
BATCO, OPERATING GROUP

KEY AREA - FINAL4CE

Changesfrom 1991Key AreaPaperareindicatedby doublelinesinrighthandmargin.

I,NTRODUC7TION

This paperseeksto establishthe financialprioritiesof BATCO. and to confirmthe
minimum levelsof financialperformanceacceptablefor BATCO. and itsOperating
Comp3nim Itincorpor-atestheJuly 1991 financialguidelinesfrom BAT Industriesand
th,!financialissuesarisiiigrroiiithe BATCO. 5 yearplan 1992- 1996,togetherwiththe
eNpect3tionsfrom theBATCO. oper3lingcompanies tobe reflectedintheir1993 - 1997
company plans.

The financialperromi3ncetargetedforBATCO. sliouldbe setagainstthe objectivesof
BA i-Industries,which include:-

"Providean above-aver3gereturnto shareholdersthrough dividendsand capital
appreciationbased on 3 sustainedtrendof above-avemge groivthin Eamings Per
Share.achievedby developingand exp3ndingtheGro!pp*sactivitiesinTobacco and
FinancialServices.

However, enipliasisA-illalsoneed tobe giventoimprovingprorit3bility.toreducing
costsand to improvingassetproducti%-ity,ensuringthateachactivitywithintheGroup
acliievesa returnon assetswhich %killgeneratea netcash flow sufticientto pay a
dividendand to fundtheinvesinientnecessarytosupportabo%-e-averagegm%,ith".

ine follo@&ingareasarecovered:

(i)Gro%%IliinProfitability.

(ii) Rcttitnon 4e(OperaiiiigAssets(Ilistoricalonly),

(iii)IntcrestCover andDebt Ni3nigctiient.

(iv) TaxatioiiiM,.in3gcnietit.

(v)Retum on Sh3relioldcrs'Equity.

(Vi) Cash h13n-igeiiieiitoi)dCash Gencratioiito BA*rco.

(vii)StaiidardFin3ncePoliciesAppiic3bleto OperitingConiponiesand Finance
Directors'Cliecklist.

B.-NTC_Q3 n3ticialPosition1988 - 19_EL .26issuniniarisedinAppendix 1.
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(i)Growth inProritahih!X

The currentBATCO. planprojectssterlingpre-taxprofitgrowth of 10.8% 1993
over 1992 and 10.6%.'overthe period.To meet the aspirationsof BAT Industries.
profitgrowth of 15% p.a.in sterlingis requiredfrom the 1992 base. Certain
companies willbe unableto achie%-ethisevery year.but itshould be targeted,
panicularivror1993,exceptwhere itputsat riskthe longerterm viabilityorthe
conip3nV. In przcticeBATCO. seeksto achieve thisgrowth levelon a published

quanerl'ybasis.

Intargetingindividualcompany profitgro%%Ih,considerationshould be given tothe

following-.-

(1) Those companies thathave the potentialto produce costsavings.betterasset
utilisationand efriciencies,and disposalof non or under performingassets.

One ofthekey BATCO. objectivesistobe the lowestcostproducer,ineach Of
the markets %%-Iierewe operate. A 5% p.a.real reduction%6'General
Admiiiistr-ationcostsshould be t,-irt,,eted.

(2) A major detemlinantof proC,.tabilityisthe levelof ractorysellingpricesand
COMp3nies shouldensure tilatas a generalrule cigarettesdo not become

cheaperinrealterms.

(3) Excise is the 1-.)rgestsingleitem of cost and companies should regularly
reviewtheirexcisesystems A-itha view to ensuringthe key objectivesof all

interestedpartiesarebeing achieved. @Vhcrethisisnot thecaseconsideration
shouldbe given topursuing3 more proactiveapproach with theauthoritiesto
iniprovethe overallposition.Itissuggested companies should addressthe
o@,erallsubjectof exciseas 3 separateissueinthe company plan. An Excise

Key Area Paper isalsoavailableas3 reference.

(4) -niefinancialpositionand marketingactivitiesof thecompetitionand bow it
islikelyto inip3ctan itieoperatingconipany forecasts.

i) Retum isiqriulbasis

The July '19l))Guicielinesrecei%-edfrom BAT ln(lustriesstatedthit:-"BATCO.
should ainito 3 IIIS10fiCCOSIRC!UM 0(31 least40% fortheOperatingGroup
as a %viiol,%%ithcicliiiidi%-ictualtusiiiessiciiic%,iiigatleast25%."

INI,p.@pdt@_11Iiigliligiiisthosc cc.,ip:,tties@@tiereII)ehisiorIC31RONA isbelow 25%
and whcie ilieforecast1993 returiitslo@%erilianthe 1991 actualor 1992 budget.

ItissuggestedTerTitotialDirect.-@rsititiFinance Adviserstirgetindividualcompany
historicalRONA's bised ulic@ncurrent forecastsand known iiiipro%ement
opportunities.

Wliiiespeciricrererencesto CCA returnsand targetshave been excluded,those
coinp3niesoperzlinginterritoriesprone to inflationand devaluationmust continue

to constantlynionifortheirperfor-nianceso iliatthereisno overalldeteriorationof
thebusinessinrealtoniis.CCA niay need tobe continuedincertaincircumstances

and otlier-,iiaiiigeiiietitmelsurenientand monitoring techniquesincludeeffe4Ctive
use of rcpliceniciltcostingfornian-,igingpriceincreasesand tiglitcashcontroland

c3sli flow iiiin.-igement.TerritorialDirectorsand FinanceAdvisersshouldtarget
those companies that irevuiiiembleand ensure properman.-igetilentcontrolsare in

place,
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The developnientsat BAT Industriesregardingchanges in accountingfor the

Group's Brazilianinterestswillbe monitored to see ifthey are applicableto
BATCO.

(iii)InterestCover and Debt %f3n:iCement

Allcompanies should seek to limitinterestcover to not lessthan 7 times. The
situationgivingriseto low interestcover in Indonesia.Panama, Cameroun, South

Africa Foods and Chile Agribusinessshould be examined to ensure we are
continuingto structuredebt inthemost cos!effectivemanner.

Many OperutingCompanies stillhave potentialforincreasingtheirlocalborrowing
without reducingintcret@icover to below 7 times. Where appropriateand
particularlyifthe flow or funds tothe shareholderscan be increased,a higherlevel

of localborrowingand lower levelof interestcover shouldbe pursued, However,
the impact of any sigiiificantnon-forecastexpenditureon the BATCO. group

debL/equitypositionwill need to be consideredbefore approval. Within this
framework, individualcoiiipanyDebt/Equityratiosof 50*/o.and even higherin
shortlemi instances,areacceptableand, withinthiscriteria.thereisgreatpotential
forfuritierincreasingdi%,idendflows.

Conipanieswhere the interestcover ishigherthan 12 times and can be classifiedas
having surplusfinancialresourcesincludeCosta Ric2.Honduras (1993 onwards),
Malawi, Nliuritius.WillsPNG (1993 onwards),Wills(,New Ze3land),Singapore.

Conip3nies with vinually no interestpaid also include BAT Suisse,

BATNederland, Nic:iragja,Nigeria,BAT Zimb3bwe, Uganda, Malaysia and
Barbados.

Local reniittanceproblems should not prohibitmaximum permissabledividend

declarations.

(iv) Taxation '@lani-ernent

In 1992 the BATCO Group willsuffercorporatetaxesof Ll 13nin of which over
80*,'*3ri$eS OL]IsidetheUK.

The ritoupeftecli%,ctixrnt,:li.-isiiiiprovedrrom 27.801.in 1990 to 25% in 1991 and
is rorecistat 22.5l,'*in 1992. Thercaflerthe rorm-istraredeterioratesto 24% in

1996.

Tax miii3gcnient pl@)crsissued to illcc-iiipaniesreiiiainrelevant. Atten(ion is

particularlydrawn to:

a) The UK IniatidRe%etiuc's cotileiifionflialBATCO is recovering insufricient

costs froiiiitsopemting coniiiiiiiesin respectof T & A fees and R & D

recovcries. All effortsshould be made to increasedirect iiiconicflows to the

tJK ind reduce Niiilbi,-ikexposure in this2rea.

b) The effeciive UK iiv,rate of 8% nicans that the Group's overall tax efficiency

improves by the niaxiiiiisationof local borrowings and the niiiiiniisationof

sliirchoitlersfuiidsthrougli high dividend distributionsand the consideration

ofcapit3i re(luctioiischemes.

L.n
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(v) Rflum on Sh3reholders'Fund

The BATCO. Group historicalrelum on ProritAfterTax to Shareholders'Funds
improvedto29.2% in 1991 and isforecztto riseto32.1% in 1992 and to 32.8% in
1993.

To enablethe Group'scash generationobjectivesto be met, the overallkey
financialcriten3must be regardedas proritaftertaxremm on shareholdersfunds.
Thisalsoencompassesdebt,cash,and taxationmanagement from theprofitsangle
andthequantumsof dividend,capitalreductionsand retentionsinthebusinessfrom
theshareholders'fundslevel.

T'heobjectivemust be forthereturnon shareholdersfundsto increaseata f=er
ratethanRONA. However, the followingcompanies have a staticjfailingreturnon
shareholdersequity:-

Spain(1993) ExportLeaf

Cyprus(1994) Cameroun
Nobleza Uganda
Republic(1994) Singapore(1993)
Suriname Pakistan(1993)
Nigeria(1994) Bangladesh(1994)

The followineconipa:iieshave a returnbelow 200/.:-

Wills(Australia) S.A.Food (upto 1994)
N13laysia S.A.Tobacco(upto1993)
Indonesia Suriname(1993onwards)
Pakist3n(1993 - 1995) Spain(1992onwards)
Ban-,13desh Suomen (1992)
E.,.portLeaf Cyprus(1992)

The follo%4ingconipanieshave a tetum on equitvgrowingslowerthanRONA (over
ilicperiod1991- 1994):-

Spain Aureol
ChileGroup ExportLear

Re,-ublic Cameroun
li@,lilur3s Uginda

zan Wills(Australia)
B@,,bados Wills(PNG)
Ni,eri3 \1313YSia

Kenya Indonesia
S A Tob3cco Siiigipore
SA Food Bangladesh
%falawi Ccylon

Simtegiessliouldbe developedwiththeoperaiiiigconip3iiiesiliato%-era periodof
timereversethedecliningtrendsand improvethereturnon shareholdersfundsboth
inquaiitunitennsand ata fzirl= thanRONA.

(vi) C:izhN "n rtmttlLaDIL@Ca nem(iontoBATCO.

Sound cashi)ianagement,togetlierwithriskaillerseTreasuryman3gement and the
maximum generationor cash by operatingcompanies and remittancesto BATCO.
shouldbe regardedasa key 3tcaforinclusioninallcompany Guidelines. Ln

CZ)
Mi
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The ManageableCash Flow figurein the new Cash Flow reportingislikelyto
become thebasisforfutureguidelinesand itissuggestedan appreciationofthis
areaistargeted.

A. From ODeratinpConipaniesto BATC

This is reflectedin the minimum dividend declarationsrequiredby
BAT Industriesfrom BATCO- which increaseat 12% reflectingnetinterest
growingata lowerratethantradingprofit.

T'heimprovingRO'4A returns,ihelimiteduseofdebtwithinthemajorityof
theBATCO, businessesand thetrendsin thereturnson shareholdersfunds
indicatesubstantialamounts or cash withincertaincompanies thatare
basicallysurplusto requirementsfortheongoingsizeof theexistingtobacco
operntions.

followingtheB ATCO, dividendrequirenientsand uniquetaxpositionofUK
income,guidelinesto operatingconip3niesshouldemphasisethe need for
niaximisingUK remittancesvia the UK companies,ie. SATCO.
BAT (UK & E) or HenriWintemiansUK. T*nefollowingspkificissues
shouldbeaddressed:-

(a) Dividendsshouldbe ninxirnisedand localconstraintschallenged.
Surpluscashand under-utilisedborrowingpotentialwithincompanies
isbasicallyfinanciallyinefficientrrom an overallBAT Group position.
Inparticularany forecastcash buildup shouldbe addressedviathe
guidelines.

(b) Payments by OperatingCompanies for specificexpenses such as
royalty,T & A Fees,R & D. insuranceplacedwithTIC, etc.arehighly
taxefricientas they aregenerallyallowedforw in the operating
compan,vand subjectto low tax in theUK. Purchaseof operating
conip3nvtradeni3rksby thecentrecouldbe financiallyattractivewhere
itprovidestaxefricientUK royaltyincomeand providesthecompanies
withcasli%vhichcan eventuallybe repatriatedas dividends.

(c)The use of capitalreductionschenies.This isp2rlicui3rlyariractive
follonvingtherciiiovalof pre 1.4.1982gainsfrom UK CapitalGains
Tax. This optionsliouldbe e-,plored%%ithallcompanies thathave
StliplUS rill.InCT31rescurtes.A paperon CapitalRe-ductionsisavailable.

(d) Fur conipanicsinCetitml\iiierici,Caribbeanand Afric3,continuing
efronssliouldbe iiiideto releaseBATCO. blockedrundswhich at
Deccniber1991 has a noiiiinalbook vilueof L]4.5mn, comprising
iiiiinlyofinvisibics,eg.Dividends,T k A Feesaii(IRoyalties.Such
inconieisr)nlvtikentoBA'rco. profits%hen received.

c7N
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While encouragingprogresshas been made. principalamounts
outstandingand possiblevaluethatcould be realisedgiven the
opportunityinclude:-

Local Potential
Currency Sterling Total Value
Based Based L 000's f 000's

Nigeria - 1,778 1,778 -

Ghana 875 69 944 900
SierraLeone 542 2.449 2,991 750

Uganda 1,117 308 1,425 1,400
Nicar3gua 582 592 550
Suriname 1,576 540 2.116 Soo
Demerara 30 2.587 2,617 2,600
Zaire 20 852 872 6()0

All legalniethodsof extractingblocked funds shouldbe examined,
includingdebt s%%aps.counter-tradingand othermethods including
charitabledonations.%vhichhave taxadvantages.A policyswenient
on Sw3ps was issuedin1989.

\klhereitisnot possibleto organisetheimmediate relea-@eof blocked
funds,then arr3neementsshould be made to ensureth3tthey are
investedinsuch a %16-ayas tomaititaintheirvalueinreafierrns.normally
in a readilyrealisableform so that repatriationcan takepl3ce
immediatelyanyopponunityarises.

B. N@'ithinp&DiLnL,Companit

With the incre-.isedeniphisis-on cash-and -asse-nianagenit:nr-it-may be
appropri3te,p3nicularlyinhigh inflationterritories.toseta \carend cash
balanceobjective.

Coniponiessfiouldainitobringtheirexperiisein cash flowm3nagement and
forecastingto the same genernilevelor accuracyas reflectedin profit
m3n3gciiient.The recciillyiiilroduredQuarierlyCash Flow rep,,rtingshould
no\\ be used to ensureiiiisI)oppcnsand to identifyiiiimediatelythose
coii)paiiiesthathave a ncgiti%ec,-ishflowor itc gencmtinglesscashthan
butigetedso thatcoirwi%-e.3L;ti,,ncin be taken.

Guidelinesto OperatingConipiniesshould make referenceto the "asset
tumover ratio"requiredas an overallmea-qurementof cfric@.encyOf asset
management ind tirgetsset\kliererztesare umcceptableor declining.
Appendix IIIliiglitiglitsthoseareaswlicrethe kssetlumo%-erisbelow the
group averat!eordeclining.

With voluniegro@@ihopportunities,largelythroughexports,nonvemerging in
severalconipiiiies,extravigilanceisrequiredtoguardagainstoverstocking
and subsequentassetturnoverratiodeclines.

CN
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The recentassetproductivityexercisepmvided theopporlunilyfora thorough
andongoing reviewor allnon and underperformingassetsand methods of
improvingthe balancesiteetratios.liquidity.assetuiiiisationand theasset
turnoverratio.There aremany remainingdisposalopportunitiesthatshould
be takenas soon as practical.

Investmentlevelsin Fixedand CurrentAssetsare largelygovemed by
volumes,and so theaccuracyofsalesforecastingisvery relevant.This is
generallyacceptedby most companies,but it may be appropriateto
emphasisethatwhere salesforecastsarenotbeing achieveditisimportantto
reactquicklyto adjuststocklevels.

Capitalexpenditurerecommended by the OperatingCompanies should be
reviewedby TerritorialDirectorsbeforeinclusioninthe BATCO. Company
Plan,and the principlesoutlinedinthe paper "FinancialRetum on New
Investment"should be folion%-edin operatingcompanies when evaluating
proposals.

(vii)Standard Fin3nc s Applic3bleto Operat*ngCompanies and Finamu
QirectorsChecklist.

invie%vofthehighprofileor the !roup,itsactivityinvariousfinancialmarketsand
as a pre-requisiteto BATCO. beiiic,a %vellmanaged group of companies itisvital
thatthesedisciplinesareadhered 10 at 311 times. TerritorialDirectors,Finance
Advisers.OperatingCompany No.I'sand theirFinance Directorsand staffmust
ensure,parlicularly"here staffchangesoccur,th3tawarenessand implementation
ofthesepoliciesismaintainedatalltimes.Unfortunately,seriousIipsescontinue
and c-Q-mpEtzincewi at alltimes mu5t be re:tmphiisi-ced
contin@db, Coverage of such issuesas dividendlevels.bor-rowingarrangements,
new company formations.etc.inConipany Plansdoes notremove therequirement
forspecificappro%-alatthea@tualiiiieorimplenient:)tion:

April1992
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