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BATCO, OPERATING GROUP

KEY AREA -FINANCE

Changes ftom 1991 Key Area Paper areindicatedby doublelinesinrighthand margin.

INTRODUCTION

This paper seeks to establishthe financialprioritiesof BATCO. and to confirm the
minimum levels of financialperfortnance acceptable for BATCO. and its Operating

Companies. Itincorporates the July 1991 financialguidelines from BAT Industries and

the financial issuesarising from the BATCO. 5 year plan 1992 - 1996, together with the

expectations from the BATCO. operating companies to be reflectedin their 1993 - 1997

company plans.

The financialperformance targeted for BATCO. should be set against the objectives of

BAT Industries,which include:-

"Provide an above-average return to shareholders through dividends and capital

appreciation based on a sustained trend of above-average growth in Eamings Per

Share. achieved by developing and expanding the Group's activitiesin Tobacco and

Financial Services.

However, emphasis will also need to be given to improving profitability,to reducing

costs and to improving asset productivity,ensuring that each activitywithin the Grou

pachieves a return on assets which will generate a net cash flow sufricientto pay a

dividend and to fund the investment necessary to support above-average gro%k-th".

It is necessary to achieve our profitsand UK cash flow targets.not only to meet our

shareholder expectations,but to produce the funds that will enable us to reinvest behind

our intemational brands and to take advantage ofthe new investment opportunities that are

expected to occur.

A major initiativewill shortly be launched that gives companies an ongoing methodology

for checking thatBrand Valu isbeing well managed and consistentlyenhanced. This isa

management exercise and it is not intended to value brand goodwill for statutory

accounting purposes.

The Key Area Paper covers the following 3re:is:

(i)Gro%@ih in Profitability.

(ii) Return on Net Operating Assets (Historicalonly).

(iii)InterestCover and Debt Nf3n3gement.

(iv) T,3xilion Management.

(v) Return on Siiareholders'Equity.

(vi) Cash Management and Cash Genemtion to BATCO.

(vii)St3ndard Finance Policies Applicable to Operating Companies and Finance

Directors'Checklist.
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13ATCo.'sFinancial?osition1998-1996issummarisedinAppendix1.

(i)Growih inProfitabiuLy

The currentBATCO. plan projectssterlingpre-taxproritgrowth of 10.8% 1993
over 1992 and 10.6% p.a.over the period.To meet theaspirationsof BAT
Industries,prof-itgrowth of 15% p.a.insterlingfrom BATCO. intotalisrequired
from the 1992 base- Certaincompanies willbe unabletoachievethiseveryyear,
but itshouldbe targeted,particularlyfor 1993,exceptwhere itputsatriskthe
longerterm financialgrowthofthecompany. InpracticeBATCO. seekstoachieve
thisgrowth levelon a publishedquarterlybasis.

In targetingindividualcompany profitgm%%,ih,considerationshouldbe givento the
following:-

(1) Consistencywithinternationalbrandand market shareobjectives.

(2) Those companies thathave thepotentialto producecostsavings,betterasset
utilisationand efriciencies,and disposalofnon orunder performingassets.
One ofthekey BATCO. objectivesistobe thelowestcostproducerof quality
cigarettesineach of themarketswhere we operate.A 5% p.a.realreduction
inGeneralAdministrationcostsshouldbe targeted.

(3) A major determinantofprofitabilityistheleveloffactorysellingpricesand
companies should ensurethatas a generalrulecigarettesdo not become
cheaperinrealterms.

(4) Exciseisthe largestsingleitem of costand companiesshouldregularly
reviewtheirexcisesystemswitha view toensuringthekey objectivesofall
interestedpartiesarebeingachieved.Where thisisnotthecaseconsideration
shouldbe giventopursuinga more proactiveapproachwilhtheauthoritiesto
improve the overallposition.Itissuggestedcompaniesshouldaddressthe
overallsubjectof exciseas a separateissuein thecompany plan.An Excise
Key Area Paperisalsoavailableasa reference.

(5) The rinancialpositionand marketingactivitiesofthecompetitionand how it
islikelyto impacton theoperatingcompany forecasts.

(ii) Retum on Net Operntini?Assets(Historic3ibasis)

The July 1991 Guidelinesreceivedfrom BAT Industriesstatedthat:-"BATCO.
shouldaim to achievea historiccostreturnof atleast40% fortheOperatingGroup
asa whole with eachindividualbusinessachievingatleast25%."

Append4x IfI)ighliglitsthosecompanieswhere thehistoricalRONA isbelow 25%
and where theforecast1993 returnislowerthanthe1991actualor 1992budget.

ItissuggestedTerritorialDirectorsand FinanceAdviserstargetindividualcompany
historicalRONA's based upon currentforecastsand known improvement
opportunities.

C:)

co
117%

BATCO CONFIDENTIAL - CATEGORY 1: MINNESOTA TOBACCO LITIGATION.

BATCO document for Province of BritiSh Columbia 23 April 1999

BATCO 00115264



-3-

While specificreferencesto CCA returnsand targetshave be= excluded,those
companies operatinginterritoriesprone to inflationand devaluationmust continue
toconstantlymonitortheirplnformanceso thatthereisno overalldeteriorationof
thebusinessinrealterms.CCA may need to be continuedincertaincircumstances
and othermanagement measurement and monitoringtechniquesincludeettective
use of replacementcostingformanaging priceincreasesand tightcashcontroland
cash flowmarugement. TerritorialDirectorsand FinanceAdvisersshouldtarget
thosecompanies thatarevulnerableand ensurepropermanagement controlsarein
place.

The developmentsat BAT Industriesregardingchanges in accountingfor the
Group'sBrazilianinterestswillbe monitoredto see iftheyareapplicableto
BATCO.

(iii)InterniCover andDeb, Manaf!enient

All companiesshouldseekto limitinterestcover tonot lessthan7 times.
csituationgivingriseto low interestcover in Indonesia.Panama. Cameroun, So,@h

Africa Foods and Chile Agribusinessshould be examined to ensurewe are
continuingtostructuredebtinthemost costeffectivemanner,

Many OperatingCompanies stillhave potentialforincrewingtheirlocalborrowing
without reducinginterestcover to below 7 times. Where appropriateand
parlicularlyiftheflow of fundstotheshareholderscan be increased,a higherlevel
of localbortowingand lower levelof interestcovershouldbe pursued.However,
the impac, of any sienific3ninon-foreC2Stexpenditureon the BATCO. group
debt/equirfposition%L-illneed to be consideredbeforeapproval. Withinthis
fr2mework.individualconipaiiyDebt/Equityratiosof 50*lo,and even higherin
shortterm instances,areacceptableand. withinthiscriteria.thereisgreatpotential
forfurtherincreasingdividendflows.

Companies where theinterestcoverishigherthan 12 timesand can be classifiedas
havingsurplusfinancialresourcesincludeCosta Rica,Honduras (1993onwards),
,Malawi,Mauritius,WillsPNCI (1993onwards).Wills(New Zealand).Singapore.
Companies with virtuallyno interestpaid also includeBAT Suisse,
BAT Nederland,Nicaragua,Nigeria,BAT Zimbabwe, Uganda, Malaysiaand
Birbados.

Loc3i reniiti3nceproblenisstiouldnot proliibitmaximum permissabledi%-idend
declarations.

(iv)Taxation %lanagenient

In 1992 the BATCO Group willsuffercorporatetaxesof E113mn of which over
80% arisesoutsidethe UK.

The Group effectivetaxratehasiniprovedfrom 27.8% in 1990to25% in 1991and
isforecastat22.5% in1992. Tlicreafterthe forecastratedeterioratesto24% in
1996.

Tax man2gement p3pei7sissuedto allcompanies remain relevant.Attentionis
particularlydrawn to:

a) The UK InlandRevenue'scontentionthatBATCO isrecoveringinsufricient
costsfrom itsoperatingcornpaiiiesin respectof T & A feesand R & D
reco,.-eries.Alleffortsshouldbe niodeto increasedirectincome flowstothe C7%
UK and reduce\Iillbankexposureinthisarea. C'Z)
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b) Tle effectiveUK taxrateof8% means thattheGroup'soveralltaxefriciency
improvesby themaximisationof localboffowingsand the minimisationof
shareholdersfundsthroughhighdividenddistributionsand theconsideration
ofcapitalreductionschemes.

(v) Returnon Shareholders'Funds

The BATCO. Group historicalreturnon ProfitAfterTax to Shareholders'Funds
improved to29.2% in 1991and isforecasttoriseto32.1% in 1992 and to32.8% in
1993,

To enablethe Group'scash generationobjectivesto be met. the overallkey
financialcriteriamust be regardedasprofitaftertax returnon shareholdersfunds.
This alsoencompassesdebt,cash,and taxationmanagement from theprofitsangle
and thequantumsofdividend,capitalreductionsand retentionsinthebusinessfrom
the shareholders'fundslevel.

The objectivemust be forthereturnon shareholdersfundsto increaseata faster
ratethanRONA. However,thefollowingcompanies havea static/fallingreturnon
shareholdersequity:-

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

The followingcompanieshave a returnbelow 20%:-

Wills(Australia) S.A.Food (upto1994)
M31aysia S.A.Tobacco(up to1993)
Indonesia Suriname(1993onwards)
Pakistan(1993- 1995) Spain(1992onwards)
Bangladesh Suomen (1992)
ExportLeif Cyprus(1992)

The followingcompanieshavea returnon equitygrowing slowerthan RONA (over
theperiod1991- 1994):-

Spain Aureol
ChileGroup ExportLeaf
Republic Cameroun
Hondums Ugaiida
Morazan Wills(Australia)
Barbados Wills(PNG)
Nigeria Mal2ysia
Kenya Indonesia
SA Tobacco Singapore
SA Food Bangladesh
hialawi Ceylon

Strategiesshouldbe developedwithtiieoperatingcompanies thatover a periodof
timereversethedeclinin_ctrendsand improve thereturnon shareholdersfundsboth
in quantum tertnsand ata fasterrat thanRONA.
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(vi) CAsh Manatrement and Cash Generation toBATCO.

Sound cash management, togetherwith riskaverseTreasury management and the

maximum generationof cash by oper2tingcompanies and remittancesto BATCO.

should be regardedasa key areaforinclusioninallcompany Guidelines.

The Manageable Cash Flow figurein the new Cash Flow reportingis likelyto
become the basisforfutureguidelinesand itissuggestedan appreciationof this

mm istargeted.

A. From Operatingrompanies to SATCO.

This is reflectedin the minimum dividend declarationsrequiredby
BAT Industriesfrom BATCO. which increaseat Irle p.a.reflectingnet
interestgrowing ata lower ratethan tradingprorit.

The improvingRONA returns,the limiteduse of debtwithinthe majorityof

the BATCO. businessesand the trendsin the returnson shamholders funds
indicatesubstantialamounts of cash within certaincompanies thatare

basicallysurplustorequirementsfortheongoing sizeofthe existingtobacco
operations.

FollowingtheBATCO. dividendrequirementsand unique taxpositionof UK
income, guidelinesto operatingcompanies should emphasise the need for

maximising UK remittancesvia the UK companies, ie. BATCO.
BAT (UK & E) or Henri Wintermans UK. The followingspecificissues
should be addressed:-

(a) Dividendsshould be maximised and localconstraintschallenged.
Surpluscash and under-utilisedborrowing potentialwithincompanies
isbasicallyfinanciallyinetticientfrom an overallBAT Group position.

In particularany forecastcash build up should be addressedvia the
guidelines.

(b) Payments by Operating Companies for specificexpenses such as

royalty,T & A Fees,R & D, insuranceplacedwithTIC, etc.arehighly
taxefricientas they are generallyallowed for tax in the operating
company and subjectto low tax in the UK. Purchaseof operating

company trademarks by thecentrecould be financiallyattractivewhere
itprovidestaxefricientUK royaltyincome and providesthecompanies

withcashwhich can eventuallybe repatriatedasdividends.

(c) The useof capitalreductionschemes. This is particularlyanractive
followingthe removal of pre 1.4.1982gainsfrom UK CapitalGains
Tax. This optionshould be explored with allcompanies thathave
surplusfinancialresources.A paper on CapitalReductionsisavailable.

(d) For companies in CentralAmerica. CaTibbean and Africa,continuing
eftonsshould be made to releaseBATCO. blockedfunds which at

December 1991 has a nominal book valueof E]4.5 mn. comprising
mainlyof invisibles,eg. Dividends,T & A Fees.2ndRoyalties.Such
income isonlytaken toBATCO. profitswhen received.
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While encouragingprogresshas been made, principalamounts
outstandingand possiblevaluethat could be realisedgiven the
opportunityinclude:-

Local Potential
Currency Sterling Total Value

Based Based E 000's E 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 1.406

Nicaragua 582 - 582 550

Suriname 1,576 540 2,116 Soo

Demerara 30 2,587 2,617 2,600

Zaire 20 852 872 600

All legalniethods of extractingblocked funds should be examined,

includingdebt swaps. counter-tradingand other methods including

charitabledonations,which have tax advantages. A policy statement

on Swaps was issued in 1989.

Where itis not possible to organise the immediate release ofblocked
funds, then arrangements should be made to ensure that they are

investedin such a way as tomaintain theirvalue in realterms,normally

in a readilyrezlisableform so that repatriationcan take place

immediately any opportunityarises.

B. Within Operating Companies

With the increasedemphasis on cash and asset management itmay be

appropriate,particularlyin high inflationterritories,to set a year end cash

balance objective.

Companies should 3im to bringtheirexpertisein cash flow management and

forecastingto the saine generallevel of accuracy as reflectedin profit

management. The recentlyintroducedQuarterly Cash Flow reportingshould

now be used to ensure thishappens and to identify imniediatelythose

companies that have a negativecash flow or are generating lesscash than

budgeted so thatcorrectiveactioncan be taken.

Guidelines to Oper3ting Companies should make referenceto the "asset

lumover ratio"requiredas an overallmeasurement of efriciencyof asset

management and targetsset where rates are unacceptable or declining.

Appendix IIIhighlil!htsthoseareas where the Asset turnover is below the

group average or declining.

With volume growth opportunities,largelythrough exports,now emerging in

severalconipnnies.extravigilanceisrequired to guard againstover stocking

and subsequent assetturnover ratiodeclines.
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Therecentassetproductivityexerciseprovidedtheopportunityforathorough
andongoingreviewofallnonandunderpetfomingassetsandmethodsof
improvingthebalancesheetratios,liquidity.assetutilisationand theasset
turnoverratio.Therearemany remainingdisposalopportunitiesthatshould
be takenas soon as practical.

Investmentlevelsin Fixedand CurrentAssetsare largelygovernedby
volumes,and so theaccuracyofsalesforecastingisveryrelevant.Thisis
generallyacceptedby most companies.but itmay be appropriateto
emphasisethatwhere

'
salesforecastsarenotbeingachieveditisimportantto

reactquicklytoadjuststocklevels.

Capitalexpenditurerecommended by theOperatingCompanies shouldbe
reviewedby TerritorialDirectorsbeforeinclusionintheBATCO. Company
Plan,and theprinciplesoutlinedin thepaper"FinancialReturnon New
Investment"shouldbe followedin operatingcompanieswhen evaluating
proposals.

Fargreateruse shouldbe made ofpostauditreviewscoveringallareasofthe
businesseg.investmentappraisals.priceincreases,new brandlaunches,etc.
witha viewto improvingcontrolsand leamingfrom pastexperiencesto
assisithequalityoffuturedecisionmaking.

(vii)StandardFinancePoliciesApplicableto Q12eratinL,Companies and Finance
DirectoesCbeckiw.

Inviewofthehighprofileofthegroup.itsactivityinvariousfinancialmarketsand
asa pre-requtsitetoBATCO. beinga wellmarmged groupofcompaniesitisvital
thatthesedisciplinesareadheredto 31alltimes. TerritorialDirectors.Finance
Advisers,OperatingCompativNo.I'sand theirFinanceDirectorsand stafrmust
ensure.parlicularlywhere staftchangesoccur.thatawarenessand implementation
orthesepoliciesisniaintainedatalltinies.Unfortunately,seriouslapsl-scontinu
and compli3ncewith thescproccduresat alltimes must be re-Cmphasise

Coverageof suchissuesas dividendlevels,borrowingarrangements,
new company fomiations,etc.inConipanyPlansdoesnotremove therequirement
forspecificapprovalattheactualtinieofimplementation.

April1992
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