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PM Companies Worl'dwide Leadership
Conference -- PM-USA Presentation
W. |. Campbell

Thank you . Good morning.

Last year | spoke about the dramatic
changes taking place in our industry
regarding discount products. More
importantly, | detailed a number of
strategic initiatives that PM-USA was
undertaking to deal with these changes
and to reinforce our leadership position
in the marketplace.

Our primary objective last year was to
strengthen the performance of our most
profitable asset: our premium brands.
As part of this plan, we initiated a
number of strategic brand launches and
a major retail merchandising program.
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Last February, we introduced Ultima, a
super ultra light addition to the Merit
family. Ultima is performing well and is
one of the reasons the Merit franchise
showed dramatic improvement in 1992.
Merit unit volume declined only 2.7% in
1992 versus 13.8% in 1991. Latest
Nielsen data indicate that Ultima has a
respectable 0.4% market share.

We rolled out Marlboro Medium 100's in
May, one year after the successful
introduction of Medium Kings which
established a legitimate, unique
category in the industry and currently
holds a 1.4% market share. Medium
100's will help build Marlboro share in
the 100's segment where we are
currently underdeveloped relative to our
share in the king size segment. So far,
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100's is performing up to expectations,
-- attaining a 0.3 share per Nielsen
through November.

We launched Benson and Hedges Kings

in August. The brand serves the dual
purpose of increasing B&H's relevance
to adult smokers under 35 and providing
PM-USA with a vehicle to increase its
share of the menthol market. Although
we are not satisfied with the results so
~ far, -- the brand is showing some
encouraging results in key urban ethnic
markets where PM has been
traditionally underdeveloped. For 1993,
we'll be re-focusing our marketing efforts
on gaining distribution and increasing
consumer awareness of the brand.
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PM-USA's successful market
performance has been accomplished
despite a competitive disadvantage at
retail due to product clutter and RJR's
merchandising strength. To correct the
situation, we implemented Retail -
Masters in 1992,-- a performance based
merchandising program designed to
incent retailers to promote PM's
premium brands. We've signed over
100,000 accounts representing over half
of industry volume.

An important benefit of the program IS
that it forms the foundation at retail that
allows us to launch major promotional
programs like the Marlboro Adventure
Team that I'll tell you more about it in a
few minutes.
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No one, -- especially George Bush,
would dispute that 1992 was an
exceedingly difficult year. However,
despite the lingering recession, PM-USA
was able to report respectable operating
performance.

Our operating revenues grew 1o $12.0
billion in 1992 from $11.6 billion in 1991,
an increase of 3.6%. Operating income
increased 8.6% to $5.2 billion. Our
operating margin excluding FET
increased 4.1 points to 54.9%. Our
cash flow increased 15.8% to almost
$3.0 billion.
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Before | get into specifics about our
objectives and strategies for 1993, I'd
like to give you some background on the
industry and the growth of the discount
segment.

PAUSE

Since its 1981 peak of 626 billion units,
industry volume has fallen by about two

percent annually, a total decline through
1991 of 117 billion units.

Despite the volume decline, industry
income climbed steadily and reached $9
billion by 1991.
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Virtually, all of the volume loss has
come from our competitors, and their
premium or full price losses have been
even greater. In 1981, our competitors
sold 424 billion premium units. In 1991,
they sold 199 billion -- a loss of 225
billion premium units. Attempting to
offset these premium volume losses was
probably their primary motivation for the
launch of discount brands.

Vet for all the volume loss and mix shift
into less profitable discount brands, our
competitors are still making handsome
incomes by any business standard.
Since 1982, our income has more than
quadrupled to $5.2 billion, while we
ostimate our competitors’ combined
incomes have more than doubled to
$4.3 billion. Aggressive pricing in the
premium segment has enabled them t0
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more than double their income on just
two-thirds the volume and has opened a
large margin umbrella for the promotion
of discount products.

The profit margin on premium brands
has grown from $10.49 per thousand in
1982 to $42.40 in 1992, while margins at
the lowest price tier have only grown
from $3.80 to $4.50 during this same

period.
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All our competitors can fund modest
income growth from premium price
increases which more than offset their
premium volume losses. They can then
compensate for volume declines by
expanding their discount sales which are
only moderately profitable. This strategy
avoids losing share in a declining
market. /

However, the cumulative impact of
premium brand price increases is taking
a toll on consumers. Since 1982 the
portion of a household's disposable
income needed to smoke Marlboro on a
regular basis has risen from two to0 3.3
percent, while it still takes only two
percent of disposable income to smoke
a lowest price brand. This economic
pressure is at the heart of the Discount
category's growth. |
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The Discount category has developed in
four distinct phases.

During the period from 1981-88,
discount grew moderately at about 1.4
share points each year, finally reaching
11 percent of the market in 1988. Since
1088, discount has tended to grow for a
while and then subside as retail prices
~ and profits rose.

During the period January 1989 through
May 1991, competition intensified as
manufacturers introduced or extended
new packings into the discount segment.
Discount growth accelerated to an
annual rate of 5 share points, and the
category comprised 24% of the market
by May 1991.
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Then in mid-1991 a series of

manufacturers' price increases raised .

Discount prices and profitability. As a
result, annualized discount growth
slowed to 3 share points, taking the
category to a 27 share by May of 1992.

The most recent phase began last June.
RJR aggressively drove for lowest price
volume using their sales force to gain
distribution for Monarch -- their new
branded deep discount product. The
competition has been particularly fierce
in pack outlets, Marlboro's stronghold.
In convenience stores, Marlboro now
sells for over $2.00 per pack while
lowest priced cigarettes are often sold
for 99 cents or less.
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As the price gap has widened to 89%,

the annual growth rate of discount has
more than quadrupled annually to 12
share points.

--We define the price gap as the dollar
difference divided by the lowest price. --
At the rate discount is now growing, it
will rise from 30 percent to over 40
percent of the market by the end of
1998. | |

The threat posed by Deep Discount
products is clear when you look at their
impact on profitability. Every share point
they take from premium or full priced
brands reduces industry income by $180
million. In 1992, the discount segment
has taken five share points and with that
share loss 900 million dollars of industry
profits have evaporated.
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The most recent phase of discount
growth caused major dislocations in the
marketplace last year. In 1992,
Premium volume fell 28.2 billion units,
with PM-USA losing 10.3 billion and
17.9 Dbillion units coming from
competitors. While we command nearly
50 percent of the premium business,
most of our competitors are losing their
premium volume at more than one and a
half times the rate we are. Our premium
brands are weakening. Except for
RJR's Camel and Lorillard's Newport,
their brands are collapsing. This is both
our strength and our weakness. As our
Premium brands outperform theirs, they
strike back with their only weapon --
price.
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Industry discount volume grew 25.8
billion units in 1992.

PM-USA gained 3.9 billion and our
competitors captured the remaining 21.9
billion units, which were almost all low
margin, deep discount products.

These dislocations have also
dramatically affected the industry's
financial situation. In the period 1982
‘through 1990, total industry operating
income grew at 12.8% compounded
annually. PM grew at 16.3% and our
competitors about 10%. In 1991, total
industry operating income growth fell to

7.7%. PM was still strong at 13.5% and |

the competition at only 1.9%.
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The intense price competitioh in 1992

has reduced industry profit growth even
further to an estimated 4.7%, with PM
down to 8.6% growth and the balance of
the industry at only 0.4%. The dramatic
acceleration in discount growth this year
accounts for the reduction in our income
growth from 12.7% at Original Budget to
our actual performance of 8.6%.

We made a decision last year to take a
moderate approach to gaining discount
unit volume. We didn't pursue the
" discount category with the same
intensity as some of our competition did.
RJR has been very aggressive and
‘Brown & Williamson, a traditional force
in this segment, has intensified its
efforts.
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