BAT full-year 2016 results
Nicandro Durante, CEO
2016 performance
Q:

Let's start with the results. How would you assess the performance of the
business over the year?

A:

2016 was a great year for BAT, as you can see from the numbers. We have
delivered very good revenue growth of 7%, mainly driven by the corporate
share gains that we had in the market. We had slight growth in volume and
market share growth of 50 basis points, and also a very good price mix for the
year of around 6.5%. So a very good year indeed.
The Global Drive Brands performed extremely well, 100 basis points growth,
another 7.5% volume growth. Another outstanding year for our Global Drive
Brands.
Profit-wise, very good, 10% in current terms, 4% in constant terms. And if we
look at the EPS growth for this year it was nearly 19%. And 10% at constant
[rates of exchange] was an excellent result and that's why we have decided to
have a dividend increase this year following the EPS constant at 10%.
So, indeed, it was a great year for BAT.

Q:

Are there any markets that you are particularly excited about, or indeed,
concerned about?

A:

In general, we had a great performance in all the four regions in BAT and that's
why we had such a fantastic underlying performance. But if you go region by
region, if you take Asia, for example, we had Japan, another year of share
growth, an outstanding result in the Japanese business. Kent has performed
extremely well there. South Asia, for example, Pakistan – share growth, profit
growth, outstanding numbers. And I think in general Asia had a good
performance. We had the downside of Malaysia this year because we had a huge
excise increase at the end of 2015 and you had huge declines in volumes last
year because illicit trade went up. But, in general, the region performed
extremely well.
Americas, we cannot talk about Americas without talking about Brazil. It was
another difficult year in Brazil because GDP was down. Disposable income in
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the country was coming down as well and I think that was a tough year for our
business there. Despite that, we had a very good underlying performance in our
portfolio. Our brand Dunhill was growing market share in a market that is
declining, the premium segment, by 50 basis points. Lucky Strike had very good
growth and our share in the ‘value for money’ segment has increased during the
year. So it was good underlying performance for Souza in a tough environment.
Canada, another great year after many years in which we had some problems
there in terms of profitability for that organisation. It was the fourth year of
profit growth. And I could talk about other markets such as Chile, Venezuela,
Central America. Good performance overall in a region that was under a lot of
pressure in terms of the market economic environment.
In EMEA, we had another good year after an outstanding 2015. You take
Russia, for example, share was up 140 basis points with very good profit
growth. We were growing volume in a market that was declining. We had a
great performance in Turkey, the third year in which we were growing market
share strongly in Turkey. And then we had good performance in places like
Ukraine. So very good indeed.
In Western Europe, a great year. We had share growth in Western Europe. [If
you look exit against exit it was even better.] We had great performance in
places like Germany, Romania and France.
So overall in BAT, it was a great year for the regions and the markets.
Q:

You mentioned the performance of the Global Drive Brands. How
confident are you that you can maintain growth here and continue to take
market share?

A:

Well, that's a question that we are asked all the time because the Global Drive
Brands (GDB) have performed very well for a number of years. If you take, for
example, 2010 to 2015, GDBs were growing around 6% per year. That’s in an
industry that was declining around 2%, 3%, so a great performance and we did
it again in 2016. GDBs were growing 7.5%, 100 basis points in a very difficult
environment. The industry was down 3%, even though the GDBs had this kind
of performance.
I think that we have the right brand portfolio there with Dunhill, Lucky Strike,
Kent, Pall Mall and Rothmans to drive the growth forward based on a fantastic
pipeline of innovations and we have a lot of things in our pipeline for the
coming years.
So I'm very confident that the GDBs will continue to outperform the market.

Reynolds acquisition
Q:

Last month you announced that you had reached agreement to acquire the
remainder of Reynolds American that you don't already own. Can you
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explain the rationale for going back into the United States, a market you
effectively exited some 12 years ago?
A:

Well, in reality, just to clarify, we never left the United States. We had 42% in
Reynolds, so we always had a big share of that organisation and we followed
Reynolds very closely. That was important for our results as an associate. So we
never left the United States. But we thought that it was the right moment, from a
strategic point of view and a financial point of view, to go back and make a bid
for the remaining 58% that should go for approval for shareholders in the third
quarter of this year.
I'm very happy, delighted, that the boards of both companies decided to support
this deal which I think is going to be a fantastic deal for both sets of
shareholders. It will open up for BAT the possibility to explore with our brands,
with our Next Generation Products’ pipeline, the United States and also have an
opportunity to take some of their brands, some Next Generation Products’
pipeline worldwide. So I think that is going to be a great deal for both sets of
shareholders.

Next Generation Products
Q:

Can you give us an update on your Next Generation Products? In
particular, you recently launched glo in Japan, how is that going?

A:

It is doing extremely well, above our expectation, to be very honest. We
launched this in December (12th month), so 10 weeks ago. In 10 weeks in
Sendai, Japan, in the biggest convenience store there, we have 5.4% market
share. It is above what we were expecting, so extremely successful. In the
second biggest convenience store, we are there for six weeks and we have 4.9%
market share. Those two convenience stores, they are 40% of the volume of
Sendai, so it is an outstanding start.
The consumers are enjoying the smoke experience of our products, the
simplicity of the products and so on and so forth. There are so many reasons that
they are enjoying the product and the reviews that we have, the insights that we
have, are extremely positive.
We expect to roll this out to the whole of Japan, a national roll-out, in the
second half of this year. I hope that's the beginning of the second half, not the
end of the second half. We are making plans. We have some improvements
already. There is going to be a version 1.2, so it's going to be an even better
product that we have. We’ve learned a lot in terms of the marketing mix, in
terms of the product. In spite of being extremely successful, we want to do
better. We are already working on generation 2, 3, and 4. So we want to keep
the pipeline going for the coming years.
In terms of vaping, BAT is now, after three years, the biggest vaping company
in the world outside the United States. We have an overall 8% share in the top
14 markets. That's 90% of the volume and we are doing very well. We just
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launched the Vype Pebble in Italy and some other markets in Europe. The first
feedback that we have had from the consumers is that the product is doing very
well. So we are very excited with our pipeline in both categories.
Q:

Looking ahead, what's your outlook for the Next Generation Products
category in general?

A:

We entered the category because we think that there is a lot of potential there, so
it is going to grow. It's going to grow from a very low base. You take vaping,
for example, the CPTO consumer price turnover of 2016 is 60% higher than
2015. It’s a lower base, but it shows the potential and the growth. So nowadays,
outside the United States, this is around $4 billion CPTO. It's very small for the
whole tobacco business, but it's growing very fast. So I think that this is going to
be an important category in the coming years, and I think that we are very well
positioned with our portfolio in vaping and in tobacco hitting products to be
successful there.

Outlook
Q:

How do you see the outlook for 2017?

A:

It's going to be challenging because the currency trading conditions are
challenging, but we are going into 2017 with good momentum. We are growing
market share across the world. We are coming from a position of strength. It is
always better to face the new year in a position of strength. We have a very
good pipeline in the combustible business, some innovations that are coming to
the market. In NGP (Next Generation Products), we have been very successful
with our test market in Sendai, with glo. Vaping is growing. So I think that you
are going to have another good year in 2017. But it is going to be skewed to the
second half of the year because we are investing and launching some of these
brands, some of these innovations in the first half. So it's going to be skewed to
the second half. But I think that we have the products and the pipeline to drive
another year of good earnings growth to meet our strategic metrics.

Ben Stevens, FD
Q:

What for you are the key financial highlights of these results?

A:

Yes, I think these are an excellent set of results. Turnover organically is up by
over 5%, our operating profit is up over 10%, if you strip out the adverse effect
of transactional foreign exchange. Our operating margin is up 160 basis points
on an underlying basis. Our earnings per share is up 19% and as a result of that
we can reward our shareholders with a 10% growth in the dividend. And our
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operating cash flow conversion is up to 93% - 2 percentage points higher than it
was last year. So altogether I think these are an outstanding set of results.
Q:

You mentioned the foreign exchange markets, how much of an impact has
the volatility in those markets had over the last year?

A:

Well certainly Brexit had a major effect on sterling. So we were looking at a
FX headwind for the first half of the year. This turned into a tailwind for the
second half of the year. So overall, during the year we've got a 6% translational
FX tailwind.
But of course on transactional FX it's more currencies against the dollar that
count and we had a 6% headwind on transactional FX for the first half of the
year and it was the same in the second half of the year so it came out at 6%
headwind for the full year.

Margins
Q:

How much of an impact is transactional FX having on margins, and what
do you see is the outlook here for 2017?

A:

Yes, our underlying operating margin grew by 160 basis points which is a very
very good result. But of course we had to face the effect of transactional FX
and that pulled operating margin down by 210 basis points. So the overall
effect on operating margin, if account for the transactional effect and the effect
of our acquisition activity, there was are reported drop of 90 basis points. But
underlying the growth of 160 basis points.
It's very early to talk about currency effects for the year 2017, but it looks at the
moment as though if currencies stay where they are, we'll be facing a
transactional FX rate of around 2%.

Reynolds acquisition
Q:

Can you outline the financial rational and benefits of the Reynolds
American deal?

A:

Yes, I think the Reynolds American deal, if it’s voted for by shareholders will
prove to be an excellent deal for BAT. It covers its cost of capital and in year
five it gives us mid-single digit earnings growth by year three. So financially
it's a very strong deal. But it also gives us control of the Reynolds cashflow
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which we can put to use in terms of further growing and developing the BAT
business.
So all in all I think this will be a very, very strong acquisition for BAT.
Q:

With the Reynolds acquisition you will be taking on considerable debt.
How will this be financed and how do you view the de-leveraging process
that follows?

A:

We're taking on a combination of bridging loans and debt there will be $20
billion of bridging loans that we will re-finance in the debt capital markets over
a period of time. We've got flexibility to do that when we think it's most
appropriate. That means our net debt to EBITDA will be approaching 4 by the
end of this year, but it comes down pretty quickly with the cash that we generate
so we think we can take about half a turn off that each and every year.

Outlook
Q:

You're increasing your dividend by 10% which means that your pay-out
ratio will drop from 74% to 68%. What are your plans regarding future
dividend policy and growth?

A:

Our constant currency earnings growth is over 10% this year, so I think it's
appropriate we reward our shareholders with a significant growth in the
dividend, 10% growth in the dividend. That does have the effect of reducing
our pay-out ratio back towards our long-term ratio of 65%. And we intend even
post the Reynolds deal, if it goes ahead, to maintain that 65% pay-out ratio.

Q:

How do you see the outlook for 2017 overall?

A:

I think the business will continue to perform very very well. Performance I
think in 2017 will be weighted towards the second half. Much as it was in 2016.
So a little bit early to be talking about currency yet, but if exchange rates stay
where they are today it looks as though we will face something like a 2% hit on
transactional FX but have a tailwind of around 9% on translational FX. And
while trading conditions remain pretty tough out there, I'm still confident that
we'll deliver another good year of earnings growth.

Disclaimer
Forward looking statements
Certain statements in this communication regarding the proposed merger of Reynolds and BAT (the
“Proposed Transaction”), the expected timetable for completing the Proposed Transaction, the
benefits and synergies of the Proposed Transaction, future opportunities for the combined company and
any other statements regarding BAT’s, Reynolds’s or the combined company’s future expectations,
beliefs, plans, objectives, financial conditions, assumptions or future events or performance that are not
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historical facts are “forward-looking” statements made within the meaning of Section 21E of the United
States Securities Exchange Act of 1934. These statements are often, but not always, made through the
use of words or phrases such as “believe,” “anticipate,” “could,” “may,” “would,” “should,” “intend,” “plan,”
“potential,” “predict,” “will,” “expect,” “estimate,” “project,” “positioned,” “strategy,” “outlook” and similar
expressions. All such forward-looking statements involve estimates and assumptions that are subject to
risks, uncertainties and other factors that could cause actual future financial condition, performance and
results to differ materially from the plans, goals, expectations and results expressed in the forwardlooking statements and other financial and/or statistical data within this communication. Among the key
factors that could cause actual results to differ materially from those projected in the forward-looking
statements are uncertainties related to the following: whether the conditions to the Proposed
Transaction will be satisfied and the Proposed Transaction will be completed on the anticipated
timeframe, or at all; the failure to realize contemplated synergies and other benefits from the Proposed
Transaction; the incurrence of significant costs and the availability and cost of financing in connection
with the Proposed Transaction; the effect of the announcement of the Proposed Transaction, and
related uncertainties as to whether the Proposed Transaction will be completed, on BAT’s, Reynolds’s
or the combined company’s ability to retain customers, retain and hire key personnel and maintain
relationships with suppliers and on their operating results and businesses generally; the ability to
maintain credit ratings; changes in the tobacco industry and stock market trading conditions; changes or
differences in domestic or international economic or political conditions; changes in tax laws and rates;
the impact of adverse legislation and regulation; the ability to develop, produce or market new
alternative products profitably; the ability to effectively implement strategic initiatives and actions taken
to increase sales growth; the ability to enhance cash generation and pay dividends; adverse litigation
and dispute outcomes; and changes in the market position, businesses, financial condition, results of
operations or prospects of BAT, Reynolds or the combined company.
Additional information concerning these and other factors can be found in Reynolds’s filings with the
U.S. Securities and Exchange Commission (“SEC”), including Reynolds’s most recent Annual Reports
on Form 10-K, Quarterly Reports on Form 10-Q and Current Reports on Form 8-K and BAT’s Annual
Reports, which may be obtained free of charge from BAT’s website www.BAT.com. Readers are
cautioned not to place undue reliance on these forward-looking statements that speak only as of the
date hereof and BAT undertakes no obligation to update or revise publicly any forward-looking
statements or other data or statements contained within this communication, whether as a result of new
information, future events or otherwise.
No statement in this communication is intended to be a profit forecast and no statement in this
communication should be interpreted to mean that earnings per share of BAT or Reynolds for the
current or future financial years would necessarily match or exceed the historical published earnings per
share of BAT or Reynolds, respectively.
Additional information and where to find it
This communication is neither a solicitation of a proxy nor a substitute for any proxy statement or other
filings that may be made with the SEC in connection with the Proposed Transaction. Any solicitation will
only be made through materials filed with the SEC. Nonetheless, this communication may be deemed to
be solicitation material in respect of the Proposed Transaction by BAT.
BAT intends to file relevant materials with the SEC, including a registration statement on Form F-4 that
will include a proxy statement of Reynolds that also constitutes a prospectus of BAT. Investors and
security holders are urged to read all relevant documents filed with the SEC (if and when they become
available), including the proxy statement/prospectus, because they will contain important information
about the Proposed Transaction. Investors and security holders will be able to obtain the documents (if
and when available) free of charge at the SEC’s website, http://www.sec.gov, or for free from BAT at
batir@bat.com / +44 (0) 20 7845 1000. Such documents are not currently available.
Participants in solicitation
This communication is neither a solicitation of a proxy nor a substitute for any proxy statement or other
filings that may be made with the SEC in connection with the Proposed Transaction. Nonetheless, BAT,
and its affiliates and each of their directors and executive officers and certain employees may be
deemed to be participants in the solicitation of proxies from the holders of Reynolds common stock with
respect to the Proposed Transaction. Information about such parties and a description of their interests
are set forth in BAT’s 2015 Annual Report, which may be obtained free of charge from BAT’s website
www.BAT.com and the proxy statement for Reynolds’s 2016 Annual Meeting of Stockholders, which
was filed with the SEC on March 23, 2016, Reynolds’s annual report for the year ended December 31,
2016, which was filed on Form 10-K with the SEC on February 9, 2017 and Reynolds’s Form 10-K/A,
which is to be filed with the SEC on or before May 1, 2017 (such filings by Reynolds, collectively,
“Reynolds SEC filings”). To the extent holdings of Reynolds securities by such parties have changed
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since the amounts contained in the Reynolds SEC filings, such changes have been or will be reflected
on Statements of Change in Ownership on Form 4 filed with the SEC. Additional information regarding
the interest of such parties will also be included in the materials that BAT intends to file with the SEC in
connection with the Proposed Transaction. These documents (if and when available) may be obtained
free of charge from the SEC’s website http://www.sec.gov, or from BAT using the contact information
above.
Non-solicitation
This communication shall not constitute an offer to sell or the solicitation of an offer to sell or the
solicitation of an offer to buy any securities, nor shall there be any sale of securities in any jurisdiction in
which such offer, solicitation or sale would be unlawful prior to registration or qualification under the
securities laws of any such jurisdiction. No offer of securities shall be made except by means of a
prospectus meeting the requirements of Section 10 of the Securities Act of 1933, as amended.
This communication should not be construed as, investment advice and is not intended to form the basis
of any investment decision, nor does it form the basis of any contract for acquisition or
investment in any member of the BAT group, financial promotion or any offer, invitation or
recommendation in relation to any acquisition of, or investment in, any member of the BAT
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