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PHILIP MORRIS PRICING STRATEGY

With reference to your note of 11th May to Hoe Seong on the above, pages 2 - 4 detail
BAT Ching's response. This response addresses possible PMI scenaria only.

Given RIR's reported hunt for cash, as evidenced in Hongkong, it is likely that pricing of
their key brands would be held, and a price reduction response would be uniikely, regardless
BAT's eventual action. However we believe that RTR's stance would be unlikely to
adversely impact key BAT brands.

Regards,

Nl

—-“'/
Neil Lovett

Encl.

NAL/rs
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Bagkeraund: )

BAT China have been asked to propose contingency strategies in the event that
Philip Morris should institues significant pricing initiatives for their premium brand
Maribare.

For SE 555, pricing is a fundamental part of the product mix and impacts, in
China, upon the imaga perceptions of the brand, As such any decision to reduce the
price has to be taken in the light of additional factors spart from purely compatitive
initiativas. For 555, tha stated pricing strategy and objective has been to maintain a
50 eant premium over Marfboro in both the official (CNTC) and Frae Market.
However over the past faw months this pricing objective hag not been met due 10 2)
an undersupply agninst demand of Marlboro in the expart/frea market and b) the
devaluation of the RMB apainst HKS, In official markets 555 has still managed to
maintain a prizing sdvantage over Marlboro XS 8C and in the duty free area the
pricing ig curreatly at parity.

For Kant a key objectives in the near term ig to attempt 0 increase the frae market
price 10 a leval nearer 1o that of the official market price through a managed
reduction of volumes supplied through the export channel, Through April and early
May some improvement in free market pricing was noted.

Lucky Strike has been withdrawn from the export market. Some stocks are still
present in the free market but the focus of efforts has been on maintaining official
prica at current elarivity versus Marlboro. i.e. One price catzgory below Marlbora,

Hilton and Viceroy currently both occupy the low price segment of the
Intarnational brand market. Hilton particularly is undsr priced in the free market
versus the official market and it's overall positioning is currently under raview,

Recent pricing points for each of the key brand, in tha key cities, is set out below:

Free Markat Pricing Guangzhou Shanghai Beljing
Brand
Marlbore 81 3.0 9.5
555 7.8 9.0 9.5
Xent _68 1.5 1.0
Hilton 4.0 5.0 5.5
Lucky Styike 4.2 5.0 5.5
Viceroy 42 5.0 4.5
Official Market Pricing Guangzhou Sbanghai Beijing
(FEC)Brand
Maribore 57 6.7 1.5
555 6.0 7.6 1.5
Kent 53 6.7 73
Hilton 3.5 4.3 4.5
Lucky Strike 5.2 62
Viceroy

*NB FEC premiums spplied to achieve Runb as folows: Baijing - 30%, Shaaghai ~
50%, Guangzhou - §7%
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"The key ways in which Marlboro can achieve price reductions are as follows:

2) CNTC retail pricing reflacts the tha degired benchmark price potitioning
for all brands Through reducing the price to CNTC/CNDF sufficiently to angineer 8
seduction in their retail price (assuming that CNTC do not merely take the
incrassed margin) to help competa With free markets, This however i dependant
upon theis ability to re negotiate their contract with CNTC which could prove
extremely difficult o to offer significant rebates and gratis in order to schieve the
gama objective within their current contractual commitments; this would be likely
to get undestrabls pracedents. BAT will need to closaly monitor.

Phillp Morris would be more likely to opt to renegotiate prices down in
the 1954 contract nagotintions in order to achieve pricing reductions, The 1994
contract negotiations will need to be carefully conducted with agreed industry
stances and congtant dialogue with CNTC in order to ansure that we ars offering
competitive tarms to achieve our target prica relativity.

b) To rednce the price to exporters, which, although likely to increase
margins in the short term, could, through the probable incraazed supply into the
domestic market, fegult in an oversupply of the brand and & dacrease in tha free

macket price

1f Marlboro pricing is reduced, with the objective of reducing free markat retail
prices, and enfancing margins it ix essential that our own cxport prices bs
addregsad quickly in order to ensure that our in market sales volumes and trade
margins ate proiected.
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BAT China Respanse/Options

PM Action
Reducs the price of Mariboro in Official Markets

558

1. Maintain target prica premium against Marlboro following
down 38 necassary.

Kent

1, Maintain price until parity pricing is achieved thes follow
Marlboro down maintaining price parity

Lucky Strike

1. Maintain price until prics differential of 10- 15% is achieved.
The current differantial |2 batwaen 20 - 25%. Once the desired
Javel of pricing is achisved follow Marlboro down maintaining

the planned diffsrential

Hilton

1, Recent experienca has indicated that the price / volume
relationship between Hilton and Maribaro is closely linked, Hilton
pricing should be continually reviewed -v- Marlboro, Reduce
price to maintain differential but ensure that price does not fall
below that of the competitive local brand set l.e. ¢4.0 RMB

Viceroy

1. Reduce price to maintain differsntial

BAT China Responze/Option

PM Action
Reduce price of Mariboro in Free Market

555

1. Maintain price, inltially allowing premium to be extended.
Assess Impact on consumer ofRake within 2/3 weaks, and taks
corrective action to redress if necessary,

Kent

. Should price of Marlboro femain sbave that of Kent mainal
Kent pricing and assess impact on sales through saleg forca
monitorin .

2. Should Marlboro reduce price to parity with Kent, maintain
current prica and assess impact upon eales, Should Kent gales
drop significantly decrease Kent to 90% of Marlboro prics

3. Should Marlboro reduce price to bslow that of Kant, reducs
price of Kent initially to parity, sssess sales impact, and, if
na raduce to 90% of Mariboro pricin

Hiiton

1, Hilton and Mariboro sales are currently price/volume linked.
Aspess effect of Marlbaro price reduction on Hilton saleg and be
prepared to reduce price but maintain & price pramium over the
relevant free market local brand set. Retail price not to fall below
4.0 RMB

Viceroy

1. Reduce price to maintain relativity with own/competitive
brands.

Brige Elasticity:

We are currently instinating a BPTO model (schaduled for July 1993) to assess the elasticity of
major brands in the markee. It may well be that at current prices Marlboro already has little
elasticity, which is beginning to show through from our own audits, but there iz & paed to be
able to asgess where, following a prics decrease, any additional volumes for Maribaro will come
from and which are the vulnerable brands e,g. Kent and or Hilton, 555 etc. Similasly an
elasticity study on 555 will suzess the impact of redueed pricing of Marlboro on our own.
franchise and could well indleate that, regardless of pricing strategy the current absolute level of
pricing for 555 is sufficiently robust 1o maintain current volumes svan allowing for a wider prics
differential batween the two brands.
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