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TOBACCO STRATEGY REVIEW TEAM

A meetring of the Tobacco Strategy Review Team was held on
6th Septembexr, 1991.

Present: Siz Patrick Sheehy, Mr. M. F. Broughton,
Mr. B. D. Brawley, Mr. R. J. Pritchard,
Mr. U. G. V. Herter, Mr. A Monteiro de Castro,
Dr. R. Salter (Secrecary)
Mr., J.-L. Mercier was unable to attend

In Attendance: Mr., T. J. Wylie, Mr. E. Kohnhorst

Minutes of the Previous Meeting/Matters Arising

L. The minutes of the meeting held on 30th May were agreed.

2. R&D Funding Arrangements. Mr. Broughton reported that the
allocation of the costs of the fundamental research programme
had now been agreed.

It was poted rthat Mr. Castro will draw up with BAT Industries
legal departoent, an agreement through which Souza Cruz will
pay for research results and technology passed to them. Souza
Ctuz will then need to obtain approval from the INPI {n Brazil
in order to be able to wmake paywents under the agreement.
Although, initially, these payments wmay be relatively modest,
it {s felt to be important to establish the principle that
Souza Cruz should wmake a financial contribution to the research
programsoe.

Marketing Issues

3. Novensber Marketing Seminar: It was noted that invitations
had been sent to everyone who had been nominated to attend the
conference. However, following the resignation of Mr. Hazel,
his place will now be taken by Mr. Norman Davis.

4. Mr. Pricchard will agree with the Chairman a final programme

for the conference and this will then be sent out to delegates.
¢ was noted that the speakers will alsc act as chairmen for

thelr sessions except where there are several speakers, {(n
which case a separate chairzan will be nominated. The Chairman
esphasised the loportance of encouraging discussion and
suggested that thils should be impressed on Professor Quelch,
whose f£{zst session should set the pattern for the whole
serinar. 4He also suggested that the timing of the afternoon
sessions should be flexible, with provision for these to
aver—run the scheduled time, I required.
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5. Marketing Information Systess: Mr Bramley's proposals for
setting up a modified Group data-base, showing cigarette sales
worldwide was accepted but {t was suggested that its
{oplementation should be accelerated, aiming to complete this
during 1992.

It was noted that the person respousible for setting-up and
managlng the system would be lan Ross. It was suggested thar
Souza Cruz should contact him to ensure that they have full
access to the system.

6. It was noted that the system would be based on sales to final
consumers rather than shipwents. While it was agreed that this
was the most useful measure, 1t was asked that there should
also be a reconciliation .elating these figures to shipwments,
which are the basis of the financial reporting system.

7. TV Screening of Motor Sports: Mr. Herter presented a paper
supmarisinog the position on possible testrictions on the
screening on TV of Motor Sports sponsored by cigarette
vaaufacturers. The current view i{s that this should continue
to be allowed. However, it was noted that the European
Commission take a different view. In view of this umncertainty,
it would be importamt to have escape clauses ia any contracts,
allowing cancellation if a ban (s f{mposed.

8. Competitor Activity: It was noted that Browa and
Williamson had recently completed their periodic review of
competitor activity and copies of this would be distributed to
all members of the teao.

9. Mr. Pritchard reported thact Philip Morris had cowpleted

their panagement re—organisation and were continuing to act
aggressively, especially in trying to replace R. J. Reynolds

‘o in-store in retail outlets. Marlboro—sedium had been launched,
apparently aiming for the segment of the warket which wants a
lighter cigarette but which is uanwilling to corvert to Marlboro
Lights. It 1s too early to judge the success of this
initiacive.

10. Ta the US dowestic market, Philip Morris increased prices in
March and June and are rumoured to be seeking a further
{ncrease in September. Prices are being increased wore rapidly
on the cheaper brands, narrowing the gap to the full-price
segwent. At the lower end of the market, Bristol and Bucks are
being pushed harder than Cambridge.

1i. Overseas, Philip Morris are managing food and tobacco together
in Brazil and the rest of Latin America but elsewhere the twao
activities appear to be managed separately. Other developments
have been attempts to influence excise {n Argentina and
S{agapore {asking for an increase in the proportion of specific
tax) and a strong promotion of Belmont-Ultra {n an attempt to
pre—empt the expansion of Barclay.
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12. R. J. BReynolds' strategies continue to be heavily
{afluenced by their financial structure with an apparent
emphasis on quality, efficiency and profi: margins ahead of
zarket share. Howvever, there i{s some evidence that the loss of
market share in Canada may be damaging profits and markec share
Jay agaln receive more emphasis {n the longer term.

13. Rothmans appear to have strengthened contrel from the
centre. Innovative products (sticks) have been introduced in
Canada as a means of overcoming che problems of high excise,
while {n Germany there is evidence of a push for share at the
expense of profits, which could lead to the introductioca of a
lower price caregory.

14, Reemstma, which is a family business and more able,
tnerefore, to accoowodate short-term reductioms in profits may
also be tempted to introduce low-price brands in Germany in an
atteopt fo recover share.

5. American Brands, Lorillard and Ligetts, all contiaue to
earn good profits. American Brands has been successful i{n the
USA with the low priced Montclair and Misty Slims, which could
be a threat to Capri. TFor Lorillard, Newport is no longer
galolng market share and although Xent has been relaunched it
has made little impact. Ligetts has a range of private label
business but 1s losing market share. However, they appear to
be involved im a project to rebuild a cigarette factory in
Russla.

156, It was agreed that a review of competitor activity should be a
regular feature of Tobacco Strategy Review Team meetings and
the Chairman asked that greater priority should be given to
this item. It was also asked that wembers should provide
information and views for the next meeting on how the new
Philip Morris organisation is working in their territory and
how they are financing prowotion, especlally in Latin America.

Key Markecs

17. Eastern Europe: Mr. Herter reported continuing good
progress with exports to Eastern Europe. Although the
political situation could effect sales to Yugoslavia, there
there were good prospects elsewhere for a further increase in
exports in the second half of the year.

18. Representatives have been appolnted for Poland, Bulgaria
and Czechoslovakia. An office has also been set up in
Bussia and candidates for the job of runnoing this are bdeing
interviewved.

9. The Chairman bel{eved that there was a need to accelerate the
developoent of contacts in Russia and the othet former Soviet
tepublics, possibly in conjunction with another company. He 1is
due to visit Russia during September and will arrange a meeting

0 progress this.
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20. Bongary: It was noted that BATCo were still negotiating
with the SPA for the purchase of a shareholding in the Pecs{
Tobacco company.

"~
pavs

Rosania: Mr. Pritchard's teview of the Romanian market was
noted and 1t was agreed that although there were limited
opportunities for development at present, contacts should be
vaintained.

()
(&)

Prance: It was noted that the study of the potential for
acquiring the rights to Lucky Strike i{n France had now been
extended and the possibility of acquiring the rights to the
brand worldwide in exchange for the tights to Benson and Hedges
‘n Zurope (excluding Duty free) was now being considered. The
Chairman intends to discuss this possibility with the Chairman
of American Brands during his forthcoming visit to the USA.

23. The possibility of licencing SEITA to manufacture and sell all
BAT brands ia France will also be considered.

24. UK: It was agreed that no further action would be taken at
present to investigate the potential for BAT {in the UK market,
apart from ensuring the continuing availability in the Loadon
area of Lucky Strike imported froo Germany.

25. China: It was noted thar following further investigation
of the Implications of the proposed re-organisation of the
companies serving the China market, Mr. Bramley was preparing a

ittt SesepsssunesntemmEn—ORC .

26, Mexico: It was noted that although contacts would be
mainctained, it was not expected that significant progress could
be made is becowing re—established in Mexico until {t became
par: of the North Americao Free Trade Area. In the meantime,
iz was noted that the licence for Kent would not be renewed
beyond its current term, which expires in November.

ta
~1

Turkey: It was noted chat Philip Morris had announced a
$480n investment in a 30bu capacity manufacturing plant.

Mr. Bramley reported that a i rNPeTTETIPRODEDab =i

Hz..Wat:er:on would be responsible for the further developwent
of this project.

28. Thafland: Mr. Pritchard reported that although locally
produced cigarectes still had a substantial price advantage
over ilmports, it was still hoped to sell | billion into the
Thal matket in 1992. Shipwents will start in the Autumn of
1991 and, including pipelining, should toral 0.3 billion during

che rest of the year.

}
leew
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29. Contacts are being maintained in Burma and a strategy paper
was being prepared covering Vietnas.

30. Colombia: It was noted that the developwent of Group
sales {in the Colombian marker were being co-ordinated by Brown
and Williawmson. The next Deeting to progress this was
scheduled for November.

21. South Cone: Mr. Broughton teported that a meeting would be
held ia 3razil 1o Septewber to set up a project to study
possible implications for the Group of the proposed free trade
agreement between Brazil, Argentina, Paraguay aod Uruguay
{Mercosul).

US International Brands

32. Overall Performance: Mr. Pritchard reported that although
total volumes to end-June were 2% ahead of 1990 they were 10X
below budget. However, this shortfall was expected to be
largely eliminated during the second half, leaving full year
sales over 9% up on 1990 and only 0.47 below budget.

33, Kent: Shipmenrts have beec affected by imeessepebowyees
rosdenwboimafiet®te . However, in-market data suggest that sales
to final consumers are scill Increasing and a teamr is
iavestigating ways to overcome the problems with shipments.

34. It was noted that Xent sponsorship in the Far East is to be
rationalised, focussing on a $2.7m Golf promotion. Experience
galned iz the Far East may then be applied wore widely.

35. 1t was oocred that Kent is being launched in Munich and a launch
in Beneiux 13 also being considered. The Chairman suggested
that Brown and Williawsono should consider purting more impetus
behind the development of Kent {n Europe.

36. Lucky Strike was continuing to make good progress in
Germany and had been introduced successfully f{ntc Brazil.
However, progress had been disappointing {n Italy and
Switzerland. The Chairmarc emphasised the need to achieve
comparable or berter guality (e.g. by using more imported leaf)
and to reduce the price differential to Marlboro, aiming to
achieve the targer of not belng more than one price point below
Marlboro La all markets by end - 1992.

37. It was noted that the other US brands were continuing to make
satisfaczary progress with significant increases for
Hilton, Pall Mall, Viceroy and Barclay.
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UK International Brands

38. Overall Performance: Mr. Bramley treported that sales of UK
International Brands to end June were B.5% ahead of 1990 but
0.7% below budget. TFor the full year, sales are expecrted to be
11.7% greater than in 1990 and 0.8X ahead of budget.

319, State Express 555 was progressing well. BATCo's new
marketing director had been reviewing the promotion and
sponsorship for this brand and would be presenting his
proposals on this in October. The Chairman suggested that in
developing the plams for the brand, consideration should be
given to the potential for a Lights version.

0. Bensou and Hedges had been disappointing but marke: shares
were being maintained and sowe improvement is expected in the
second half of the year. It was noted that B&E Special M{ld
had shown a significan:t increase in volume in 1991. However,
doubts were expressed about the attractiveness of B3enson and
Hedges Golden ild with {ts wixed US and Virginia tasce.

41. Players Gold Leaf continues to be progressive but BATCo are
revieving the positioning of JPS as an intermatiomal
brand.

+2. The Chairzan emphasised the importance of quality and asked for
a formal review of this to be included in the next progress
report on UK International 3rands.

Mangfacturing Issues

43. Production Capacity: Mr. Kohnhorst reported that iewdedda

[ S =S » P eTe e TS han ANttt hed

44. Conversion Costs: Mr. Kohmhorst presented an analysis and
cowparison of production costs in the UK, USA, Germany and
Brazil. This shoved sipibabsseatestmesiitarminsmmilveoe
Sesmsstanensundinicapetumishinmnimeseints ,
Rttt thinliatnual st e

45. It was noted that there had been an f{ncrease in the cost of
equipment relative to labour. As a result, Osdstugminiammsormictog
Rl SRR AR Ot ACRALPAMLOT RS DECT . SRR
SRRkttt tutigabioantseecs WERES T
soahiggpents and a 150 billion capacity plant might be very
attractive from this point of view.

6. Mr. Kohnhurst will send coples of the slides used during his
presentaticns on zanufacturing capacity and conversion costs to
all cembers of the teaos.
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. Upgrading Manufacturing in Brazil: Mr. Castro was asked rto
arrange for Mr. Saboia to investigate further whether there
could be an advantage to Souza Cruz in importing secoad-hand
equipment from the USA. Although old, this could still
represent a signi{ficant advance on some of the equipwen:
currently installed ia Brazil.

-~

Leaf

48. Leaf Processing Meeeting: Mr. Prictchard reported that a

seminar to discuss and exchange inforwmatioo on leaf processing

had been arranged for November. Messrs. Bramley, Herter,
Castro and Mercier wetre being asked to nowminate attendees.

49. Leaf Rationalisation Scheme: Mr. Prizchard reported that

following the introduczioan of the leaf rationalisation scheme,
there had been a significant increase in the wmovewent of stocks

from one company to another. Visits to the USA by Group Leaf
buyers had also decreased from 35 in 1989 to 1l in 1990,
representing a substantial saving in costs.

50. Leaf Supply Position: Mr. Bramley presented a paper
reviewing the leaf supply position in the BATCo operatiag
coompanies. It was ooted that this still showed a number of
companies which were either below or above the agreed stock

duration targets asmd the Chairman asked for further pressure to

be applied to improve this situation. Further considerazion
should also be given to the opportunities for expanding leaf
exports (e.g. from Central America).

Sooking Quality

31. Report by Study Group: Mr. Kohnhorst reported thar a szudy
group of himself, Mr. Ross (BATCo) Dr. Kausch (BATCF) and
Mr. Andrade (Souza Cruz) had been set up:~

(a) To establish a bertter interchange of experience on smoking

quality testing wichin the Group;

{b) To recowmwend action to Iimprove the effectiveness with
which quality {s weasuted and oonitored.

(Y13
~n
.

The proposals to collect examples of best practice were
accepred and it was suggested that Bigott in Venezuela should
be one of the companies to be visited.

The sctudy group was asked to repoct back with {ts
tecommendations at the meeting of the team arranged for

26th February 1992.

Yansgement Development

3. Review Report: Mr. Broughton reviewed the results of the
study ¢f management training and development in the tobacco
Susiness which had been presented to the CPC.
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54.

56.

wn
~4

58.

Following further discussion, {tr was agreed that it was helpful

il iihigibhtiibamnseyuisssssnsnéenmitonsthenalatitbadeaipe:
haeenisssgessnslnmategenastnaeedndng . It was also agreed that
the Gtk gihiBliimiibbetitubhioogttttnihtninestbons
sapdendsmgy with particular emspaasis on developing expertise
relevant to the tobacco busizess. However, the functional
courses should also bave an element which dealt with che
concribution which the functlon makes to the success of the
company so that the manager can understand his function {a the
wvider context of the business as a vhole.

It was suggested that, {deally, the functiomal courses should
be imsommaiiamal bringing togecther expertise from different
coopanies. In addition they should also take place along side
a practical activity rather :t=an in aa academic enviromment.

It was agreed that each Operazing Group wight specialise in one

functional area with Seuetemiesasemesdapibe:s, Badiiahiesereteny ,
Iusseeastnitbbtvssanuinmieessen and BDNSGGmikdmnme: .

Members were asked to provide Mr. Broughton with outlines of
the arrangements they would zaxe to set up Induction,
Mid-career and Refresher courses for the respective functiouns.

. Further discussion would be required of the way in which these

functional courses would be :iztegrated with training for
general management and of the arrangements for the general
Danagement courses themselves. For the time being, members
should assume that the existizg Chelwood courses will contipue
and nominations for these courses should be made as before.

Inter—Cospany Transfers: Mr. 3ramley presented the results
of the aonual review of progress in arranging inter-cowmpany
tzansfers and in identifying candidates for future transfers.
I: was agreed that this systex was operating effectively both
as a means for developing inzZividuals and for transferring
expertise through the Group.

Research szand Development

59.

60.

Orxganisation: It was agreed :2at Mr. Bramley,

Mr. Pritchard, Mr. Herter and Mr. Castro would meet to consider
how Research and Development should be organised in the tobacco
businesses in order to achieve the most effective development
of products and processes superior to those of the Group's
compecitors.

Tt was suggested that the research programme should be derived
dizectly from the requirement o develop better products and
processes, with a closer linx detween research and
development.

A consequence of this would be that {ndividual R&D deparzments
would develop particular specialisations and this would
iacrease the need for effective cooounication between
researchetrs in different parts of the world, perhaps through an
2nlarged aanual Researtch Confafence.
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2. It was suggested that there could still be a need for
centralised research on regulatory and health issues but the
Chairman questioned how smuch value past research in this fileld
nad been in enabling the coopany to win arguments with its
critics.

63. It was aoted that one of the subjects for discussion would be
whether or not there was a need to appoint a nevw Research
Co-ordinmator to replace Mr. Heard, who i{s leaving the cowpauny.

4. It was also noted that in view of the current uncertainties
about the future organisation and programme for R&D Mr. Bramley
will {nform Mr. Heard that the Research Conference arranged for
November should be cancelled.

Technology Reviews

65. Teaw members presented summaries of the reviews of technology
which had been prepared for the BAT Industries Board meeting in
October, when each of the Group's businesses is askad to assess
where it stands relative to cowpetition {n the application of
cechanology.

66. Tt was anoted that the assessments showed an improvement in
product quality relative to comperition but primary mamufacture
and leaf processing were seen as continuing areas of weakness.

67. The Chalrman ewmphasised the importance of using I.T. to improve
the effectiveness of the field sales-force and Mr. Pritchard
agreed to organise a meeting to exchange experience in the
application of I.T. to selling.

Technical Issues

68. Reduced Sidestream: It was agreed that although low
sidestream wmight be part of the specificatiomn for a new
product, attempts to teduce sidesctream in existing products did
not appear to be worthwhile since the methods for achieving
this appeared to result in no net gain in the overall
attrac:ziveness of the product.

69. Y-1 Tobacco: It was noted that tests of cigarettes
{ncorporating Y~1 tobaceco were continuing ino the US, Germany
and Brazil.

70. Decomposition Products of Asmoniated Tobacco: Mr Bramley
reported that analysis of the decomposition products of
cigarettes made from ammoniated tobacco had suggested that use
5>f the ammonia process 1n manufacturing has little effect on
the composition of the smoke frowm the cligarettes produced.
further work is in hand te try to discover the vreason for the
observed improvement {a swmoking quality.
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7.. Use of Recoastituted Stems: It was noted that using the
Band Cast system, Brown and Willlamson were able to iacorporate
stem in blended products. They also used Paper Reconstituced
Tobacco (PRT) made for them under contract.

72. Influenced by the lower capital cost, Souza Cruz were
evaluating the DEER process. However, although this might be
acceptable as a short term soluriom it was suggescted that the
Band Cast process should also be evaluated. In addition
they oight alsc consider taking a licence for the PRT process
with a view to exporting the product from Pilrahy.

-3

w

it was noted that Imperial and BATCF were also evaluating
srocesses for f{ncorporaring increased awounts of stem and while
8ATCo nad found this to cause {rritation in Virginia braads,
further evaluations would be made on blended products.

Regulatory Issues

74. ETS: Mr. Pritchard reported that the draft reports by the
US Envirconmental Protection Agency (EPA) on Health Effects of
Passive Smoking and Enviroomental Tobacco Smoking in Workplaces
would not be published or given official endorsement. While
{ndividual researchers could still publish their work this
would reduce any impact which it might have.

~4

w
.

Fire-safe Products: The Congressional task force set up to
develop a standard for fire-safe cigarettes has met and will
contipue with its work. However, they have not yet established
an acceptable test zethod and progress has been slow. The
situation on this will continue to be monitored.

76. Additives Register: Mr. Bramley reported that the
additives register is now cowplete and is operating
sati{sfactorily.

77. Smoking Compendiums: Mr. Bramley reported that updated
versions of the swmoking compendiums have been discributed.

78. Enviromwental Charter: Mr. Broughton reported that the
Group's environmental policy was due to be reviewed at the
October meeting of the BAT Industries Board. Since it was
clear that tobacco cowmpanies could not subscribe to either the
ICC EZnvirompental Charter or to the Valdez Principles, (t was
likely thar BAT Industries would corntinue to have 1ts owm
Environmental Policy, worded in a way which was appropriate co
the speci{fic circumstances of the Group's businesses.
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Operaticg Resulcs

79.

Pinancisl Results: Mr. Broughton reviewed the results for
the half year. The importance of achieving the full year
fotecasts was stressed and it was noted that there had been a
good increase in sales volumes {n July.

Future Meetings

80.

RS/¢p

The next meeting will de on Monday, 2nd December aand weetings
in 1992 have been arranged for Wednesday, 26th February,
Friday, 29cth May and Wednesday, 2nd December. A further
meeting will be held at the begioning of Septemsber but the date
for this has still to be arranged.

13th September 1991
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