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BATCO. OPERATING GROUP

KEY AREA -FINANCE

Changes from 1991 Key Area Paperareindicatedby doublelinesinfighthand margin.

INTRODUCTION

Ibis paper seeksto establishthe financialprioritiesof BATCO. and to confirtnthe
minimum levelsof financialper-fomianceacceptablefor BATCO. and itsOperating
Companies. ItincorporatestheJuly1991 rinancialguidelinesfrom BAT Industriesand
the financialissuesarisingfrom theBATCO. 5 yearplan 1992 - 1996,togetherwiththe
expectationsfrom the BATCO. operatingcompaniesto be reflectedintheir1993 - 1997

company plans.

The financialperfomiancetargetedforBATCO. shouldbe setagainstthe objectivesof
BAT Industries,which include:-

"Providean above-averagereturnto sharelioldersthroughdividendsand capital
appreciationbased on a sustainedtrendof above-averagegrowlh in EarningsPer
Share,3chievedby developingand expandingtheGroup'sactivitiesinTobacco and
FinancialServices.

However, emphasiswillalsoneedtobe giventoimprovingprofitability.toreducing
costsand to impro%-ingassetproductivity,ensuringthateachactivit-ywithintheGfoup
achievesa returnon assetswhich willgeneratea net cash flow sufficientto pay a
dividendand to fundtheinvestmentnecessarytosupportabove-averagegrowth".

The following areasarecovered:

(i)Growth inProritability

(ii) Returnon Net OperatingAssets(Historicalonly).

(iii)InterestCover and Debt Man3gemint

(iv)TaxationNionagement.

(v)Returnon Shareholders'Equity.

(vi) Cash Management atidCash GenerationtoBATCO.

(vii)StandardFin3iicePoliciesApplicableto OperatingCompanies and Finance
Directors'Checklist.

BATCo-'s FinancialPosition1988 - 199 issuniniarisedinAppendix 1.
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(i)Growth inProfitabilLty

The currentBATCO. plan projectssterlingpre-tzxprofitgrowlh of 10.8% 1993
over 1992 and 10.6% over the period.To meet the aspirationsof BAT Industries,
prof-itgrowth of 15% p.2.in sterlingis requiredfrom the 1992 base. Cenain

companies willbe urmble to achievethisevery year.but itshould be targeted,
particularlyfor1993,exceptwhere itputsat riskthe longerterm viabilityof the
company. In przcticeBATCO. seeks to achievethisgrowth levelon a published

quarterly basis.

In targeting individual company profitgrowth. consideration should be given to the

following--

(1) Those companies that have the potentialto produce cost savings, betterasset

utilisationand efriciencies.and disposal of non or under performing assets.

One ofthe key BATCO. objectives isto be the lowest cost producer in each of

the markets where we operate. A 5% p.a. real reduction in General

Administration costs should be targeted.

(2) A major detemiin3nt or proritabilityisthe levelof factory sellingprices and

companies should ensure (hat as a general rule cigarettes do not become

cheaper in re31 terms.

(3) Excise is the largestsingle iiem of cost and companies should regularly

review theirexcise systems with a view to ensuring the key objectivesof all

interested partiesare being achieved. Where this isnot the case consideration

should be given to pursuing a more pro3ctive approach with the authoritiesto

improve the overall position. Itis suggested companies should address the

overall subject of excise as a separate issue in the company plan. An Excise

Key Area Paper isalso available as a reference.

(4) The financialposition and marketing activitiesof the competition and how it

is likelyto impact on the operating conip3ny forecasts.

(ii) Return on Nei Operat'np Assets (Ffistoricalbasis

The Julv 1991 Guidelines received from BAT Industriesstated that:-"BATCO.

should lim to aciiieve a historiccost rctum of at least400,1.for the Operating Group

as a whole with each individual business achieving at least25@'o."

Appendixii liighlightsthose companies where the historicalRONA isbelow25%
and where the forecast 1993 return islower Ilionthe 1991 actual or 1992 budget.

Itissuggested TerritorialDirectors and Finance Advisers target individualcompany

historicalRONA's based upon current forecasts and known improvement

opportunities.

While speciric rcferences to CCA returns and targets have been excluded, those

companies operating in territoriesprone to inflationand devaluation must continue

to consion(lv monitor their performance so iliatthere is no overall deteriorationof

the business in real terms. CCA may need tobe continued in certaincircumstances

and other management measurement and monitoring techniques include effective

use of replicenient costing for matiaging price increases and tightcash control and

cash flow management. TerritorialDirectors and Finance Advisers should target

those companies that are vulnerable and ensure proper rnanieement controlsarein
Ln
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The developmentsat BAT Industriesregardingchangesin accountingfor the
Group'sBr;tzilianinterestswillbe monitoredto see ifthey areapplicableto
BATCO.

(iii)InterestCover and Debt M3n3c!ement

All companiesshouldseekto limitinterestcoverto not lessthan7 times-Te
situationgivingrisetolow interestcoverinIndonesia,Panama. Cameroun, South
Africa Foods and Chile Agribusinessshouldbe examined to ensurewe are
continuingtostructuredebtinthemost costeffectivemanner.

Many OperatingCompanies stillhave potentialforincreasingtheirlocalborrowing
withoutreducinginterestcover to below 7 times. Where appropriateand
particularlyiftheflowof fundsto theshareholderscan be increased,a higherlevel
oflocalborrowingand lowerlevelofinterestcovershouldbe pursued.However,
the impact of any significantnon-forecastexpenditureon the BATCO. group
debt/equitypositionwillneed to be consideredbeforeappmval. Within this
framework.individualcompany Debt/Equityratiosof 50%, and even higherin
shorttemi instances,areacceptableand, withinthiscriteria,thereisgreatpotential
forfuntierincreasingdividendflows.

Companies where theinterestcoverishigherthan 12 timesandcan be classifiedas
havingsurplusrinancialresourcesincludeCosta Rica,Honduras(1993 onwards),
Malawi,Mauritius,WillsPNG (1993 onwards).Wills(New Zealand),Singapore.
Companies with virtuallyno interestpaid also includeBAT Suisse,
BATNederiand, Nicamgua, Nigeria,BAT Zimbabwe, Uganda, Malaysiaand
Barbados.

Local remittanceproblemsshouldnot prohibitmaximum permissabledividend
declarations.

(iv) Taxation Mana@enient

In 1992 theBATCO Group willsuftercorporatetaxesoff I13ninof which over
80*/*arisesoutsidetheUK.

The Group effectivetaxratehasiniprovedfrom 27,8*/oin 1990to 25% in 1991and
isforecastat22.5% in 1992. Thereafterthe forecastratedeterioratesto 24% in
1996.

Tax managenientpapersissuedto allcompanies remain rele%-ant.Attentionis
particularlydm,.vnto:

a) The UK InlandRevenue'scontentionthatBATCO isrecoveringinsufficient
costsfrom itsoperatingcompaiiiesin respectofT & A feesand R & D
recoveries.Alleffonsshouldbe made to increasedirectincome flowstothe
UK and reduceMillbankexposureinthisarea.

b) The effectiveUK taxrateof 8% means thattheGroup'sovemiltaxefriciency
improvesby theniaximisationof localborrowingsand theminimisationof
sharcholdersfundsthroughhigh dividenddistributionsand theconsideration
of capitalreductionschemes.
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(y) Retum on Shareholders,Funds

The BATCO. Group historicalreturnon ProfitAfterTax to Shareholders'Funds
improved to 29.2% in 1991 and isforecasttoriseto32.1% in 1992 and to32.86/.in
1993.

To enablethe Group's cash generationobjectivesto be met, the overallkey

financialcriteriamust be regardedas profitaftertax returnon shareholdersfunds.

This alsoencompasses debt.cash,and taxationmanagement from theproritsangle
and thequantums of dividend,capitalreductionsand retentionsinthebusinessfrom
theshareholders'funds level.

The objectivemust be forthe returnon shareholdersfundsto increaseata faster
mte thanRONA. flowever,the followingcompanies have a static/failingreturnon
shareholdersequity:-

Spain(1993) ExportLeaf
Cyprus (1994) Cameroun
Nobleza Uganda
Republic(1994) Singapore(1993)

Suriname Pakistan(1993)
Nigena (1994) Bangladesh(1994)

The followingcompanies have a returnbelow 20%:-

Wills(Australia) S.A.Food (upto 1994)
Malaysia S.A.Tobacco (upto 1993)

Indonesia Suriname (1993onwards)
Pakistan(1993 - 1995) Spain (1992onwards)
Bangla(iesh Suomen (1992)
Export Leaf Cyprus (1992)

The followingconipanieshave a returnon equitygrowing slowerthan RONA (over

theperiod1991 - 1994):-

Sp.lin Aureol
ChileGroup ExportLeaf

Republic Cameroun
Honduras Uganda
Morazan Wills(Australia)
Barbados Wills(PNG)

Nic!eria Malaysia
Kenya Indonesia

SA Tobacco Singapore
SA Food Bangladesh

M313Wi Ceylon

Strategiesshould be developed with theoperatingcompanies thatover a periodof
time reversethe decliningtrendsand improve thereturnon shareholdersfundsboth

inquantum terms and ata f:istermt thanRONA.

(vi) Cash M:inarement and Cash Gener3tiontoBAlCo.

Sound cash nianagemetit,togetlierwith riskadverse Treasury management and the

maximum generationof cash by operatingcompanies and remittancesto BATCO.

should be regardedas a key areaforinclusioninallcompany Guidelines.
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The Man2geableCash Flow figurein the new Cash Flow reportingislikelyto
become thebasisforfutureguidelinesand itissuggestedan appreciationof this
areaistargeted.

A. From OperatingCompanies to BATCO.

This is reflectedin the minimum dividenddeclarationsrequiredby
SAT Industriesfrom BATCO. which increaseat 12% reflectingnetinterest
growingata lowerratethantradingprofit.

The improvingRONA returns.thelimiteduse ofdebtwithinthemajorityof
theBATCO. businessesand thetrendsin the returnson shareholdersfunds
indicatesubstantialamounts of cash within certaincompanies-thatare
basiczllysurplustorequirementsforthe ongoingsizeof theexistingtobacco
operations.

FollowingtheBATCO. dividendrequirementsand uniquetaxpositionofUK
income,guidelinestooperatingcompanies should emphasise the need for
maximisingUK remittancesvia the UK companies,ie. BATCO.
SAT (UK& E) or Henri WintermansUK. The followingspecificissues
shouldbe addressed:-

(a) Dividendsshouldbe nioximisedand localconstraintschallenged.
Surpluscashand under-utilisedborrowingpotentialwithincompanies
isbasicallyfinanciallyinefricientfroman overallBAT Group position.
Inpanicularany forecastcashbuildup shouldbe addressedvia the
guidelines.

(b) Payments by OperatingCompanies for speciricexpensessuch as
royalty.T & A Fees,R & D, insuranceplacedwithTIC, etc.arehighly
tax efyicientas they are generallyallowedfortax in the operating
companv and subjectto low tax inthe UK. Purchaseof operating
company trademarks by thecentrecouldbe rinanciallyartractivewhere
itprovidestaxefticientUK royaltyincome and providesthecompanies
withcasliAhichcan eventuallybe repatriatedasdividends.

(c) The use of capitalreductionschemes. This isparticularlyattractive
followingtheremovalof pre 1.4.1982gainsfrom UK CapitalGains
Tax. This optionshouldbe exploredwith allcompaniesthathave
surplusrinancialresources.A paper on CapitalReductionsisavailable.

(d) For companiesinCentralAmerica, Caribbeanand Africa,continuing
effortsshouldbe made to releaseBATCO. blocked funds which at
December 1991 has a nominal book valueof E14.5 mn. comprising
mainlyof invisibles,eg.Dividends,T & A Feesand Royalties.Such
income isonlytakentoBATCO. profitswhen received.
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While encouragingprogresshas been made. principalamounts
outstandingand possiblevalue that could be realisedgiven the
opportunityinclude:-

Local Potential
CurrerKy Sterling Total Value
Based Based f 000's 1000's

Nigeria 1,778 1,778 -

Ghana 875 69 944 900
Sierm Leone 542 2,449 2,991 750
Uganda 1,117 308 1,425 1,400
Nicar3gua 582 582 550
Suriname 1.576 540 2.116 Soo
Demerara 30 2.597 2,617 2,600
Zaire 20 852 872 600

All lec,31methods of extractingblocked funds should be examined,
includingdebt swips,couiiier-tmdingand othermethods including
charitabledonations,which have tax advantages.A policystatement
on Swaps was issuedin 1989.

Where itisnotpossibletoorganisethe immediate releaseofblocked
fund5,then arrangementsshould be made to ensurethatthey are
investedinsucha way as tomaintaintheirvalueinrealterms,normally
in a readilyrealisableform so thatrepatriationcan takeplace
immediatelyany opportunityarises.

B. With:nOperatingCompanit

With the increasedemphasis-oricash-and -asset-Tnmmgemenr-it -may be
appropriate.particularlyinhigh innationterritories,to seta yearend cash
bal3nceobjective,

Companies shouldaintto bringtheirexpertisein cash flowmanagement and
forecastingto the same generallevelof accuracyas reflectedin profit
management. The recentlyintroducedQuarterlyCash Flow reportingshould
nou be used to ensurethishappens and to identifyimmediatelythose
companies thathave a negativecash flow or are generatinglesscash than
budgetedso thatcortectiveactioncan be taken.

Guidelinesto OperatingCompanies should make referenceto the "asset
turnoverratio"requiredas an overallmeasurement of emciency of asset
management and targetsset where ratesare unacceptableor declining.
Appendix IIIhighlightsthoseareaswhere the Asset turnoverisbelow the
groupaverageordeclining.

With volunicgrowth opportunities,largelythroughexports,now emergingin
severalconipanies.extravigilanceisrequiredto guard againstoverstocking
and subsequentassetturnoverratiodeclines.
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The recentassetproductivityexerciseprovidedtheopportunityfora thorough
and ongoingreviewofallnon and under performingassetsand methods of
improvingthebalancesheetratios,liquidity, assetutilisationand theasset
turnoverratio.There aremany remainingdisposalopportunitiesthatshould
betakenas soon aspmctic2l.

Investmentlevelsin Fixed and CurrentAssetsare largelygoverned by
volumes.and so the accuracyofsalesforecastingisveryrelevant.This is
generallyacceptedby most companies.but it may be appropriateto
emphasisethatwhere salesforecastsarenotbeingachieveditisimportantto
reactquicklytoadjuststocklevels.

Capitalcipenditurerecommended by the OperatingCompanies SHDU
'
Id be

reviewedby TerritorialDirectorsbeforeinclusionintheBATCO. Company
Plan.and the principlesoutlinedin the paper"FinancialReturn on New
Investment"sliouldbe followedin operatingcompanies when evaiuating
proposals.

(vii)Stand3rdFinance Poicies Applicableto Oper2tinLyCompanies and Fmnince
Directo@sChecklis.

Inview ofthehighprofileofthegroup,itsactivityinvariousfinancialmarketsand
asa pre-requisiteto BATCO. beinga wellmanaged groupof companies itisvital
thatthesedisciplinesareadheredto atalltimes. TerritorialDirectors,Finance
Advisers,OperatingCompany No.I'sand theirFinanceDirectorsand staffmust
ensure,pariicularlywhere staffchangesoccur,thatawarenessand implementation
ofthesepoliciesismaintainedatalltimes. Unfortunately,seriouslapsescontinu
and compliancewith these proceduresat all times must b2 re-emphasised
continualix.Coverageof such issuesasdividendlevels,borrowingarrangements,
new company formations.etc.in Company Plansdoes notremove therequirement
forspecificapprovalattheactualtinicof implementation.
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