Major changes from 199< Key Area Paper are indicated by double lines in right hand
margin

BACKGROIND
During 1994 BATCo Finance Deparmnent adopted the Mission Swatement:

With world class people and standards. to proactively manage the BATCo
Greup s profiss and cash o 2nsure our individual market and overall financial
performarncss are at a level of definite competinive advantage. ’

A common set of fimancial Kev Result Areas were developed for all Finance Directors
and Ragional Firanz: Conrolless i the drive for more consistent focus and prioritisaticn

Of Maor issues

The Finance funcuon seeks 10 add value 10 the business process dy undersianding the key
business issues. chajlenging wie effacriveness of the allocation of scarce financial
resourzes and piaving a leading role tn the achievement of both the short and long term

profit and cash obrecuves of BATCa.
DNTRODUCTION

This paper se:ks tc asublish the financial pricnities of BATCo. and to confirm the
munimum levels of firancial performance acczpuable for BATCo. and its operations. It
wncorporates e June 1994 rinancial guidelines from BAT I[ndustries and the financial
1ssues arising from ¢ BATCO. 5 vear plan 1995 - 1999, together with the 2xpectations
from the BATCo operations o be reflected in their 3 vear 1996 - 1998 plans.

The Key Arz2 Pager covers the following areas:
1y Groa i Profiabidicy.
117 Rerurn on Net Operaung Assets (Historical ondy).
tn Interest Cover and Debt Management.
tvi o Taxanen Mansgement
vy Remurn on Sharznolders Equity

(vi»  Casd Manszzmen:. Manageable Cash Flow and Cash Gerzritien o BATCo.

i Export Busatess Fuuancial Prformances.
ivigy UK Costs and Southampton operations.

txs Sardard Firange Policies Applicable to operanons and Financs Directors’
Checkist.

BATCo 's Fipanual Posiion 1991 - 1898 15 summarised ©i Appendix [.

BATCo document for Province of British Columbia 23 April 1999

BATCO

00115969



BATCo document for Province of British Columbia 23 April 1999

BATCO

{in

b,

(¥

The revised Group profit budget for 1995 should be used as the basis for growth
guideitnes for furure years. as the original plan profir for 1995 was not accepuable.
However. for cemain companies:markets. the revised 1995 profit base s probabiy
unaccepuably low and individual profit growth guidelines need to take this o
account  Overall profit 2rowth n conswnt terms of at least 12.3% p.a. in line
with BAT Industries exgectanons is considzred 10 be achizvable based upon 1993
- 99 plan projections and the opportunities for profit enhancement available.
Priortusaticn of resource allocation berwesa markets and brands is essential if the
profit growth targets are going tc be achieved. In practice BATCo. seeks to
achiteve the profit growth targess an 3 published quarterly basis. These profit
growth expecuations exclude any significant cestructuring costs and the local
results of the new businesses in Russia and Uzbekistan.

The present cost structurz of the 3ATC: zroup suts BATCo at 2 compeuls2
disadvarug: and more radicai wavs of structuring and (managing the businmess
nezd (0 be J2vzloped.

In wargeting individual company and 2xper market profit growth and anribuwble
brand exmings growth. ensiderauce shcuid be ziven to the followng:-

(y  Consistency with tntermatonal trand and marke: share objectives.

12y Comrmument 10 the implementation of the Pink Book™ which should srovide
1 k2v mechanism for the unprovement af profit and management of the

tradz.

(3 A major deterrrunant of profiabiiity is the level of selling pricss. Exporn
Maragzsrs and comparnues should ensure that as 2 general rule cigarenes do
not become cheaper in real terms. and with increasing leaf and WMS pricss
and pressure on brand supror cosis. realistic costng and forecasting
essenual in determurung funirs pricing levels.

(4)  Those cperations thar have the potential 1o producs cost savings. beqer asset
uridisation and efficiencies. ard disposal of non or under performing assets.

(3) Excise is the largsst single item of cost and 2xcise systems io all markets
should be kept under constant review 10 easure the kev objecuves of all
interasted parties ar2 bewry achnierad.  BATCo should nevar Se ar 3
compenitiy & disadvaniags because of 10 axise strucnurs

(6)  The nancial position and mariering acnvites of the competiion and how it
is likely t0 unpact on individual masket forecasts and pricing levels

rm an Ner e g Assere i Bostormcat 3
The June 1994 Guidelines recewved Tom BAT Industmes stated that:- “BATCa.

should aum 0 achieve a histonc cest recumn of ar least 40% for the Operating
Group 15 1 whole with each wndividual pusizess achieving at least 25% .-
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Appendix Il highlights those companies where the historical RONA is below 25 %
and where the forscast 1996 return is lower than the 1993 acrual or 1995 revised
budger. Appendix III highlights those areas where the Trading margin is below
group average or declirung.

lt is suggested Rezional Directors and Finance Conrrolless target individual
company historical RONA's and export markets contribution to admin based upon
current forecasts and known unprovement opportunities.

Those operaticns i ierritories prone 0 inflation and devaluanon must continue o
constanty monuor their performance so that there is no overail deterioration of
the business in real terms. Current Cast Accounting may nesd (o be continued in
cerain cuwcumstances and other management measursment and monitoring
techmques incluce 2rfectve use of replacement cosiing for managing price
increases and ntight cash control and cash flow managzment. Regional Directors
and Financz Controllers should target those operations that ar: vulnerable and
easurs profer maragemeznt centrols are in placa.

The methcceiogy for understanding and enhancing Brand Value should be
umplementet and e results evaluated. However, dus is a separate management
exercise (o umpreve our undarstanding of brand valuz and 1s 2ot intended to form
part of the Balance Shezt.

tars Syar y e \ I -
BAT Indusites arz lovking to BATCo. 0 reduce its debt 2quiny ratio over the
plan period - a0 stecific targets are set - except to the =uent that UK. income can

be enhancsd via increased local borrowings.

Appendix {V fughlights companjes with interest cover falling within the following
bands -

1) Below T umes
o) In 2xcess of 12 times

[n the case of the (2 band the profinbiity of the 2nd market and structure of the
debt should e e2xamined o ensurs we are financially gearsd i the most effecrive
manaer from 2 and U K. income angile.

Compasues “aling »ithin the (b) band can be classified as having surplus financial
resourcas and il ways of unproving U.K. income and group wux efficiency must
be expicred

There mav be group ux advantages if botrowings can be channelled via Hamburg
Investment Trust or the Belgian Co-ordination Czntre and these opportunities
should be etplorec hefore new Jocal borrowings are taken out or when existing
facilities arz due tor cenewai. Discussions with both Treasury and Taxarion are
required when such facdities are used.

Local remimarcs problems should not prohibit maximum permissible dividend
declarations
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In 1995 the BATCo Group =il suffer corporate taxes of £141 mn of which only

26% artses on UK profits which represent 48 ¢ of the Group toal profit.

The Group effaztive tax ratz 2as umproved from 25 2% in 1991 t0 22.°% in 1994
and s forecast at around 247 for 1995,

The UK Goverwmznt has intrz€uced Forsign Income Dividend (F 1.D.) lezislaiion
which can reducs the UK wax ;avable on dividends paid by BAT Industries whers
the dividends are funded rzm overseas zarmungs. The wnrroducuion of dhis
tegislation does not alter the Jdjectves of reducing the taxation paid by operating
comparnies and of maximusicz the opportunities for increasing UK income - the

UK marginal rax cate for [995 and bevond remains at {3 %,

Tax management papers is:o23 0 3l companies remain relesan Acenuon s
parcciiarty drawn o

1 The UK [niznd Revenue s contentien hat BATCo s recovering insurficien:
Josis from us operatini sucsidianies and. more umporanty  associated
companies. n respect of T&A fess and R&D recoveries.  All 2fiorts should
bs made to wncrease dirsc: income flows (0 the UK and reduca Millbank
23posure in Jus area.

t1 The marginal UK rax raz o 13.0% «n 1993 means that the Group s overail
tax efficiency improves -v the maxcrusation of local borrewings and the
minrnisation of sharenoicars funds through hugh dividend disthtuticns and the
consideration of capitaf razucuen schem2

The low UK :ax rate aise zeans that BATUKE s a very tax efficient vehicle
for exponts. By carefully scucturing operating company export operalions via
BAT(UK&E: the Group zao capitalise on thus situation.

21 0 noldare’ S

The BATCo Group tustoncal rsrum on Profit After Tax o Sharehoiders Funds
is forecastar 31 5% in 1993 1ad 10 36.2% 11 1996.

To enable the Group s cast zanerauon cojectivzs [0 2e mer the overall key
flnancial crueria must be reganzad as profit 3fer wak raum on sharazowders funds.
This aiso encomrasses debt. z13&. and @xatcn management from the profits angle
and the quanmums of Jdividenc. capual reduciions and retennions in e business

from e sharehollers funds ‘evel

The objective must be for the r2rum on sharzholders funds o incrzase ar a faster
rate than RONA. Appendix V osetws cut those compantes that have -

a) a staaue. ralling reum o0 shareholders 2quity
b a recum below 20%

1 refum on equiry growng slower than RONA
{over the peniod 1992 - 1997

v ——— - -
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Appendix V' highlights that most companies fall under <: above and strategies
must be deeloped with the operaung companies that over 3 period of ame reverse
the decliming wrends and improve the return on shareholders funds bolr in quanrum
terms and at 3 faster rate than RONA. The level indicated pouus t dividend
declaranons being (0o low

Cask Mapagament. Managzable Cash Flow and Cach Genesavon o 8ATCH.

Qur policy rzvolves around sound cash management. togather w12 nisk averse
Treasurv management and the maximum generauon of cash Ty operating
companies and remuttances 0 BATCo

A new Treasun policy is due to be issued i e {irst Daid of this sezr. This will
combine all the various current policies that are at present contained tn humerous
guidelines and instructions.

Barking Rzizvonshirs. Locai Borrawinz Reguiremens. Foraigm Currency
Managemen: and Neming are four k2w arzas where w2 Al be sekiang to gain

evira value Zor the Groun duning the sew |3 monts [ 2ach of diese arsas,
specific anannon shouid be paid ot only 0 e qew poiicy and procadurss. but
also the work and Jirestion that has 2ezn and w:il pe eruamaung from the BATCo
Group Treasury during ths next few months.

The Managzaple Cash Fiow figures by operatons are Jeuiled in Appeadix VI
These shouid form the basis of wargess for individual operanions and should be
monitorad or: 1 quarzerly basis via the QPR and QBS durizg the budget vear to
improve overall cash management. BAT Indusmes have set a arge: of
manageable zash flow growth (excluding capital expenditure) increasmg at 2%
abova tradwng srefit growth to retlec: control of working cacial.

A rory Omeranpo Comranies o

Ths s reflected 1 the minimum dividend declarations required by
BAT izdustries from BATCo. tn 1996 to 1998 whuch ncrease by 15% p.a.

The ympeoving RONA rerurns. e limited use of Jelt within the majoriry of
the BATCo. businesses and the gends in the reaus on shareholders funds
indicatz substannal amounts of cash wigun cerawn compames that are
basicaily surpius to sequirements for the ongoing size of the existing tobacco
Cperinons.

Folicawng the BATCo. divideac requirzments and unique @x posiion of
UK ‘rcome. guidelines to operaung compantes sheuld emphasise the pead
for mavmustng UK remumancss via the UK companies. i.e. BATCo. or
BAT UK & E). The following specufic ssues showid Se addressed. -

r1r Dividends shouid be maxutused and local sonstawats challenged.
Surpius cash and under-utdised borrowing potennial widun companies
s basically flnancually wmefficient Tfom an overall BAT Group
posion. In parucular 3y forscast cash butld up should be addressed

v:1 the guwdelines.
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fby  Payments by Operating Companies for specific rustlabiz and arms
leagth expenses such as rovalty. T & A Fess. R & D. insurance
placed with TIC. etc. are highly tax effictient a5 thet arz generally
allowed for tax in the operating company and sutjec: @ icw wax in the
UK. Purchase of operaung company trade marks ™ e 2ntre could
be financially anractive where it prevides ax ¢Sicenr UK rovaley
income and provides the companies wath cash whiinl tam avenrually be
repatriated as Jividends.

¢y The use of capia! reduction schemes.
td)  Conunuing efforts should be made to release BATCo cicckad funds.

B. Withi - o

appropriate. parvcuiarly in high inflatien termtortes. 1o ser 2 s 220 2nd cash
balancz otbjective  Manageaoie cash flow growth shouil 2%:22d trading

With the increased emphasis on cash and asset mam2zszies: it may be

profit zrowth.

Companies must tang their experuse wn casn ow  Timagement and
forecasung o the same general level of accumcy as reflexed wn profic
managemeant. The morutoring of the Manageatie Cass Flow via the
Quanerty Cash Flow repening should be used 10 ensurs thes harpens and o
idenufy immediate!y those companies that have a negauve :ash tlow or are
generating less cash than budgeted so that correcirve acticn can be taken.

Guideiines to Operaung Companies should make refzrencs to the “asset
turnover ratio” required as an overall measuremezt of eToiency of asser
management and wrgets set where rates are umaccantablz or declining.
Appendix VII highlights those areas where the Asset wrnover s below the
group average or declining.

With volume growth opportunuties. largely through 2xpers wthuch tead 1o be
more volatle. emerging in many markets. exT3a vigianc: 5 requured to
2uard against over stocking and subsequent asset mumos er ranye declines.

[nvesunent levels in Fixed and Current Assets are largely governed by
volumes. and so the accuracy of sales forecasdng in all markets is very
relevant. It mav be appropriaie (o emphasise that shers sajas forecasts are
not bewng achieved :t is umportant to react quickly o ad;ust Kk lenels.

There arz many remaimng disposal oppertunities for noz s woder
pertorming assets that should be taken as soom as pracucai.

Proposed capwal expenditurz  should be reviewed by Ragrecal Direciors
before inclusion in the BATCo. Company Plan. and the procples outlined
in the paper “Financial Rerurn on New [nvestment” sheuld e fodowed in
operaung comparues when evaluaung proposals. Refarsncs should also be
made to the Group manufactuning capacity daa base heid by PP&D beforz
recommending or agreeing 1 new invesament.

Use should be made of post audit reviews covenng all ireas of the business
¢ g invesument appraisals. prics increases, new brand fauncihes. 2t with a
view to improving conuols and learmng from past expenences o assist the
quality of furure decision making.

BATCo document for Province of British Columbia 23 April 1999

BATCO

b0¢£229206

00115974



BATCo document for Province of British Columbia 23 April 1999

BATCO

(AN

~

o < 1 =13] Parfn ree

Appendix VT shows contribution o admin from the major markets ard growth
rates. The same principles for the operaung companies are reievant - mamtaming
price leveis and margins consistent %ith costs and international brand and market
snare objectives: cost. cred:t and stock control: and cash maragement.
Complexity costs. the level of unallecated overheads and financing costs must be
taken nto account when fixing prices and considenng contribution o admin
figures.  As well as absolute currency values relevant ratios for each marker. e.g.
sontricunion to admm 1s % of net rumover and contribution o admun per mille
also need to be considered for zach market.

Southampton stte costs will be allocated to exports on a budgeted per muile cost
which will be determined whan the impact of the Project Stem (cost — 10%)

tormula is fully evaluated.

LW Costs angd Soushampron Orerapiane

The management of ail UK 2035 is D2C0mMINg 3 major issue with Soutrampion
2iling (0 mest us onginai Project Tesi conversion cosi levels and the majenny of
Stamnes and Woking deparment cost cantres lookung for cast ;crzases wav ihead
of the rate of inflatton and the general level of cost wncreases accepted in the
Jvarseas operations. Southampron shculd pursue its Class A swarus opiestives
+hile Head Office costs are undikelv to be aggressively wekled unnl the cutcome
of Project Bamalion is known.

Standard Finance Policies Applicable 1o Orerations and Finance Diracear's

Checklist

In view of the high profile of the group. its aciivity in various financ:al markets
and as a pre-requisite 10 BATCo. being 2 well managed group of companies it is
viiaj thar these disciplines are adhersd (o at all times. Regional Di=ctors,
Regional Finance Controllers. Company No. 1's and their Ficance Direciors and
staff must ensure. particuiarly where saff changes occur. that awareness and
mmplementanion of these poiicies is maintained at all nmes. There havs been
serious lapses in (he pasy and compliancs with these procadures ar ail twes must
be re-emphasisad conugually.  Coverage of such issues as Jdividend levels,
torrowing arrangements. new company formations. etc. i Plans does not samove
the requirement for specific approval price to the time of impiemenaticn.

March 1993
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