
SEC RE-T

BATCO. QEERATING GRO

KEY AREA -FTNANCE

Major changesfrom 1993 Key Area Paperareindicatedby double linesinrighthand margin.

INTRODUCTION

This paper seeksto establishthe financialprioritiesof BATCO. and to confirmthe
minimum levelsof financialperformanceaccepmblefbrBATCO. and itsoperations.It
incorporatestheJuly 1993 ffimcialguidelinesfrom BAT Industriesand the financial
issuesarisingfrom theBATCO. 5 yearplan1994- 1998,togetherwiththeexpectations
from theBATCO. operationstobe reflectedintheir1995 - 1999 plans.

The Key Area Paper :oversthefollowincr3reas:

(i)Growth inProfitabilirv.

(ii)Returnon Net Operatin,,TAsseEs(Historicalordv).

(iii)InterestCover and Debt Manacement.

(iv)TaxationManagement.

(v)Returnon Shareholders'Equity.

(vi)Cash N4anagement,Manageable Cash Flow and Cash Generationto BATCO.

(vii)ExportBusinessFinancialPerformance.

(viii)UK Costsand Southampton operations.

(ix)StandardFinancePoliciesApplicableto operationsand FinanceDirectors'
Checklist.

BATCo.'s FinancialPosition1901 - 1998 issummarised inAppendix 1.

(i)Growth inProtitability

The @.urrentBATCO. planprojectssterlingpre-taxprofiturowth of 16.4Fo 1995
over 1994 and 15.39o'p.a.over the period. The 1994 profitbase currently
projectedis probably unacceptablylow fbr certaincompan ies/markets and
individualproiiegrowth zuidelinesforfutureyearsneed totakethisintoaccount.
C>verallprofit-rowth of atleast12.5F@p.a.isconsideredto be achievablebased
upon 1994 - 98 planprojectionsand the opportunitiesfbr profitenhancement
available.InpracticeBATCO. seekstoachievethis-rowth levelon a published
quarterlybasis. L-r.

'Me presentcoststructureof the BATCO group puts BATCO at a competitive
disadvantageand more radicalwavs ot*structurinaand managing the business
need to be considered.
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InmrwetingindividualCompanyandexportmarketprofitgrowth,consideration
shouldbe givento thefbilowing--

(1) Consistencywith internatioaalbrand and market shareobjectives.

(2) A major determinantofprofimbiiityisthe levelof sellingprices.Export

%4anagers and companies should ensurethatas a aeneral rule cigarettesdo

not become cheaper in realterms.but with Wling leafpricesand costs

generallyin theindustryrealis-,icmsting isessentialin determiningfimm

pricinglevels.

Those operationsthathave thepotentialtoproduce costsavings,betterasset

utilisafionand effic,.encies,and disposalof non or under performingassets.

One of the key BATCO. objec-ivesistobe the lowest cost providerof
qualitycigarettesineachof themarketswhere we operate. A realqua=m

reductionof at least51% in General Administrationcosts,excludingT&A

feeswas targetedfor 1993/4 ind shouldbe sou.-htin 1995 ifnotalready

achieved.

(4) Excise isthe largesesingleitemof zostand excisesystems in allmarkets
should be kept under constantreview to ensure the key objectivesof all

interestedpartiesare being achieved. Where this is not the case
considerationshould be given o pursuinga more proactiveapproach with

the auEboriEies to improve the overallposition.An Excise Key Area Fqm
isalsoavailableas a reference.

(5) Ile fumcial positionand marketingactivitiesof the .ompecitionand how it
islikelvto impacton individualmarketforecastsand pricinglevels.

(ii)Reram on '4etOperatinz Assets(His-@o6calbasisl

Tte July 1993 GuideUes receivedfrom BAT Industriesstatedthae:-"BATCO.

should aim to achievea historiccostreturnof at least4"o for theOperating

Group as a whole with each individualbusinessachievingatleast25%.*

A2nendix TIhighlightsthosecompanies where thehistoricalRONA isbelow 25%
and where the forecast1995 returnislower thanthe 1993 actualor 1994 budgel

Itis suggested Regional Directorsand Finane.,Controlien targetindividual

company historicalRONA's and exportmarkem,:ontributionto admin basedupon

m=nt fore=ts and known improvementopportunities.

Those operationsinterritoriespronetoinflationand devaluationmust continueto

com=dv monitortheirperformanceso thatthereis no overalldeteriorationof
the businessin real terms. CCA =v need to be continuedin

cimumstances and other management measurement and monitoring mchaiques

includeeffectiveuse of replacmnentcostinglbrmanaging priceincreasesand tight

c2sb control and cash flow managemenr- Regional Directorsand Fumce

Controllersshould targetthoseopentionsthatare vulnerableand ensure proper

management controlsare inplace.
C:)
rN

"

The methodology for understandineand enhancinc,Brand Value should be0 &
implemented and the cmuitsevaluated.However. thisisa separatemanagement

exerciseto improve our understandingofbrand valueand isnot intendedto fbrm

panoftheBalance Sheet.

BATCO document for Province of British Columbia 23 April 1999

BATCO 00115774



3

Ciii)InterestCoverandDebtManazement

BAT ladmufiesarelookingtoBATCO.toreduceitsdebtjequiryratiooverthe
planperiod-no specifictar-emareset- excepttoEliea=t thatU.K. incomeAP
can be enba=ed viaincreasedlocalborrowings.

AppendixM highlightscompanieswithinterestcoverfallingwithinthefollowing
bands--

a) Below7 d=
b) toexcessof L2times

Inthecaseofthe(a)band theprofitabilityof ElieaW marketandstrucmreof the
debtshouldbe examinedto ensurewe arefinanciallygearedinthemost effective
manner froma taxand U.K. income angle.

Companies-allin-,withinEbe(b)band canbe classiiiedashavingsurplusfinancial
resourcesandaiiways of improvingU.K. incomeand-rouptaxefficiencymust
be explored.

Taere aregrouptaxadvantagesifborrowingscan be channelledviaHamburg
InvestmentTrustor theBelgianCo-ordinationCentreand theseopportunities
shouldbe exploredbeforenew localborrowingsaretakenoutor when existing
facilitiesaredue forrenewal.

Local remimmce problemsshouldnot prohibitmaximum permluabledividend
declarations.

(iv)Ta,.%iitionManatr;ment

In 1994 theBATCO Group willsuffercorporatetaxesof !:148= of which only
30?o'ariseson UK tradingprofitswhich represent42F@oftheGroup total.

The Group effectivetaxratehas improvedfrom25.27,in 1991to20.7@r.in 1993
and isfore= ataround25% fortheremainderoftheplanperiod.

Tax managementpapersissuedto allcompaniesremainrelevant.Attentionis
particularlydrawnm:

a) The UK lwandRevenue'scontentionthatBATCA isrecoveringinsurticient
costsfrom itsoperatingsubsidiariesand. more importantlyassociated
companies,in respectofT & A feesand R & D recoveries.Allefforts
shouldbe made to increasedirect*Lncometlowsto the UK and reduce
Millbankexposureinthisarea.

b) The marginalUK = rates12.375% in1994and 13.0?oin 1995me= that
theGroup'soveralltaxefficiencyimprovesby themaximisationof local
borrowingsand the minimisationof shareholdersfindsthroughhigh
dividenddistributionsand theconsiderationofcapitalreductionschemes.

c) '[below UK taxratealsome= thatBATUKE isa verytaxefficient
vehiclelbrexports.By caremly saucturingoperatingcompany export
operationsviaBAT (UK&E) theGroup cancapiwiseon thissituati
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(v) R=rn on Shareholders'Funds

The BATCO. Group hiswricwrat= on ProfitAfterTax to Shareholders'Funds

isibret=t at29.1% in 1994 andtD 33.2% in 1995.

To enable the Group's cub generationobjectivesto be mM die overau key

ftwcial criteriamust be regardedasprofitafter= returnon shareholdersfunds.

This alsoencompasses debl cash,and taxationmanagement from theprofitsangle

and the quanmms of dividend.capitalreductionsand retentionsin the business

from the shareholders'funds level.

The objectivemust be forthe returnon shareholdersfundsto increaseafa faster

ratethan RONA. Appendix IV setsout thosecompanies thathave:-

a) a staric!fWlin.-re-.iman shareholdersequity

b) a returnbelow 20%

c) a renirnon equicv.,mwincrslowerthan RONA
(overtheperiodt993 - 1996)

Appendix IV highliahtsthatmost mmpaaies fallunder c) above and s=eyies

must be developed with the opwaring companies thatover a periodof time
reversethe decliningtrendsand Improve thereturnon shareholdersfunds both in

quantum terms and at a fasterratethan RONA. The levelindicatedpointsto

dividenddeclarationsbeingtoolow.

(vi) C3sh Manazement. NianaotableCash Flow and Casb Gencradon toBATCI).

Our policymvolves around sound cash management. tocetherwith risk3,verse

Treasury m=agement and the maximum generationof cash by operating

companies and remir=c--stoBATCO.

The Manage3b[e Cash P-ow figuresby operationsar--detailedin Appendix V.
These should form thebasisof =gets forindividualoperationsand shouldbe

monitored on a quarterlybasisviatheQPR and QBS duringthebudget yearto
improve overallcash management. BAT lwustrieshave set a mr.-ttof

mnna-geablecashflowamwth (excludingcapitalexpenditure)increasingat'Fa

above =ding profitam%-th to mflectcontrolof working capital.IvlorereCe'IEIY
BATCO have been seta targetof improving 1994 manageable cash flow by

ESO mn over thebudget.

A. From OperatinzCompanies to BATCO.

This is reflectedin the minimum dividend declarationsrequiredby

BAT Industriesfrom BATCO. which increaseby 13.6% p.a.

'Tbeimproving RONA returns.thelimiteduse of debtwithinthemajority

of the BATCO. businessesand the trends in the returnson shareholders L'i
funds indicatesubstantial=ourits of cash withincertaincompanies thatare CD
basialy surplusto requirementsfor the onooina sizeof the etistinc, rll:

tobacco operations. cr"

Following the BATCO. dividendrequirementsand unique tax positionof

UK income. -uideiintsto operatingcompanies should -,mphasisethe need --4

for maximising UK remimwces via the UK companies. ie.BATCO. or
--j

BAT (UK & E). The followingspecificissuesshouldbe addressed:- Lt4
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(a) Dividendsshouldbe maximisedand localconstraintschallenged.
Surpluscashand under-utflisedborrowingpotentialwithincompanies
is basicallyfinanciallyinefficiemfrom an overallBAT Group
position.Inparticularanyfbrem cashbuildup shouldbe addressed
viatheguidelines.

(b)Payments by OperatingCompaniesforspecificjustifiableand armc
lengthexpensessuch as royalty,T & A Fees,R & D, insurance
placedwithT7C. etc.arehighly= efficientas theyare-enerally
allowedfor= intheoperatingcompany andsubjecttolow taxinthe
UK. Purchaseof operatingcompany trademarks by thecenirecould
be financiallyattractivewhere itprovides= efficientUK royalty
income and providesthecompanieswithcashwhich can evenrt-,adlybe
repatriatedasdividends.

(c) The useofcapitalreductionschemes.

(d) Continuingetfortsshouldbe madetoreleaseBATCO. blockedfunds.

B. withinOveratirtzComganies

With the increasedemphasis on =h and assetmanagement itmay be
appropriate.partil-ularivinhighinflationteiritories.toseta yearend @-uh
balanceobjective.Ni@nageablecashflowarowth shouldexceedtrading
prroticgrowth.

Companiesmust bringtheirexpertisein cash flow manacrementand
forecaSEino,to the same -enerallevelof accuracyas reflectedin proiit
management. 'rbemonitoringof theIvfanageableCash Flow viarl-t
QuarterlyCash Flow reportingshouldbe usedtoensurethishappensand to
ideneifvirmnediatelythosecompaniesthathavea negativecashfloworare
generatinglesscashthanbudgetedsothatcorrectiveactioncanbe taken.

Guidelinesto Operatin.-Companies shouldmake referenceto the "asset
turnoverratio"requiredas an overallmeasurementof efficiencyof asse:
management and targetssetwhere ratesare unaccepmbleor dectinina".
AppendixVI highlightsthoseareaswhere theAssetturnoverisbelow the
groupaverageor declining.

Withvolume growth opportunities,largelythroughexportswhich rand-o
be morevoladle,emerginginmany mark=, extravigilanceisrequiredto
guardagainstoverstockingand subsequentassetturnoverratiodeclines.

InvesanenElevelsin Fixedand CurrentAmts are largelygovernedby
volumes,and so theaccuracyof salesforecastingin allmarketsisver-.%-
relevant.Itmay be appropriatetoamphasisathatwhere salesforecastsare
notbeingachieveditisimportanttore= quicklytoadjuststocklevels.

There are many remainingdisposalopportunitiesfor non and under
performingassetsthatshouldbetakenassoonaspractical. C-@

Proposedcapitalexpenditureshouldbe reviewedby RegionalDirectors
befbreinclusionintheBATCO. Company Plan.and theprinciplesoutlined
inthepaper"FinancialReturnon New lnvement* shouldbe followedin
operatingcompanieswhen evaluatingproposals.
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Useshouldbe made ofpostauditreviewscoveringallarea ofthebusiness
eg.investmentappraisals,priceincreases,new brandlaunches,etc.witha
viewtoimprovingcontrolsand learningfrom put experiencesto assistthe
qualityofftwiredecisionmaking.

(vii@ ExgorTBusinessFinancialPm*rmance

AppendixVU shows contributionto admin from themajormarkets:Lndgrowth
rates.The same principlesfortheoperatingcompaniesarerelev= -
mainminingpriceIcycLsand marginsconsistentwithcostsand internationalbrand
and marketshareobjecdves;cost.creditand stockcoatrot;and cashmanagemenl
Complexityc= andthelevelof unallocatedoverbeadsmust be takeninto
accountwhen fixingpticesand consideringcontributionto adininfigures.
Southamptonsitecostswillbe allocatedm exportson a budgetedpermfllesite
costpendingBAT Industriesexerciseon end marketprofitability.

(viii)UK Costsand Southamr)mn02eratinns

A new initiativeon allUK costsisrecommended. Certainarea of Southampton
sitecostsarebeinginvestigatedalong with thepe.-for.=cecriteriabeing
asmblishedaimedatachievingCass A manufacturingstams. BATUKE profits,
investmentlevels.remrn on investmentetc.will be availableto allBoard
Members on a quarterlybasiswitheffectfrom lstquarter19c)4.

(ix) StandardEiriaric@-PoliciesAt)olicabletoOnCrationsandFinanc-,Direaor's
Checkiis

Inviewof thehighpmdle of thegroup,itsactivityinvariousfmancialmarkets
andas a pre-requisitetoBATCO. beinga wellmanagedgroupofcompaniesitis
vitalthatthesedisciplinesare adheredto atalltimes. RegionalDirectors,
RegionalFLnaam Concrollem,Company No. I'sandtheirFinanceDirectorsand
smffmust ensure,particularlywhere smff changesoccur.thatawarenessand
iinplemenmrionof thesepoliciesis maintainedatalltimes. There have been
seriouslapsesinthepastand compliancewiththeseryroc-.duresatalltimesmusi
be re--emphasised-ondnualiv. Coverage of such issuesas dividendlevels,
borrowingarr=gements.new company formations.etc.inPlansdoes notremove
therequir-.meatforsptc;Aficapprt)valattheactualtimeofimplementation.

April1994

C:)
llli
CrN
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ApExtract*(currentplan
Cunipwli" Willi
luwttgrowth in

3 Casil1-'Iowexcl.
(D 1227 1224 litanfllitI't2%

1!981 llnot litiol fulpt ltent I'tir191)5v 11)1)4r+ UK *readingOpcfailons 187.7 144.5 196.0 265.6 297.4 367.0 x-ft IleadOffr-cAtijustmcnis 14.1 -1.5 -3.4 0.0 0.0 0.00 UK 191.1 13619 lnzi 145it 117@4 JO?@g xI
BA,r nonclux -1.5 6.2 2.1 92 21 3.1 xHAT(Nedaland) 12.2 7.2 7.S 1.1 89 9.7 xBAT Espana -80 -3.3 -22 3.1 7.5 1.1 x0 BAT (Suisse) 9.9 to@3 11.9 12.1 11.2 1).()< I)AT Ilungary .20.3 29 3.1 7.8 2.4 2.5 xUA*r Fiama -11.9 0.2 4).2 1-1 -(1.1 -11.4 xCigar(Ifoup 211 3.6 4.1 46 49 5.7 x(D BAT (Cyprus) 0.1 .0.1 0.1 0.6 O@3 0.4

0 Europe m lm 4m 17.3 41.& xh Nablez4-Pkcudo 5.3 8.1 8.2 16.8 22.9 18.1
03 Cia. allon 2.2 6.9 16.3 19.6 16.3 2S.5
3.

ChileGroup 14.7 36.8 35,7 46.6 51.1 62.9 x
r+ Cen" America -11 9.2 10@3 16.7 17.2 16.7 x

Cwlbb4an 0.2 0.2 0.9 0.3 O@6 1).6
Lelia A medca 11.1 4117 7114 99.7 19111 11),@ xHigetianTobacco Conip. 2.3 3.2 3.3 4.5 9.1 9.1 x

0 BAT Kenya 0.9 4.4 3.0 3.4 7.9 7.9 x
0 South Afrks -Tob&cc@o 1,2 2.6 4.1 1.9 7.1 7.1 xBAT - Came-counSA* 0.1 9.5 4.6 0.5 2.0 2.0 xOther A rtica st 9.7 9.9 13.4 20.2 20.2 xAfrka fill 1IL7 24..# ;Ali 41.4 40,4 xI'iLkim&nTobsew -3.4 O'l 3.1 -2.4 -0.7 -0.2

tians"lb 7*nb=a 2.? -4.0 2.6 6.7 4.9 5.4
Ceylon l'Ob&LW 7.2 3.1 3.7 5.1 2.5 2.7
Sub Cootbass ii -M 11.1 914 711 7:1BAT (lioagKong) 13.1 13.6 1.0 1.2 li@4 39.0 x

> BATChina 0.0 0.0 0.0 0.0 0.0 00
MalaysianTobscrA 10.1 21.9 15.4 13.@ 19.3 19.1 xSingapore- Tobiicco -16.3 6.3 ls.7 ls@7 17.7 19.6
Wilb(Au"ia) 11.3 19.2 246 248 26.3 32.v xWI)13(PN[i) 2.0 -1.3 3.6 3.) 2.9 J.1Wills(New Z"Iand) 4.7 3.9 4.6 4.(j 4.6 4.9 xIIA'I*lndomals 2.4 -3.0 4.1 3.4 2,2 2.3 xAsia ractoc im It* 71.2 12.0 ll:i lioll

BAT Co OperatingGroup LW 31112 J?2.4 aiu att 7QI:o xNet Capitaltapanditars -193.1 -215.4 -150.1 -114.9 -121.9 -91.4Cash flow excludingCapitalI!xpcadiiurg 451.1 529.3 349.1 624.9 706.8 a(li.4* - E"cl re.ludevolii-s" "A.-as$aIgo,,
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iklow Avcilsti 1993 1994 1"3 1"6 lili,lgci
Actual Actual Oudilto llles I'lon

B.A.T-(IJ.K.& Export) 2.11 1.94 1,69 l@71 1.11 x
r+ DAT Lksclux 1.61 2.23 2,96 2.73 2.91
-h BAT (NcdcFland) -32.28 -5-66 -4.37 -402 -364 x
0 BAT Espma 2.17 1.71 2.12 2.19 2.22
IN BAT (Suim) 3.76 4.06 4.65 607 7.14

IV BAT FinlwW 1.30 1.35 1.75 1.17 204
IN Cl#iLrGroup 1.47 1.50 1,41 1.44 1.47 x
0 IIA'I'iCypnis) 0.62 Oll 095 1.05 1.17 x

BA,r iiunguy 1.93 1.32 1.34 1.74 lig x
Nobk,e&.Pi,,-ri 2.97 2.24 2,02 1.27 2.01
Cis. bilou 1.99 1.71 2.02 2.41 2.71
ChileCkwp 1.99 1.27 1.71 1." 2.16 x
ChileTob&cc4 2.26 1.31 2.05 242 2.99
RepublicTobacco 2.11 1.31 149 204 2.54 x0 Tub. Nacional 7.16 1.28 1.13 1.19 1.31 x
Tab.Ilcadman 1.61 1.07 1.17 1.33 1.65 x
Tab. Hicwagucnse 1.99 1.45 I'll 2.11 2.37
Tab. lsuwna 1.92 1-30 1.67 2,07 2.20 x
Cit.Momm 1-61 1-70 1.97 2.05 2.22
Sub4doo 3.74 3.38 4.45 469 4.79
SucilmaG 14.11 3.53 3.70 407 2.22
DeracteraTobacco 4.96 19.90 10.42 9.50 701

0 Nigaian Tobacco Coop. 1.22 1.45 1.51 1.55 1.36 x
0 uKr Kenya 1.40 1.39 1.91 1.71 1.69

SouthAides -Tobacco 2.27 222 2.21 2.31 236E' Uuth A fd" - Fmds$ 3.56 3.39 3.67 3.57 3.41
BAT (Malawi) 1.91 2.61 2.22 2.27 2.613 BAT MauritiusBranch 1.54 1,78 1.64 1@66 165 xcr Aumi Tobacco 211 1.79 4.49 3 23 2.33
BAT Zimbabwe l@

33 1
.24 l@65 1,41 1,43 x

Tobacco prot..Zhnbobwe 1.50 4.66 114 1,99 2 11
UAT -CARImua SA 096 1.26 :.913 :.74 1.90 x
BAT Uganja

1
.74 2.41 . 0 .77

1
is

?looter 0.17 0.98 1.20 1.45 165 x
PakisisaTobacco

I
.
77

1
.6) 1.66 1.71 1.71 x

BmgladcA Tobacco 1.76 1.34 1.36 1.35 1.47 x
Ceylon Tobacco 1.13 1.)) 1.29 1.43 1.52 x
BAT (Ika$Kong) 466 4.94 4.22 4.11 3.99
MalaysianTobacco 1.62 1.)# 117 194 196

to DA'flwloncsia 1.40 1.74 160 1.91 202 x
Siagapom -Tobacco 1.73 1.02 1.29 1.42 1.35 x
Will%(AuWalls) 1.16 1.35 1.39 l@io 1.60 x
Wills(PHG) 2.39 1.99 1.33 1.42 1,49 x
WillsJNCW Zesimmmi) 3.14 )61 3,96 4 11 ))(I

(koup 1.76 1.79 1.72 1.79 1.59
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3 1993 1994 1995 1996 19950(1

(D Lnins. ftnus. fman, Emus. 1994%
ContributiontoAdministration

r+
-ft Europe 20.3 21.5 25.1 29.3 16.7%
0
1

LatinAmerica 3.3 8.3 11.2 14,7 34.9%
Africa 30.7 30.6 36.6 41.5 19.6%
AsiaPaciric 7 .0 196:2 226.9 8.4%
UK Exports 231.3 242.0 269.8 312.4 11.5%

OtherTrading -9.2
TotalHATUKE -PBIT 212.3 228.5 261.7 303.2

BAT Co. UK Operations 5.1 -6.1 -9.8

T@Ial.L'"-[]IT 217.4 222..4 111'? 39111
Talisman 145.3 0.0 0.0 0.00
FinanceCharges -0.2 -0.2 -0.2 -0.2

0
InterestPaid -6.6 -9.4 -12.2 -14.2

0 InvestmentIncome 33.8 33.2 34.0 40.7

E'
ProritBcroreTax 389.7 246.0 273.5 328.43 ProfitAilerTax 342.0 200.6 221.0 266.7cr

Manageable Cash Flow (plan) 187.7 144.5 196.0 265.6
Net CapitalExpenditure(plan) -82.4 -88.2 -48,9 .29,2

Net Trading Assets-Total 390.7 489.6 539.5 567.9
Net TradingAssets- HATUKP 329.3 467.5 510.5 545.6

ShareholdersFunds 778.5 766.7 757.0 764.8

RONA % -Total 57.1% 45.4% 46.7% 53.2%
I(ONA % -BAI*UKE 64.5% 48.9% 51.3% 55.6%
ROSE % -Total 43.9% 26.2% 29.2% 34.9%
InterestCover -Total 60.0 27.2 23.4 24.1
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