
PRESENTATION BY.ULRICH HERTER
AT 1995BATCO GMs CO-NNRENCE

Goodmorningevervoneandthankyou,Barry,foraskinL7me to
talkaboutB.A.T Industries'strategyfortobacco.The findin2s
from thefirstround of management inter-viewsconductedinthe
courseof ProjectBattalionrevealeda considerabledea--r----of
concernabout theGroup'sapparentlackof stratelv.

Le,,me say,rightaway, thatI do notacceptthiscriticismabout
ourlackofstrategy.What I do acceptisthatwe have not
co=unicated our strate@ivclearlyenouah inthepast.Thisis
thereforea good oppor-tunityforme toexplainwhat we are
L--@,,in-todo and why.

Iam (YolnLytoconcentratealmostentirelyon ourtobaccoc@ -
s-zatec,,s"nceMartinBrouahton willbe coverin-ztherolethatt,Y I

-
-

tobaccoisexpectedtoplayinthefuturedevelopment ofB.A.T
lpdustries,and thestratecyfortheGroup as a whole.on the
finalday of thisconference.

As KeithDunt willbe givingyou an updateon Project
Battalionafterthis,I don'twant tosaymuch more thanthat
bothMartinand Iaretotallycommitted totheradicalchan2e
thatBattalionwillinvolve.Battalionfollowson logicall-,-from
themove toend market controland itisaboutnothin2lessthan
therequirementtochan-e thestructureofour orzanisationso CD
thattobaccocan be mana2ed asone worldwide business.
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T-riisdoesnot,however, mean thatwe intendtobecome a

comoan@-withn'aidcent-alcontrol.Our aim istopreserveour
d,-c--,ii:@sedculturebecause itprovidesus withan important
co:nr.ebtiveedce. Our ambitionistoachievetheo-,rearest
possibled----reeof delegation,with absolutelyclear
accountability.

Ti:@ structurewill,atthesame time,provideforclear
stratel-:"Icdirectionand willalsoincorporateverycleardecision
processesforthoseissueswhich cannot,orshouldnot,be left
to-.n@:nark-ets-Two good examples arf--internationalbrands
and-oroductsourcin-,withinwhich Ialsoinclude
irianuiac,,unnc,strategy.Tbat'sallon Battalionfornow.

Our oble--tivesforbothB.A.T Industriesand tobaccoarevery
fo-.us-ld.The primaryobjectiveforB.A.T Industriesisto
pro,.1 - ourshareholders,overthelonc,term,witha totalreturn
abo@--@iheaverage of thecompanies ma@inc, up theFr All-
S'I-ia@,eL-idex.Totalreturnmeasures capitalgrowth and
di%-ide-.id'incomeand isthereforeappropriatefora -roup,like

BAT. thatiscommitted todividendincreasessilnificantivin
excessoftherateof inflation.

BAT's objectivefortobaccoistore-ainour positionas the
wo-:id*snumber one tobaccobusinesswithin10 yearsand
thl-r-.b,.-deliverstrongprofitgrowth. I believethatthis
ob
'
-lec-";veisstretchingbutachievableinvolume termsbutIdo

acceptthatitisunrealisticinprofitterms. rli
CD

It however,maximise theprofitand cashfloa,tothe
Grouc from thetobaccobusinessoverthelonlyterm,without
jeo:)ar@isin2ourshortterm profittarcets.Inthelonc,term, CD

c C>

the:,-V,@ILIbe a virtuouscircleofrisingvalueshare,aswellas
r,;sl-12%-olumeshareand theobjectiveofbein(2number one in

'llbe met.pl-orizte-ms wi
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We will--rowourvalueshareinthosemarketswhere we
alreadyhan,ea lar2evolume share,and we willgrow our

volume inothermarkets.We willalsoinvestinnew markets

and expand throu@zhacquisitions,ifthey make financialand
strategicsense.Last year'sacquisitionof American Tobacco

setsa ver-,-hi,,hstandardfora developed world deal.

In our assessmen@ therearea number of thingsthatwe must

achieve @fwe areto regainthenumber one posiuorlin volume

te= in 10 years:

- maintainvolume intheshhnkinc,US market,buildinaon

tht.-'@mericanTobacco acquisitionand the successof
Kool. GPC, NEsty and Carlton;

- maintainshareinthegrowin- Brazilianand Indian
markets-.

- continueto grow sharein Japan;

- achievea significantpositioninChina;

- establishthejointventureinTurkey-,

- buildon theinvestmentsin Russia and EasternEurope.

As well asthesespecifictar-ets,therearealsosixstratezic
rli

imperativ--s. CD

cm
1-0
r'lli
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Developafocused,se,-Tnentedanddifferentiatedbrand
portfolio

F17s:.,we havetodevelopourinternationalbrandstozenerate
funireprofitand cashflow.Iknow that,in thepast,@ere has
se-.:nedtobe an endlessdebateaboutwhich ofour brands
ac--,allyqualifiedasinternational.Our criteriafortheselection
of'LTitemationalbrandsarethatthey should be seen by the
co-"sumeras internationaland thattheyshould have critical
ma:,s.On thisbasis,ourinternationalbrands are:Luck-3,
S@@e, Kent, PaU Mall.Viceroy,StateExpress 5-55,Benson &
He--'2es,John PlayerGoid Leaf,Barclayand Hollywood.
Ca::ronand SilkCut aretwo new possibilitiesavailabletous
sin:@@@we made thedealwith Amen'can Brands. End of debate!

Ear-@of theseinternationalbrands must be consistenton a
\k,o-'idwidebasis,somethingIacceptthatwe have been weak at
in L-lepast.Ifwe arenottoconfuseour consumers,we must
ha-.-zconsistencyintheproductitself,initscommuriications,iLs
p.7:@:n2and itspacka-cinz.However, consistencydoes not
mean thateventhing hastobe thesame in every place.

Loc@dn2 attheinternationalbrands segment inmore detail,
bo,---thevalue-for-monevand premium secments are-rowin-
alt.@-ou2hvalue-for-moileyisgrowing more quickjv.BAT has a
much highervolume shareinthevalue-for-monevseament
tha::inthepremium segment,which iswhy our international
bp-zdprofitabilityissomuch lower thanPhilipMom*s'.
ToEttherwith theirdominance of theUS market,thisisthe
mp"-lreasonwhy itisunrealisticforus to expecttomatch
Phi-@r)Morn*s inprofitterrnsin10 years.

LO

BAT Industries document for Province of British Columbia 3 November 1999

BAT INDUSTRIES 00096566



Ourprerru'umintemationalbrandsareBenson& Hedges,State
Express555,Carltonand Barclav.Inthenu*dtohiahprice
se-=ent we have Kent and Luck--,@,Strike,with Viceroy,PaU
Mall,John PlayerGold Leafand HoLlywood atthevalue-for-

money level.

Our strate-istobuildon thestrena-tof ourhi2h shareinthe@y I - -
fastzrowine valuesegment,aswellasensuringthatwe are
bettei-placedto caterfortheconsumer who wishes totradeup.

We -expecttheswitchfrom localbrandstointernationalbrands

tobe a aeneraltrend,althouszhitisone which willhappen more
quick-l,,@insome markets thaninothers.The speed of switch
can sometimes be slowed b,.,stronl,supportforlocalbrands
where we arestrongbutwe must acceptthatinternational
brandswiH dominate intheend,even though itmay takesome
time.Of course,localbrandsmay sdE hold significantmarket
positionsiftheyhave been mana2ed welland have atleast
develoi)edintoreo-ionalbrands.

And talkingof regionalbrands.we must obviouslymaintain
ourstrongpositionby supportingselectedbrands.There'snot
quitesuch an 'intensediscussionherebutourmost important
brandsare:Kool and GPC intheu-S-.HB, Princeand kim in
Europe:HiltoninAsia Pacific;Belmont,Derby and Freein
Ladn.-@men'ca;Embassy and Sportsman in Africa;and WiRs
Gold Flake,Scissors,Bristoland illsNavy Cut intheIndian
Su't)-Continent. CD

@t-
L,n

The pn'oritvforrealonaland localbrandsistoaencratecurrent
prof!Lsand cash flow,whilemaintairlinabrand loyaltyand ourc . LO
corporatefnarketshare.Successwit'rirecionalbrands iswhat0
willenableus toinvestfurtherinourintemationalbrands.
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Some of ourregionaland localbrandsarein%illnerable
positionsx,ltholdor weak-campal-ODs,so we arerevitahsinatheCP
commur@cat:ionsforbrandslikeKool and EB. and must
continuetodo so,tomaintainour market share.

BAT alsoneeds totakeadvantageof theopportunitytodevelop

a freestandin-Li-htsbrand,so thatwe can takea stronr,
positioninthe-Towing Lightssegment,where ourtwo main

candidatesareKent and Barclay.We alsoha,,-.-opporturu*ties
withCarltonand SilkCut,so we arewellplacedtocapitalise
on theworld market'sc-,radualshifttolower tarand nicotine
levels.

Inourassessment,thereisa limittohow fara fullflavour
brandcan be stretched.PhilipMorris,forexample,have not
yetsucceededwithMarlboroUtra LlcyhtsintheUS, despite
manv yearsoftestino,.Thisreaev shouldgiveBAT the
opportumtvtodevelopa brandacainstwhich Marlborocan't
currentlycompete verywell.

We need tofocusourresearchand development on improvinc,
productand smoldna quality,aswellas ceneratin--enuine
innovationswhich can be used to(Yaina competitiveadvantace.
IntheLlqhtsand LTItraLiahtssegment,forexample.itmust be
ouraim toachieve-,reaterconsumer satisfactiondm can be
offertdbv ourcompetitors'brands.

Inordertodriveourbrandportfolio,we obviouslyhave to r,@j
improvetheeffectivenessofourmarketinrspend. As an CD

example ofwhat nottodo,Ineed do no more thanmention the @_n
inconsistentlevelof supportforLucky Strikeovertime,alonc,
withitsva@iouscampai--ns.
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L-%.,,iother 'nstance of our wilhn(yness to embrace what mis!ht
appear to be a culturalchansze,in BAT's terms,can be seen in

thefactthatwe arenow preparedtoentercontract
manufactlihnc,ao-reementsand even tolicenseour trademarks,

ifj*oi-ntventuresor otherentryroutestonew markets arenot

feasible,forthetime bein-. The examples herearePoland,

Turkey and China. I acceptthatthesearrangementswill

,c,ene.-atelower absolutelevelsof profitthan fullscale
oper-auons,butthey should stillproduce ven, attracti%,eretums

on our investmentand providethebase forus to rea--hour

ultimateobjectiveofestablishin2fullvfledledjointventures.I -

Have an excellenttrademarketing and distribution
capabilityin theend markets

Movin- bevond thebrand portfolio,we must focuson izaininc,
advanta2efrom trademarketingand distribution.All ofyou

who have heard Hans Niedermann on thesubjectshould not
need me to persuade you thatthisisan easierareathan some

ix'her--Laininga comt)etifiveadvanta2eisconcerned.

Furthermore,where media isnot available,tradema.,ketin2is

theonly toolthatcan be used tobuildour brands.

Minimi e supply chain costswithin the constraintsof the
marketing objectives

The efficiencieswe can achievethrouch trademarketinc,must

be reinforcedby a continuousreductioninour umt costs.I

acceptthat,with our wide ranceof brands and lar-ernumber of C:)
factories,we do not have theeconomies of scaleto be the

lowestcostprovider,worldwide,intheshorttomedium term.
But think-of theopportunity!

co
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T.,iatiswhy sourcingdecisionscannotbe leftsimplytothe
discretionofend-marketmanagers.They have tobe decided
centrallyso thatoursourcinc,,andfohowin- on from those,
capacityand expendituredecisions,.can be optirm'sed,
,A-orldwide,intermsof cost,qualityand themarketingaspects
of"Made inEngland"or"Made intheUSA".

Our mar.1-etingstrategywillmean supportingfewer brandsand
sn-lesinfuture,althougha brandorstylewillonlybe dropped
completelyifitisnotprofitable.The developmentoffreetrade
,A-IHincreasinszlvallowus tosupplyone market ftom a factory
inanothermarket-even thouchtherewillstillbe some re--ions
@k-herethebestlow costoptionwillstillbe tohave local
.fac,on'es,so thatwe can avoidhighi orttariffs.@ IMP

We alsoneedtoensurethatwe achievea competitive
advanta2efrom ourpositioninLeaf.Thereissome evidence
±.attheedgepro'V'Idedbv Leafislessthanitused tobe,sowe
riet@dtodecidewhether@e businessshouldbe continuedon the
,,),,isirmsof nim= timeandmaximum profit,orevenwhetherit
shouldstillbe partoftheGroup'scorebusiness.

Establishleadingpositionsinprioritymarkets where we
arenot alreadystrong

Leafhascertainlvgivenus an advantageinsome ofthenew
businessdevelopmentmarkets,where tobaccoisan important
crop,andwe have alreadyaciiievedinvestmentsinmanv of our CD
pi-oritymarkets,particularlyinEastem Europe and theformer
So@@etUnion. The remainin-topprioritymarkets areChina,
urkev,Polandand Vietnam.
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We arealsounder repres-Iritedinmanv of theworld'slarcest
and most profitablemarkets,such as Italy,France,Spain and
theUK. In aU ofthese,thtonlyreahsticway toachievea
majorpositionina relati,,,eivshorttime scalewould be tomake
an acquisitionbut any acow*sitionhas tomake strategicand
financialsease.

Lastyear'sA-mericanTobacco =saction isa good example ofC)
how expansionindevelopedmarkets can balancetheriskof
investin2indevelopingmarkets,particularlywhere payback
periodsand remittableea=' as areconcerned.

Support consumers' freedom of choicetosmoke

O,ieofthestiate--lcimperativesthatinevitablyinvolvesa
lonzerpa%rbackperiodisourcornim'tmenttosupport
consumer,-@'freedom of choicetosmoke. We do intendtotake
a hiszherr)roa-iepositioninternationallyand attemptto"get
scienc--back "Lntothedeba:-.".

The World HtalthOrcanisarion'sBeijinc,conferencein 1997
willprobabl,-tar2,ettheacti,.,itiesof tobaccomultinationalsin
developinz@a@@ers. We clearlyneed todo whatever we can to
rnininiisean@,-riskthattheIonferencemight damage our
business,par-icularlyinChina.

Wt willa.Iso-,ontinuetolobby againstexcisetaxincreases

wherever possible,so astosupportour consumers and, CD
particularl,@,intheEuropean Union, work fora taxstructure r-.
,.,@,hichwould diminishther)ricedifferencebetween localand
internationalbrands.

co
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Ensuremana,-,ersinkeyfunctionsarefirstclass

JustasimportantassuT)portLnzourconsumersisensur'msithat
we, ourselves,have firstclasspeopleinourkey functions.In
pardcular,we must continuetostrenc-,thenour marketingskills

so thata state-of-the-artbrandmanagement capabilitycan be
developed,

We do need.however.torecoomse thatsome of our operationsc
willbe orientatedtowardslow --Towthand costreductionand
thattheskillsneeded forthem ;iflbe different,althouzhno
lessimportant.

Conclusion

Ibelievethattheseei2htsu-ate-aic'unperativessimply must be
m--r-ifwe aretoachieveourobjectiveofbecoming theworld's
number one tobaccocompany within10 years.Ido notexpect
ever-voneto ac--reeI'll-itheverydetailbut Ivery much hope that

thebroad thrustisnotonlyclea-rbutacceptable.Before Ihand
toKeith,Ijustwant tomake one lastremark tomake it

absolutelyclearthatwe have a stratec,and explainhow vouY
come in"and can contributetoourvisionofrec,,aininzthe
number one positionworldwide.

Lastyear,thecentreprovidedfouracquisitionswhich will
contributesome 50 billions6ckstoourtotalGroup volume this
year.We arelookingforyourcontributionand helpin CD

increasinc,market shareand volume inour existin-markets.as
wellas,ofcourse,inexports.Withoutyourcontributionwe
IVII-illnot achieveouroverallobjective.Let'sbe absolutelvclear co
about that.- .10

@10
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Now overtoKeith,who isL7oingto2iveyou an updateon the
proo-,ressofProjectBattalion,afterwhich he and I willbothbe
happy toanswer your questions,whetherthey'reon thetobacco
sirate.-yoron ProjectBattalion.Tiaevarebothequaby
unportant,because Battalionisverymuch thekey tothe
successfulexecutionofwhat Ibelieveisa coherentand
ambitiouss=te,-,y,reflecdnc,thevitaiimportancethatB.A.T
Industriesattachestothetobaccobusiness.

CD

Ln

C:D
CD
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