgotiating with R.J, Keynolds to licence brands.

Internntional Cigni'cﬂc Marketing Information System ¢ Mr. Beamley reported that
the develcpment Is complete, a pilot is now running, and it should go live in early

October.
/...
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12. 90th Anniversary Tobocco Conference ¢ Most guests have accepted their invitations.
All speakers are aware of their toplcs. Miss Black will communicate a common format

for slides.

13. Exports to Central/Eastern Europe : Dr. Schwellzer reported that sales are nearly
double thuse fur the sane period Tast year, In (he year to the end of July, the highest
sales are to Romania. This will change in August due to hiph shipments from BATCF
(700 million) and Brown & Williamson (250 million) to Russia. Orders currently
cxceed productiun capability (uanning) in BATCF. Bruwn & Willlamson have orders
awailing money. Souza Cruz have received money for 250 million cigarettes for Russia
and Ukraine and have a letier of credit for 250 million more.

14, Mr. Herter raised the issue of brands znd prices in these new markets. He pointed out
that our export margins are going dawn and suggested that we are pricing too low at the
low cnd of the market. It was established that a varicty of brands is being sold at prices
ranging from 39 1o $27, with the bulk at $15. In some cases the same agent is dealing
with three or more BAT companics and is able (o play them off against ane annther. It
was ogreed that the brands offered weuld be restricted to State Express at $27.50, Kent
at $20, HB, Pall Mall and Lucky Strike at $15, and Hollywood and Viceroy at about
$10. This list may be further restricted when the markets are more develaped. Tt was
agreed that BAT contacts with one zgent should be funnelled through one BAT
representative,  The senior Operating Group managers, Mr. Whitehair, Mr, Tomat,
Mr. Perelra and Mr. Remblszewsk!, already meet quarterly. Mr, Herter will ask
them, at their next meeting, to draw up 2 plan for Central and Eastern Europe, covering
brands, prices and advertising, and o recommend the organisation reguired 0 make the
above guidclincs work.

1S, Group organisation for Russia : Mr. Ilerter regoricd that the sales offics in Moscow

mainly coverad the Moscew regien, ang the couniry is so vast that more offices would
be needed. Tt was agreed that BAT should have one organisation in Russia which should
expand as quickly as possitle. Mr. Ilecter will ask Mr. Tomat and Mr. Macdonald to
propose a plan for this.

16. New Markets 1 Me, Herter reported on the pregress made with respect to new markets.

...... — 12, Uruguay ¢ Mr. de Castro reported that he cxpects in the near future a report from

Citbank on a mgjor lobaccd company in Uruguay.

18, Cuba : Mr, de Castro will visit Cuba in Seplember to establish links with the
monopoly. A similar approach had beea made by Philip Morris, but technicians from
Cuba had not been granted visas to visit Philip Morrls In the US.

19. Mercosur @ Booz Allen's final report is due at Souza Cruz on 14th September,
Me. Herter, Mr. Bramley and Me, Dunt will be in Aigentina on the 14th, 15th and
16th October. Mur, Bramley will agree with Mr, de Castra when will be convenient
for him to come to Argentina during those three days for Booz Allen o present their
findings to the wholc group. /...
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21,

22,

23,
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Argentioa 5 Mr. Bramlcy rcported o problem with Ritz undercutting Derby in
Argentna. It was agreed that the policy of brands not belng exported Into domestc
markets without prior consultation with the regional and local management on pricing,
brands, and competitive Implications, would be roinforced,

Philippines : Mr. Pritchard reported on talks with the third Jargest player in the market

-{64% owncd by Rothmans, Australia), to contract manufacture and distribute our

products.

Iran : Dr. Schweitzer rcported that BATCF has shipped 3.5 billion cigarettes to Iran in
the yeur 10 date and expect to ship anvther 500 millivn. The plan fur 1993 is 3 billivn.
The Iranian monopoly has approached BAT with a proposal for a joint venture (o
construct a factory capable of producing 20 to 22 billion cigarcttes (in a market of 30
billion), with a 25% to'30% participation for BAT. Cxports into Iran of 5 to 8 billion a
year for 8 years would be inciuded in the deal.

Andcan Pact : Mr. Dunt is mecting Mr. dc Castro in the weck commencing 7th
September 1o rescive differences of opinion. A report will be presested to the next TSG
meeling.

US Tnternational Brands

24,

3.

27.

Kent is below budget because of tho adjustment in Hong Kong but ig up on last year. It
is doing very well {n Japan because of the box styles. Mr, Pritchard belleves that there
{s a message here for ail markets, that bexes will come to predominate all over the
world. The US Domestic inarket is moving to boxes and China is moving very quickly.
This could be an opportuaity for the Group. Capacity on the box lines Is a major
constraint in Brown & Yilliamsen, The propcsal for 3 combinaticas was not enough
and a new proposal will be made as quickly 3s possible.

JLucKy Sirike has a new 2oid surdard which |s believed to be batler than Marlbeoro.
The pricas must now he worked up. Mr. Rramley and Mr, Pritchard will discuss the
co-ordination of pricc increases in China and makce a preposal to the next TSG mecting.
Mr. Herter asked Mr. Piitchard to prepare a marke! by market assessment of pricing
pasition for the next TSG meeting. The use of the IS and Furapean advertising
campaigns wos discussed. M. llerter belicves that cach market should use whicheve:
campaign sells more cigarettes. It Is not 3 fres choice as It must be onc of the twe
Campaigns, with the only deviations being for languags. The two campaigns achieve
brand integrity by being censisteat with one ancther, becsuse one is pack based while
the other Is Image based.

Barclay : Mr. Pritchard reported that the margin for distribution through Tiedemanne
in Nurway of $11.26/mille |s believed 1o be adequate. The probicm is that the effort is
going behind Prince. Progress in France is on hold pending the cutcome of Talisman.
A test for Germany s being prepared for 1993. Fermula One cponsorship will end at
the end of 1593,

Pail Mall : Mr. Pritchard will report to the next TS(3 mecting on the develapments that
would be nceessary to make Mall Mall into a stratcgic core brand. /...
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UK Tn{crnptiong]l Brandg

28.

29.

30.

31,

32.

33

34.

State Express 555 is selling well in China. More marketing -spend wnuld be desirable
in China but this will be assessed agninst the below budget profit forccast. The
dependence on State Express In China Is stll belng discussed. Mr, Bramley reported
that BATCo.'s Markcting departinent believes that US International Brands provide
support and that there is no need for another UKIB. Mr, Herter will discuss this issue
further with Mr, Bruinley, Mr. Adums and Mr. Remblszewsk! following his visit to

the Far East.

Benson & Hedges has prublems in New Zealand (with the movement to RYO),
Australiz, Nigeria and Malaysia. The quality of the product is being reviewed.

Players Gold Leafl is progressive. The quality has been impruved and there is now 4
major review of the packs, advertising campaigns and blends.

John Playcr Special is being used tactically, for example, as a low price brand in
Malaysia. ‘The brand ownership is complicated with Imperial owning it in the EC (and
licensing it to Reemtsma in some markets), and RAT in FFTA. Mr, Reamley will ask
M. Rombiszewski to proposc a stratcgy for this brand for the next TSQ mesling,

Philip Morris in China : Mr. Bramlcy reported that Philip Maorris is not expected tn
introduce a low price brand in China in the near futurc. Marlboro's share of imports is
lower than that of State Express. Phillp Morris {s spending heavily, The support for
Mariboro In 1992 is believed to be more than $20m which is mors than BAT will spend
on its four major brands in total. Philip Morris has had problems with CMTC and with
counterieits. Mr. Bramley will distribute copies of BATCo.'s paper on the latter
subject to the mc:nbers of the TSG. Mr. Sandefur believes that the longer term
opportunity in China is.for Lucky Strike rather than Kent, since it is full flavoured. The
money allecated o suppuiting it has never beent spente. M, Herter and Mr, Brumley
will revizw Lhe pesition in Hong Kong on 7th Septemnber.

Leafl Trading Project @ Mec. Pritchard will head up a team including Mr. Benneman,
Mr. Ilensman, Mr. Snowden, Mr. [Tarrison and Mr. Biuce-Miller. The brief wili
incluce evaluation of the opportunity as well as implemeniation. The report to the next
TSG mesting—hendd address questions such as who are the competitors, who wiil be the
customer3, will the fact that BAT is likely to be a compctitor be an impediment, ané
what retumn is expected (their accounts show that same of the current competitors make
low retums).

High Leaf Costs : Mr. de Castro reported that Brazilian Burlcy {s more expensive tian
Chilean because of higher productivity per hectare based on irripaton in Chile. The
quality of tho Chilean leaf ig close to that of Brazilian but it needs to establish jtself,
Mr. Pritchard recommended that the comparison should be of In-blend cost rather than
the price to farmers in order to take account of the cost of technical support, sorting,
ete. Mr. de Custro will produce fuller cost numbers on this basis for the next TSG

meeting,
/...
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Tralning In blending : Mr, Kohnhorst reported on a meeting of senior blenders who
Identified the desirable qualities of, sources of, and training for future blenders. The.
next steps are to complete the design of the truinlng programme, assess the currcnt
blenders and design a wralning programme for each blender. The assessment is expected
to show that BAT has many blenders at levels 1 and 2 and very few at level 4. In view
of the 10 year time scale to train up to level 4, there could be a nced to recruit
expericneed Llunders fruin competltors or from best practice companles such as coffee
and tea companics. One problem has been that thecc was no career path for blenders
and their importance was not recognised in pay and status, Mr. Kohnhorst was asked
to make a reconmmendation tu the next TSG meeting on how to provide a career and the
right pay and status for blenders.

Smoking Ouality

6.

37.

Smuoking Quality Study : Me. Kohnhorst reported that (wo good new produc!s have
been developed and extremely valuable work is available on the chwacletistivs of
Marlboro and Philip Morris' smoking quality strategy. Marlboro has the szme product
characteristics around the warld, and nicotine per puff is similar even where the tar
levels arc very different. Me. Herter asked all meamnbers to ask the participants in the
study to brief their Markeling colleagues. In particular BATCo should be more
involved, since the knowledge to imprave blended products could be used in many of
their companies.  Mr, Bramley will ask Mr. Read to conduct a similar study for
Ylirginia using the methodology developed for this study.

Measurzbhle Smoking Qualily Indicators t This has been included in the Plan
Quideiines. The testing method developed by the Smoking Qualily Study Team should
be implemented by all companies,

Production

38.

Producticn and Reserve Capacity Review @ Brown & Wiiliamsoa's projections show
that (hey will min out of box and primary capacity in 1994, If GPC were to Sz redried,
they woutd already have run out of capacity. Hence an extensioa is needed at Macon,
Praduciion eapacity at Southampton will start to be tight if the growth o China
contizues, cven with production being meved from Southamgton to Eurcpe wheie
possible.  Extending production capacily in the UK would have ACT advantages.
Me. Pritchard pointed ont_thal Tmperial probably has surplus capacity in the UX which
could give BAT the oppertunily to acquire one of their purposc-built single-floor
factories. BATCF has no reserve box capacity on (wo shills. ‘I'he reserve cspacity
comes fzom the potential for a third shift or Saturday warking, where the probiem would
be lack of trained staff. With Ubcrlandia working 7 days a week, 2nd new machinery,
Souza Cruz has sparc capacitly, although this could change if (he domcstic marke!
switches (o box very quickly. Mer. ITerter stated that reserve capacity must ke acznunt
of a reasonable amount of oventime,
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39. Manufacturing Locatlon Strategy for next 10 years : The Group agreed with
Mpr. Allvey that a 10 year view should start with an assessment of the markets and
trading blocks before considering how many factorics werc necded, where and at what
size. Tt was agreced that this should be studied on a regional basis, starting with Europe.
Mr. Bramley will liaise with Dr. Schweilzer on a European study and report back to

the next TSG meeting.

40. Manufacturing Quality Control : Mr. Kohnhorst presented an analysis of the causes
of complaints at Browa & Williamson and BATCF. With very few exccptions (stale
cigaretics belng the only notable one), the distribution of manufacturing faults was
remarkably similar between the two companics. It is likely that this Is true throughout
the rest of the Group. Therefore, it should be possible to develop a co-ordinated Group
appruach to reducing the number of faults and hence complaints, Therefore, the next
step is to breaden the Group involvement and co-ordinate work on major defects. It was
agreed that M. Kohnhorst would pull together a team to co-ordinate this Group work
and also to make a proposal to the TSQ meeting in Febivary 1993 un whether the Gruup
should pursuc an ISO 900U accreditation.

R&D/Technology

41. Mr. Kohnharst reported that several areas of mutual interest had begn established, He
will circulale the programmic for these to the TSG members and inake a proposal to the
TSG meeting in February 1953 on how this is to be taken forward.

Review af Troding Results

42, Mr, Allvey will spcak to each of the operating Groups individually about their results
and forccast. In particular ho will ensure that there is a coherent Group approach to the
wranslaton 2nd tansaciion pretlems arising from the current exchange rate movements.

Reg:ilatory and Legal Issues

43, ETS : Mr. Pritchard reponed that the scicnce has not improved in the latest report, anc
Srown & Wiiliamson will contiaue jts watching brief,

44. Fire-Safe Cigavettes : Mr. Pritchard reported that a lesting methedology needs to be
zccepied by August 1993, The only Taclor which has so far be2a proved lo reduce the

propensity io burn is circumfcrence.

45. Adverticing Restrictlonc : Tha NMA is lobbying the F(Z aver the propased adventising
tan,

46. Leaf Contracts : Mr. Bramiey reparted that Guidelines have heen issued, and a drafl
has been given to Standard Commercial for conunent.

47, Distributors Contracts : Mr, Bramlcy reported that some work still remained to check
whether (here were any differences between the BATCo and Brown & Williamson
contracts, Me, Walzer will be asked to review the proposed contruet from e puint of

vicw of EC Lepislation. /...
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48. Trademarks : Mr. Chalfen pointed out that the paper presented wag 2 legal review but
not a marketing revicw, It was agreed that the role of Group International Property
Services (GII’S) should be developed as proposcd and the ‘lobacco Trade Mark Team
should he established as propased. One tnpic for technical review hy the Team should
be whether or not to rccommend for marketing consideration, the establishment of a
single trademark company, and Mr. Chalfen should report back o the ‘18G in February
1993. Benchmarking of GIPS' operations has started and he will also report this to the
TSG in February 1993. It was agreed, in principle, that there should be a single
racemark company for future registradons, which would all be carried out through
GIPS, since this would have no cost, give the potential to maximise UK income,
eliminate confusion and oblain maximum flexibility from comprehensive licensing :
Mr. Chalfenr will report v the TSG In December 1992 on this. Mr, Chalfen also
repered a problem in GIPS which resuited in many trademarks renewals not being
made, panticularly for Barclay. The position is being recovered, the camputer
programine has Leen amended tu elimingle this risk in future, and the processes and
procedures should be auvdiled.

ITuman Resources

49. Tnter-Company Transfers 1 Mr, Reamley remarked on the high proportion of younges
managers in the scheme. Por it to be successful with more senior managers, the support
of e TSG is needed. Mr. Stevens said that balance should be adjusted if possible to
avoid the current predominance of Sales and Marketing staff.

50. Functional Training ¢ Mr. Slevens reporicd that all the pilot programmes were
estchiished starting in October and running through 1993. He suggested that we sheuld
consifer the rescurces required in 1994 onwards when the programme wiil be rolled out,
since the swif running the programmes also have full-ilaie jobs.

51. Aggralsal Systess @ It was agreed that Mr. Stevens would discuss the futurs
development uf appraisal aysteins with the Opueruting Groups, with a4 view to ensuring
that they produced meaningful development plans for appraisess. He will make an
interiny report to the TSG mecting in February 1993,

52. Mianagement Development Announcement ¢ Mr. Slevens repornied that since the 1993
programme for Chelwood has been announced it would be preferable to defer further
anrcuncemenls  until  the functional tralning  programme is  well  established,
Mr. Stevens wculd report on the Leal and Production pilot programmes due to be held
in Octaber 1992 at the next TSG meeting. He would alse recommend to the TSG the
forms of the 1993 utansitional arrangements which would easure that the new
armngements were fully established, communicated and in operalion from 1994
onwzds.

206
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53. Benchmarking : Mr. Stevens will circulate the summary paper an benchmarking
produced by Brown & Williamson. The exercise was very bencficial and will be
repeated and expanded. The overall concluslon was that Brown & Wllllamson need o
upgrade significantly the entry grade mapagers and to formalise the management
devclopment programmes. Mr. Bramley will apply the methodology in BATCo and

repurt (o the Clilrinun,

Any Other Businesg

54, Agenda for Next Mccting : Counterfeil will be added to the next Agenda which will be
much pruned. Mliss Barton will telephone members about 6 weeks before the meeting

to ask for items for the Agenda.

HCB
21st Scptember 1992
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