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The ultimate consequence of the dominance enjoyed by wide moat
companies is increased government regulation.
For tobacco
companies, such regulation is often premised on protecting customer
choice or reducing social harm. Since the turn of the 20th century,
success for tobacco companies has been predicated on operant and
classical conditioning of the consumer, and negotiating the regulatory
and legal landscapes. Despite the latter causing severe investor
dissonance from time to time, the industry has been one of the best
performing sectors on the stock market over a very long time.
Recently, the FDA announced its intention to reduce nicotine levels in
cigarettes to non-addictive level, putting paid to operant conditioning.
This has caused great consternation among investors globally. Yet, it
ignores a recurring lesson; the industry has flourished because of a
series of negotiated settlements or social compacts with regulators. All
indications are that this time is no different. What cracked the door
open for the FDA announcement is the progress the industry has made
over the past 5 years toward less harmful products. Heated tobacco
and e-cigarettes are the most popular of these. In return, the FDA has
promised a transparent and efficient process to license these new
products. A successful license application by Philip Morris, an
incumbent, for its heated tobacco product will not only allay current
investor fear, but renew corporate value for decades to come.

Regulation Beyond Competition
Ronald Reagan, the 40th President of the United States, is known to have popularized
the phrase, “If it moves, tax it. If it keeps moving, regulate it. If it stops, subsidize it”.
He was referring to, and lamenting, government’s attitude toward business before he
became president. While the purpose of market based systems is to create an
environment to making things move into a taxable bracket, the purpose of the
regulation is to ensure this movement does not frustrate the benefits competition
endows to the consumer. When movement is deemed to cause extreme harm or evil
to society, it is deemed to be illegal and falls out of the realms of commerce and
regulation into that of the justice system. This raises the conundrum of what to do
with a company that has earned industry dominance without infringing on
competition and customer choice, and its products are not illegal? These types of
companies are what we refer to in our process as wide economic moat businesses.
An example of this is the tobacco industry, which has gravitated to into a highly
profitable oligopoly over many decades, with over 70% of global market share
(excluding China) being shared between four companies. Consolidation occurred as a
result of competitive, regulatory, and legal pressures. What makes the industry a
highly desirable investment destination is that from time to time investors impute
high regulatory and legal risks into share prices of tobacco companies in spite of the
industry’s focus on shareholder value rather than market share. As well, high free
cash flow margins coupled with low capital intensity result in close to 100% cash
earnings that are paid out to investors in the form of dividends and share buy backs.
The regulatory risk is compounded for the tobacco industry as its product causes
social harm, which attracts further regulation. This occurred recently, when the
Federal Drug Administration (FDA) of the United States proposed to lower nicotine
content in locally sold cigarettes; resulting in the share price of British American
Tobacco (BTI) falling 10% as it derives 37% of its net income from the U.S. We
maintain our conviction on British American Tobacco, which is a 10% holding in our
portfolios as the company has amassed enormous knowledge and skill at handling
these regulatory issues coupled with a wide economic moat by packaging factors of
production in a manner that affords it pricing power (superior choice in the eyes of
the consumer).
The US Department of Commerce has never accused the industry of anti-competitive
practices. Neither the FDA nor the US Justice Department has accused the industry
of breaching regulations or the laws respectively. Counter-intuitively, class action
lawsuits by former customers who accused the industry of causing them evil have
been matched by court cases brought on by consumers asserting their right to
smoke. You name it; it has been tested in the court of law. Yet here we are. The FDA
is accusing the industry of a well-known fact, namely, a conditioned dominance over
the minds of smokers that leads to cigarette addiction. As investors in these high
quality businesses, the greatest risk our portfolio holdings face is whether the
benefits of wide economic moats or monopoly businesses reach a point where they
are blunted or destroyed by regulation.
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Individual Liberties and Regulation: The Never Ending Dance
There is balancing act between preventing societal harm and compromising
individual liberties. This limits how far actors on either side of the pivot can impose
their will on society; government’s limitations to regulating smoking -- on behalf of
tobacco control advocates -- are mirrored by those limiting tobacco companies from
profiting from the consumer’s freedom to smoke. To be sure, smoking, like voting, is
a basic right not enshrined in the US constitution (there is no such thing as a right to
smoke). Your ability to smoke flows from the same interpretation of the constitution
which only lists reasons why you cannot be denied the ability to vote -- for example
because of race and gender. A failed effort by the former mayor of New York City,
Michael Bloomberg, to ban the sale of large soda drinks in restaurants in the city
demonstrates the limits to government regulation – even if it is for social good – to
curb obesity. In rejecting Mayor Bloomberg’s proposal, the Court of Appeals found
that the Board of Health exceeded the scope of its regulatory authority.
Figure 1:

Limitations on Both Sides of Scale

Source: First Avenue

This however, does not provide open sail waters for companies to engage in
commercial activities, no matter how legal, that cause social harm. Soon enough, the
pendulum will require regulatory action to swing back to equilibrium. Cognizant of
this dance, consumer and tobacco companies regularly embark on exploratory
activities to advance less harmful products to the market place. Coke Zero is an
illustration of a successful Next Generation Products (NGPs).
In the case of tobacco, the real problem the FDA is attempting to regulate here is that
of the consumer’s health is being hurt by her own decision to smoke cigarettes. To
remedy this, the FDA wants to reduce nicotine levels found in traditional cigarettes to
minimal or non-addictive levels while promising the industry an efficient and
transparent process to authorize NGPs.
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The FDA’s actions have opened the door to a give-and-take process for society
(regulator, tobacco industry, and consumers) to coalesce around.
Figure 2:

Self-Disruption Ensures Continuation of Wide Moat

Source: First Avenue

Our thesis is that the FDA’s promise of a transparent and efficient licensing process in
NGPs tobacco is an overture to the industry for its efforts to disrupt itself. As well it
entrenches existing barriers against new entrants, the least of which are enormous
costs of R&D together with stringent FDA approval requirements. This ratchets up
the odds that Big Tobacco will dominate safer alternatives as it does traditional
cigarettes. Safer smoking options may very well offset the decline in the smoking of
traditional cigarettes.

Recalibrating the Scale toward Social Good
There are two leading types of tobacco NGPs. The first is e-cigarettes, a liquid based
product that has various flavors such as tobacco, botanical, and fruit (75% of ecigarette flavors are non-tobacco). The second type, Heat-not-Burn, is a tobacco leaf
based product that is heated to levels below those that are carcinogenic.
BAT conducted research on the safety and efficacy of its NGPs which showed 90-95%
less toxicity than traditional cigarettes. Figure 3 and 4 show that BAT’s Heat-notBurn product, Glo, and e-cigarette (Vype) released significantly less emissions (red
color on Figure 3) and tar (Black color in Figure 4) than traditional cigarettes.
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Figure 3:

Comparison of emissions in cigarettes and NGPs

Source: BAT
*Red is considered dangerous level of emissions

Figure 4:

Comparison of tar in cigarettes and NGPs

Source: BAT

Independent research by the Royal College of Physicians corroborated BAT’s
findings. It concluded that the risk of long term vapor inhalation is unlikely to exceed
5% of the harm of smoking a traditional cigarette. The social effect of this would be
to materially reduce the burden (direct and indirect) smoking currently places on the
healthcare system. On the basis of these findings, countries that had saw ecigarettes as a gateway to traditional cigarettes and banned them, namely, Canada
and New Zealand are planning to change policy. These are also countries with
universal health care systems. E-cigarettes are a great example of how companies
use human ingenuity (innovation) to solve existential problems (evolve with customer
needs). However, this comes at a huge cost. The Big Three Tobacco companies
(Philip Morris International, BAT and Japan Tobacco) have collectively spent
USD4.6bn on R&D in the past five years.
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BAT Best Positioned in NGPs
With products in all NGP categories (Figure 5), we believe BAT is best positioned to
take advantage of the evolution to safer smoking. PMI has placed “all its eggs” in
Heat-not-Burn through its iQOS product and has a weak position in e-cigarettes;
PMI’s strategy overlooks the fact that it is the consumer, not the company, who
determines what product eventually triumphs. BAT already dominates the global ecigarette market, and has created a compelling product in Heat-not-burn that was
very successful in its test market.
Figure 5:

Product Portfolio by Tobacco Company

Source: Company reports, Citi Research

Contained in the recent announcement by the FDA is an olive branch to the industry;
to establish a transparent and efficient process to authorize non-combustible
smoking options. Commendable as this is, it however inadvertently erects a financial
and regulatory barrier new entrants must scale. In fact, these barriers may very well
result in further industry consolidation (takeovers) of independents, if not
bankruptcy.
Those (new entrants) that do survive have to face the hegemony of Big Tobacco in
the form of scale economics, distribution networks, and classic and operant
conditioning. These competitive advantages have resulted in Big Tobacco’s
dominance of the industry’s profit pool.
BAT, through Reynold America
International, brought these advantages to bear by becoming the market leader in ecigarettes with a 38% share in less than a year (Figure 6). This demonstrates BAT’s
industry leading position in innovation.
Figure 6:

US E-Cigarette Market Share

Source: ECIG
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NJOY, an independent that had the second highest market share in early 2014 filed
for Chapter 11 bankruptcy due to significant losses (an inability to get to scale), high
legal costs, and an inability to cover the cost of FDA compliance.
Regulation also played a part in securing the economic profits of cigarette
manufacturers. The bans on advertising have helped to keep market shares stable,
new product launches are tightly regulated and the cost of regulatory compliance is
substantial.
PMI registered considerable success in its Heat-not-Burn product, iQOS, in Japan as it
gained 10% market share in tobacco in just over a year. We believe that this success
has been the leading contributor to PMI’s premium valuation rating.
Figure 7:

US E-Cigarette Market Share

Source: Company reports

A short while later, BAT registered success of its own with Glo gaining 8% market
share in just six months in its test market Sendai, Japan. Underestimating the
company’s operational know-how, distribution, and brand leverage, investors have
not priced this success into BAT’s share.
Heated tobacco or Heat-not-Burn is closest in taste and feel to traditional cigarettes.
A survey by UBS of 1, 000 smokers in Fukuoka has given us some insight into the
strong up-take of these products. The survey shows both high conversion rates (64%)
from traditional cigarettes to NGPs, and high retention (90%) among respondents.
This conversion rate is significantly higher than that of vapour products (e-cigarettes)
at 25-30%. Smokers who trialed heated tobacco in Fukuoka shared the following
impressions in the UBS survey:
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Figure 8:

Main Motivations to Switch to Heated Tobacco: Reasons why
smokers would switch from combustion to non-combustion

Source: UBS Evidence Lab

High Conversion Driven by Leveraging Existing Brands
Another contributor to the rapid success of heat-not-burn products is that they using
the brand power of their existing brands. PMI is using its Marlboro brand, the world’s
leading tobacco brand, and BAT with Kent, one of its global drive brands. See Figure
9 and 10.
Figure 9:

PMI Leverages Marlboro Brand in Heated Tobacco

Source: PMI
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Figure 10:

BAT: Leverages Kent Brand in Heated Tobacco

Source: BAT

Given our thesis on strong brand efficacy, we believe that BAT would garner
incredible success with Glo given that the company is by far the industry leader in
innovation. The company is home to five out of the top ten fastest growing cigarette
brands in the world (Figure 11). PMI’s brands have been some of the slowest growing
in the industry. The company’s heavy focus on iQOS may be to compensate for the
decline of the crown jewel in its portfolio, Marlboro. While this limits PMI’s options in
heated tobacco, BAT’s are not due to continued gains in market share of its global
drive brands in traditional cigarettes. BAT could launch a heated tobacco or ecigarette alternative for any of its popular traditional cigarette brands. In our opinion,
BAT has the highest probability of extending its moat, intangible assets, for decades
to come.
Figure 11:

BAT: Leverages Kent Brand in Heated Tobacco

Source: Strategic Business Consulting
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We quote the results of the UBS survey of 1,000 smokers in Fukuoka:
The proportion of all smokers of traditional cigarettes who used iQOS and Ploom
Tech regularly was 18% and 9% respectively (BAT’s Glo was not included in this survey
as the product is being tested in a different town, Sendai).
1. Among those whose primary method of intake (smoking) was heated tobacco,
the difference was overwhelmingly in favor of iQOS at 14% (3% for Ploom Tech).
In other words, there’s strong demand for iQOS as a replacement for regular PMI
cigarettes while many Ploom Tech users continue to prefer the traditional version
of the cigarette. This suggests that iQOS and Ploom Tech users are not perfectly
overlapping products (brand serves as a great differentiator). This does not bode
well for new entrants without a pre-established brand in traditional cigarettes.
2. iQOS has an 82% awareness rate versus 57% for Ploom Tech along with a 31% vs.
17% experimentation rate respectively. Yet, the rate at which people who have
tried iQOS and Ploom Tech become regular users is high at 50% for each brand.
This suggests that increased experimentation is the key to increasing conversion
rates.
PMI’s first mover advantage was stalled by manufacturing constraints that BAT made
sure to figure out before launching. BAT reconfigured its existing manufacturing
equipment (for traditional cigarettes) to create its Heat Sticks (for heated tobacco)
before going to market. PMI would have to conceptualize separate infrastructure to
accommodate its ambitions for iQOS. This explains why BAT closed the gap on PMI
despite coming to market later. JT had even bigger supply constraints than PMI since
Ploom Tech also requires new customized equipment. However, resolving JT’s
supply constraints by 2018 would create a venerable competitor for both PMI and
BAT as JT has the biggest traditional cigarette brand in Japan, Mevius, with a 30%
share. Marlboro and Kent have a 20% and 6% share respectively. In other words, the
pecking order in heated tobacco in Japan would restore the normal market share
structure of traditional cigarettes.
Globally, heated products equal about 2% of the cigarette market by dollar value.
Key to company valuations and share prices is how strongly this segment grows.
Already, PMI has filed for pre-market approval in the US. Along with that filing is an
application for “modified risk” status for iQOS. This is the “Do No Harm” aspect of
the social compact (negotiated settlement) between society, the industry, and the
regulator (FDA) we referred to earlier.

Healthier Products come with a Higher Margin
For its part, the industry will be willing to coalesce around the FDA’s olive branch (of
an efficient and transparent authorization process) for two reasons; the promising
uptake of NGPs and, as importantly, the products leverage off existing brands. It is a
boon to the industry (that governments are sure to want to partake in) that such
NGPs carry more than double the profit margin of traditional cigarettes. To illustrate,
BAT’s e-cigarette, Vype, is four times more profitable than regular cigarettes (Figure
10) purely on account of a low sales tax. Far from an oversight on the part of the
government, the low surcharge is meant to recognize the low burden of e-cigarettes
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on society’s health. Following on from that base is a step higher surcharge on heated
tobacco because of the relatively higher nicotine content (inverse relationship
between taxes and health effect). Yet, because heated tobacco is non carcinogenic,
the surcharge level is still such that it affords the product double the profit margin of
traditional, carcinogenic cigarettes.
Figure 12:

Profitability in NGPs relative to cigarettes

Source: BAT

That the structure of the industry will most likely remain unchanged while
profitability improves allows us to enjoy strong capital allocation, including dividends
and share buy backs while waiting for the market to impute the growth in penetration
of NGPs into share prices. The “Law of Profitability” states in the long term, Free
Cash Flow Margins (FCF/Revenue) gravitate to the inverse of the number of
competitors in the industry. That is, you can expect the average free cash flow
margin to be ¼ or 25% in an industry of four players. Nuances such as first mover
advantage and brand strength will determine which player will enjoy above average
cash profit margins.
Far from implying that the FDA will favor incumbents in licensing next generation
products, competitive dynamics (supply chain, distribution, economies of scale)
remain well stacked against new entrants (brand novices). The FDA’s olive branch
constitutes a tacit approval to the industry’s initiatives to disrupt itself while nullifying
substitution risk. This is the social compact that solves the conundrum of “profits
without harm”. The market should not have reacted negatively to such de-risking of
the industry’s wide economic moats!
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Conclusion
FDA approval of PMI’s iQOS application for “modified risk” status would be a
milestone in confirming that the industry has yet again successfully negotiated the
last bastion of all risks, namely, regulation. PMI’s first mover advantage in heated
tobacco has endowed its shares with a premium market rating relative to its peers.
Yet BAT’s quick success in this segment coupled with leadership in e-cigarettes has
positioned the company very well to re-rate to close that valuation gap. We know we
will enjoy consistent returns of capital while waiting for the re-rating.
We repeat: Investors should not have reacted negatively to such de-risking of the
industry’s wide economic moats! This is exactly the behavior that has historically
created buying opportunities in the sector yet more than compensated for by high
profit margins, high returns on capital invested, superior cash conversion, and
consistently leading dividend growth, and share buy backs. For one, we are adding to
our holdings in BTI, and look forward to fantastic returns for decades to come!
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Disclaimer
The content of this report and any information provided may be of a general nature and may not be based on any
analysis of the investment objectives, financial situation or particular needs of the client (as defined in the
Financial Advisory Intermediary Services Act). As a result, there may be limitations as to the appropriateness of
any information given. It is therefore recommended that the client first obtain the appropriate legal, tax,
investment or other professional advice and formulate an appropriate investment strategy that would suit the risk
profile of the client, prior to acting upon such information and to consider whether any recommendation is
appropriate, considering the client’s own objectives and particular needs.
Any opinions and statements made and any information given, whether written, oral or implied, are expressed in
good faith.
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