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BATCO.OPERATING GROUP

KF-YAREA -FINANCE

Majorchangesfrom1994KeyAreaPaperareindicatedbydoublelinesinrighthand
margin.

BACKGROUND

During 1994 BATCO FinanceDepartmenEadoptedthe\4issionStatement:

With world classpeopleand standards,to proactivelymacage the 13ATCo
Group's profitsand cashto ensureout individualmarketand overadlfinancial
performancesareata levelof definitecompetitiveadvanmge.

A common setof financialKey ResuitAreas were developedforA FinanceDirectors
and RegionalFinanceControllersinthedriveformore consistentfocusand prioritisatioa
of major issues.

The Financefunctionseeksto addvaluetothebusinessprocessby understandingthekev
businessissues,challei3gingthe effectivenessof the allocationof scarcefinanci@
resourc@sand playinaa leadinaoleintheachievementofboth theshorttndlonc,term
profitand cashobjectivesof BATCO.

ILNTRODUCTION

This paper seeksto establishthefinancialprioritiesof BATCO. and to confirmthe
minimum levelsof financialperformanceacceptableforBATCO. and itsoperations.It
incorporatestheJune 1994 financw guidelinesfrom BAT Industriesandthefinancial
issuesarislnafrom theBATCO. 5 yearplan 1995 - 1999,togetherwiththeexpectations
from theBA*TCO. operationstobe retlectl-dintheir3 year 1996 - 1999 plans.

The Key Area Papercoversthefollowingareas:

(i)Growth inProfitability.

(ii)Returnon SetOperatin,oAssets(Historicaloaly).

(iii)InterestCover and Debt ilvfana.-ement.

(iv)TaxationVanatement.

(v)Returnon Shareholders'Equity.

(vi)Cash 'vlanaoemenl,Nfana.-eableCash Flow and Cash Generationto BATCO.

(vii)Export BusinessFinancialPerformance.

(viii)UK Costsand Southamptonoperations.

(ix)StandardFinancePoliciesAppiicableto operationsand FinanceDirectors'
Checklist.

BATCo,'s FinancW Position1991- 19()8issummarisedinAppendix I.

C:)
co

BATCO document forProvince ofBritiShColumbia 23 April1999

BATCO 00115988



2

(i)Growth inProfitabifi[y

The revisedGroup profitbudgetfor1995 shouldbe used as thebasisforgrowth
guidelinesfor futureyears,as the originalplan profitfor 1995 was cot
acceptable.However, forcertaincompanies/markets,therevised1995profitbase
isprobablyunacceptablylow and individualprofitgrowth guidelinesneedtotake
Thisintoaccount.Overallprofitgrowthinconsmnt tems of atleast12.5% p.a.
in linewith BAT Industriesexpectationsisconsideredto be achievablebased
upor 1995 - 99 plan pro*tions and the opportunitiesforprofitenhancement
available. Prioritisationof resourceallocationbetween marketsand brandsis
essentialifthe profitgrowth targetsare going to be achieved. In practice
BATCO. seekstoachievetheprofit-rowth targetson a publishedquanerlybasis.
These profitgrowth expecations!x,.Iudeany signiricantrestructuringcostsand
thelocalresultsofthenew businessesinRussiaand Uzbekistan.

The presentcoststructureof theBATCO group puts BATCO at a :ompeticive
disadvantaaeand -noreradical%vavsof structuringand manacpin-the business
need to be developed.

I.itargetingindividualompany ani t.,@por-Emarket profitgrowth and irtz:butable

brand-ar-.iinvscrowth,considerationshouldbe -iventothefollowing-.

(1) Consistencywith internaEiori3d@rand and market shareobjL-,:tives.

Cimmitment to the implementationof the 'Pink Book' which should
providea kev mechanism fortheimprovement of profitand management of
the:mde.

(3) A majordeterminantOf PrOFLEabilityisthelevelof sellingprices.Export
I.@lar,a(,trsand companies shouldensure thatas a aener3irulec@g3r&,tesdo
notblome cheaperinrealterms,and withincre in-as , leafand WNIS prices
and pressureon brand supportcosts,realisticcostingand forecastingis
e5sentialindeterminingfluturepricinc,levels.

(-L) 7nose operationsthathavethepotentialtoproduce costsavin.as,betterasset
utilisationand efficiencies,and Jisposalof non or under performingassets.

(5) E.Ycis.-isthelar,7estsin-leitemof costand excisesysterm in allmarketsD a
shouldbe keptunderconstant-aviewtoensurethekey objectives)fall
ir.te.-estedpartiesare bein,,achieved. BATCO should never be at a
competitivedisadvantagebecauseof an excisestructure.

(6) ne financialpositionand marketingactivitiesof thecompetitionand how it
islikelytoimpacton individualmarketforecastsand pricinglevels.

(ii'lReturn@-inNetOr)erzitineAssets(14i$-,DriC3[hnsis)

ne June 1994 Guidelinesreceivedfrom BAT Industriesstatedthat:-"BATCO.
shouldaim to achievea historiccostreturnof atleast40% forthe Ocerating
Group as 3 whole witheachindividualbusinessachievingatleast25%.'
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Ar)rendix 11highlights those companies where the historicalRONA isbelow 25%
and where the forecast 1996 return is lower than the 1994 acmal or 1995 revised

budget. Appendix UI highlights those areas where the Trading mar-in is below
group average or declining.

It issu-.aestedRegionalDirectorsand Finance Controllerstu'Yetindividual
company historicalRONA's and exportmarkeescontributionto admin based upon
cur.-antforecastsand known improvement opportunicies.

Tbcse oper3.tionsinterritoriesprone tointlationand devaluationmust continueo
cors:anrlymonilortheirperformanceso thatthereisno overalldeteriorationof
thebusinessinrealterms. CurrentCost Accountingmay need to be -ontinued@In
cer-:-,inc;rcirrlstancesand other management measurement and monitoring
tec@-niquesincludeeffectiveuse of replacementcostingfbr mana-ing price
inc-tasesand tiahtcashcontroland cash flowmanagement. RegionalDirectors
ar,zFina.,i,:eControllersshould targetthoseoperationsthatare vulnerableand
en-t@::-aproper management controlsare inplace.

T',iemethodologyfor understandingand enhancingBrand Value should be
im,-..-mentedand the resultsevaluated.However, thisis a separatemanagement
ext::4setoimprove ourunderstandingof brandvalueand isnotintendedtoform
par-.)ftheBalanceSheet.

(iii)lnr!--stCover 3nd Debt Manas!emen

BA'- Industriesare lookin.-to BATCO. to reduceitsdebt/equityratioover the
planperiod- no specifictargetsare set- exceptto theextentthatL:.K.income
canbe ;!nhanc--dviaincreasedlocalborrowinus.0

Ap-.LndixIV hicrhiightscompanieswithinterestcover 'ailingwithinthefollowin-
bar.-@s:-

a) Below times
b) In ,xc;:ssof 12 times

In :@!caseoft..-(a)band theprofitabilievoftheend market and smc-,ureof the
de@---.s,-iouldbe -xamined toensure we arefinanciallygeared inthe most effective
ma:n.,rfrom a taxand U.K. income angle.

Cor.-.-.aniesfallingwithinthe(b)band can be classifiedashavingsurplusfinancw
rescurcesand allways ofimprovinoU.K. incomeand group = efficiencymust
be ;:xplored.

net.- may be -rouptaxadvantagesifborrowingscan be channelledviaHamburg
InvestinencTrustor the BelaianCo-ordinationCentreand theseopportunities
shouldbe exploredbeforenew localborrowingsaretakenout or when existin-
fac;li.tiesaredue forrenewal. DiscussionswithbothTreasuryand Taxationare
requiredwhen such facilitiesareused.

Local remittanceproblems shouldnot prohibitmaximum permissibledividend
declancions. cr\
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(iv) Taxation \,ian32ement

In 1995 the BATCO Group willsuffercorporate=es of E141 mn of which only
'@6% ariseson UK profitswhich represent48% of the Group totalprofit.

ne Group effective= ratehas improved from 25.2% in 1991 to 22.77a in 1994

and isforecastataround24% for 1995.

The UK Government has introducedForeign Income Dividend (F.I.D.)legislation

which can reducetheUK taxpayableon dividendspaidby BAT Industrieswhere
the dividendsare funded from overseas earnings. The introductionof this

legislationdoes not altertheobjectivesof reducingthe taxationpaid by operating

companies and of mzximisin-.the opportunitiesfor increasinc,UK income - the
UK margiial taxratefor 1995 and be%-ondremains at 13Fo,

Tax management papersissuedto allcompanies remain relevant.Attentionis

particularlydrawn to:

a) The UK InlandR.-,.-enue'scon(enrionthatBATCO isrecoveringinsufficient
costs from itsop;!ratinasubsidiariesand. more importantlyassociated

companies,in respectof @&A feesand R&D recoveries.All effortsshould

be nade to increasedirectincome tlows to the UK and reduce 'vlilibank
exposure in:hisar-.a.

b) The marginalT.K m- rateof 13.OF.in 1995 means thatthe Group's overall
tax efficiencyimprovesby the maximisationof localborrowinas and the

minimisationof shareholdersfunds through high dividenddistri@ueionsand
the considerationof capitalreductionschemes.

c) 'ne low UK taxrae alsomeans thatBATUKE isa verytax efficientvehicle
for exports.By :ar@-Mlystrucrurinaoperatingcompany exportoperationsvia
BAT(TJK&E) theGroup = capitaliseon thissituation.

(v) Return on Shareholder@@'Funds

The BATCO. Group historicalreturnon P@ofitAfterTax to Shareholders'Funds

isforecastat31.5179in 1995 and to36.ZF* in 1996.

To enablethe Group s cash generationobjectivesto be met, the overallkey
financialcriteriamust be recardedasprofitaftertax returnon shareholdersfunds,

This alsoencompasses debt.cash.and taxationmanagement from the profitsangle

and the quanrun-Lsof dividend.capitalreductionsand retentionsin the business
from thesharehol@ers'funds

The objectivemust be forthe returnon shareholdersfunds to increaseata faster

ratethan RONA. Appendix V setsout those companies thathave:-

a) a scatic/fallinc7returnon shareholdersequity

b) a returnbelow '-07.

C) a returnon NuiEy growing slowerthan RONA
(overtheperiod1994 - 1997)
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AppendixV highlightsthatmostcompaniesfallunderc)aboveandstrategies
mustbe developedwiththeoperaeinc,companiesthatovera periodof time
reversethedecliningtrendsandimprovethereturnonshareholdersfundsbothin
quantum temn and ata fasterrat thanRONA. The levelindicatedpointsto
dividenddeclarationsbeingtoolow.

(vi)Cash \4anazement-\Iana2eableCash Flo- and Cash GenerationtoBATCO.

Our policyrevolvesaround sound cashmanagement, togetherwith riskaverse& a
Treasury management and the maximum generationof cash by operating
companies and remittancesto BATCJ.

A new Treasurypolicvisduetobe issuedinthefirsthalfofNs year.This ill
combine allthevariou's-jrrencpoii,:;esthatareatpresentcontainedin nume@us

guidelinesand instructions.

Banking Relationships,Local Bomwiicr Requirements,Foreign Currency
Management and Nettingare,*ourk-2-,,areaswhere we willbe seekingto -aj'n
extravaluefor theGroup duringthe n;!xt18 months. In each of theseareas,
specificattentionshouldbe paidnot onl,,-tothe new policvand procedures,but
alsothework and direc,.;o,-ith--.zhas bet:iind willbe emanatingfrom theBATCO
Group Treasuryduringthenextfew nonths.

The Mana(,,e3bleCash Flow ii.-.1r@sby operationsaredetailedinAppendix VI.
These should form the basisL)fEargets-'orindividualoperationsand should be
monitoredon a quarterly'oasisviarheQPR and QBS duringthebudgetyearto
improve overallcash management. BAT Industrieshave set a targetof
manageablecashflowarowth(excluding--apiwexpenditure)increasingat"Y.
above tradina,profit-rox-thtoretlec-controlof workincrcapital.

A. From OperatineClmnaniestoBAT o.

This is reflectedin the minimum dividenddeclarationsrequiredby
BAT Industriesftom BA7Co. in1996 to1998 which increaseby 15?o'p.a.

'ne improvingRONA returns.thelimiteduse of debtwithinthe majority

of the BATCO. businessesand the trendsinthe returnson shareholders
funds indicatesubst.Litialamountsof cash withincertaincompaniesthatare
basicaflysurplusto requirements,or the ongoing sizeof the existing

tobaccooperations.

FollowingtheBATCA. dividendrequirementsand unique= positionof
UK income, ouidel@nesto operatinc,:ompaniesshould emphasisethe need0
formaximisingUK remittancesviatheUK companies,i.e.BATCO. or
BAT (UK & E). The followinl,spec;ficissuesshouldbe addressed:-

(a) Dividendsshouldbe maximised and localconstraintschallenged.
Surpluscashand under-urilisedborrowingpotentialwithincompanies
is basicallyfinancwlvint,T-icientfrom an overallBAT Group
posiciun.In pani@.ularan\,for!@.astcashbuildup should be addressed
viatheguidelines.

c@-
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(b)Paymentsby OperatingCompaniesforspecificjustifiableand arou

lengthexpensessuch as royalty,T & A Fees,R & D, insurance
placedwithTIC, etc.arehighlytaxefficientastheyaregenerally
allowedfor= intheoperatingcompanyandsubjecttolowtaxinthe
UK. Purchaseofoperatingcompanytrademarksby thecentrecould
be financiallyattractivewhereitprovidestaxefficientUK royalty
incomeand providesthecompanieswithcashwhich can eventuallybe
repatriatedasdividends.

f.c) The useofcapitalreduction,chemes.

(d) Continuingeffortsshouldbe made toreleaseBATCO. blockedfunds.

B. WithinOperaiin!zCompanies

@Viththe increasedemphasison :a!;@and asse,management itmay be
appropriate,particularlyinhighinilationimitories.toseta yearandCash
balanceobjective.Manageable-,2shflow growthshouldexceedtrading
profieI-owth.

Companiesmust bringtheirexpertisein :ashrlow manaaeme,-tand
forecastingto the same generallevelof aczuracyas reflectedinprofit
management. The monitoringof theNiana.aeableCash Flow via the
QuarterlyCash Flow reportinashouldbeusedtoensurethishappensand to
idenc;l@,iimmediatelythose omp2@iiesthatha-.-,!a negativecashflowor are

.o:!neratinglesszashthanbudgetedsoth2,.:or-,!ctiveactioncan be taken.

Guidelinesto OperatinaCompania shouldmake referenceto the "asset
turnoverratio'requiredas an o%-erallme-uuremeirof efficiencyof asset
management and targetssetwh;!.-eratesare unacceptableor declining.
AppendixVIIhighlightsthoseareaswheretheAssetturnoverisbelow the
c,roupaveraueordeclinina

With volume crowthopportunities.larativL@roucrhexportswhich tendto
be more volatile,amerainginm3.rvmarkets,-xtravigilanceisrequiredto
.-uardagainstoverstoc;in,aand sub-sequ.".,.tassetrumover ratiodeclines.

Investmentlevelsin Fixedand CurrentAssetsare largelygovernedby
volumes,and so theaccuracyof salesorecasEin.ain allmarketsisvery
relevant.Itmay be appropriateto ;!,np,@asisethatwhere salesforecastsare
notbeingachieveditisimportantzoreactquic.Uvtoadjuststocklevels.

T'ierearemany remainingdisposaloppor-zunitiesfornon and under
performin-assetsthatshouldbe takenassoonaspractical.z

Proposedcapitalexpenditureshouldbe reviewedby RegionalDirectors
beforeinclusionintheBATCO. Cimpanv Plan,andtheprinciplesoutlined
inthepaper"FinancialReturnon New Investment*shouldbe followedin
operatinecompanieswhen evaluatina,proposals.Referenceshouldalsobe
made totheGroup manufacturing:apacitydatabaseheldby PP&D before
recommendinc,oragreeinga new investmen,,.

U7
Useshouldbemade ofpostauditreviewscoveringallareasofthebusiness c@,
e.g.investmentappr3isals.priceincreases.ne%vbrandlaunches,etc.witha
viewtoimprovingcontrolsand [tamingfrompastexperiencestomist the ON
qualityoffuturedecisionmaking- r\j
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(vii)ExportBusinessFinancialPerformance

Appendix Villshows contributionto admin from the major marketsand amwdi
rates.Tne same principlesfortheoperatingcompaniesarerelevant- mainmining
pricelevelsand marginsconsistentwithcostsand internarionalbrandand market
shareobjectives;cost,creditand stockcontrol;and cashmanagement.
Complexitycosts,thelevelofunallocatedoverheadsand financingcostsmust be
takenintoaccountwhen fixingpricesand consideringcontributionto admin
figures.As wellasabsolutecurrencyvaluesrelevantratiosforeach market,e.-,.
contributionto admin as % of netturnoverand contributionto 3dmin per mille
alsoneed tobe considered',oreach market.

Southampton sitecostswillbe allocatedtoexportson a bud.ae,--dper miliecost
which willbe determinedwhen the iMp3Ct of theProje.-,Sten ',cost+ 10%)
formuia isi@illyevaluated.

(viii)UK Costs ind'Southamr)tonOner3tions

The mana-,ementof all(JK costsisbecominc,a major issuewithSouthampton
failingtomeet itsorivinaiProjectTestconversioncostlevelsand themajoritvof
Stainesand Wokinc,lepartmentcostcentreslookin-forcostincreasesway ahead
of the rateof inflationand the aenerallevelof costincreasesacceptedin the
overseasoperations.Southamptonshould pursue itsClassA statusobjectives
whileHe3d Officecostsar!unlikelytobe au'Uressivelvtacl'eduntiltheoutcome
ofProjectBattalionIsknown.

(ix) StandardFinancePoliciesApniicableto Over3tionsand Fin3nceDirector's
Checklist

Inview of thehighprofileof themup, itsactivityinvariousfinancialmarkets
and as a pre@requisiteto BATCO. being a well managed

'

aroup of companies it is

vitalthatthesedisciplinesare adheredto at alltimes. RegionalDirectors,
Re-vionalFinanceControllers,Company No. l'sand theirFinanceDirectorsand
sta@ must ensure,particularlywhere staffchancesoccur.thatawarenessand
implementationof thesepoliciesis maintainedatalltimes. 'rnerehave been
seriouslat)sesintheRastand comi)liancewith theseprocedl:resatalltimesmust
be re-emphasisedcontinu3llv.Coverage of such issues3s dividendlevels,
bortowin.aarran-ements,new company formations.etc.inPlansdoes notremove
therequirementforspecificapprovalpriortothetimeofimplem;!ntation.
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