
Northstar Market Report   Q4 2018 

FROM THE ANALYSTS: EQUITIES 
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(Analyst)  

and has created a USD15bn franchise in only three years at 
the expense of incumbent tobacco groups. While it is not 
yet clear what level of cigarette cannibalisation is caused by 
NGPs, concerns over potential loss of business has led global 
tobacco groups to invest significantly in NGP R&D. 

Reynolds acquisition – a game changer 

In 2017 BAT completed the acquisition of RJ Reynolds, thus 
ensuring the US would become the group’s largest 
contributor to operating profits (42%). Whilst the acquisition 
was expensive, BAT argued at the time that the US 
represented one of the most profitable markets for 
combustibles in the world and was confident in further 
consolidating its position in that market. At face value, while 
this strategy was intended to diversify group earnings and 
lock-in a stable source of profits, it effectively achieved the 
reverse for four main reasons: 

 US cigarette trends have materially worsened since 
2016, arguably as a result of significant gains by 
competing next generation products such as JUUL. 

 While the US tobacco industry is no stranger to 
regulatory threats, significant inroads made by JUUL 
among US teenagers, has galvanised the FDA’s (US Food 
and Drug Administration) resolve to curb cigarette 
consumption more broadly via nicotine reduction 
strategies (Nicotine Product Standard Proposal) and the 
proposed ban of menthol cigarettes (more later). 

 BAT’s debt levels increased significantly to fund the 
Reynolds acquisition, forcing group gearing (Net debt to 
EBITDA) above 4x (1H2018) and thus reducing its 
financial flexibility. While we believe BAT retains the 
ability to service its debt, higher interest rates in the US 
and a weaker than expected performance from 
Reynolds over the medium term will likely impact the 
pace of de-gearing. 

 Finally, the impact on group returns (ROIC) following 
this acquisition has been particularly negative and the 
deteriorating prospects may potentially result in 
impairments of BAT’s US business. 

Regulatory environment – the FDA’s response to JUUL and 
menthol cigarettes 

After months of speculation, in November 2018 the FDA 
announced that it will be pressing ahead with a menthol 
cigarette ban as part of a wider series of measures targeted 
at reducing youth e-cigarette use (caused by JUUL). While 
the ban is expected to be fiercely contested by tobacco 
companies and potentially take 3-5 years before its 

Over the past two years, the JSE All Share Index has been 
plagued by the collapse of several stocks which have been 
adversely impacted by poor corporate governance, industry 
disruption and an overall weak economic environment. 
Pleasingly, our research process has led us to avoid most of 
these companies including the likes of Steinhoff, Aspen, Blue 
Label, Resilient, Fortress and Ascendis Health as well as 
prevented us from holding others such as MTN in large 
weights.  

In a particularly difficult domestic environment, British 
American Tobacco (BAT) has been the exception of a 
dominant business that we own which has performed 
particularly poorly. In this article we contextualise our 
reasoning for investing in BAT and our outlook for the 
company. 

Background 

BAT is one of the largest tobacco manufacturers in the world 
with a market-leading position in over 50 countries and 
significant presence in over 180 markets. Over the past 
hundred years the company has tightened its grip on global 
cigarette markets via a combination of acquisitions and 
organic growth. While global combustible cigarette volume 
growth has been slowing, BAT’s ability to consistently raise 
cigarette prices and operate with increasing efficiency has 
allowed it to generate and grow free cash flow over time. 
The investment case for BAT has traditionally relied on the 
company’s ability to defend market share and exert 
significant pricing power over its customers. 

The stock’s recent under-performance is the result of both 
company-specific issues as well as changing industry 
dynamics. In particular, we find that BAT’s acquisition of US 
tobacco manufacturer RJ Reynolds, the advent of Next 
Generation Products (NGP) and a more pronounced 
regulatory environment in the US as being the perfect storm. 
Whilst we acknowledge these risks, we believe the market 
has been overly punitive and we see upside for the stock. 

NGPs – industry disruption 

NGPs include vaping products (liquid with nicotine) and 
heated tobacco products (tobacco stick that is heated 
electronically). Heated tobacco products have been 
particularly successful in a number of European countries as 
well as Japan, with Philip Morris’ iQOS leading the charge 
since its launch in 2014. Vaping products, often referred to 
as e-cigarettes, were developed in 2003 but only gained 
traction after 2010 as manufacturers engineered improved 
nicotine delivery mechanisms. In the US, vaping product 
manufacturer JUUL controls over 70% of the NGP market 
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Figure 5. British American Tobacco Valuation. Source: Company Financials. Northstar Asset Management. 

 NGPs – We see significant upside to global uptake in 
NGPs and believe BAT is well positioned to take 
advantage of market dynamics over time. We 
conservatively value this part of the business but think it 
may well exceed expectations as this market evolves. 

 In the event of a full menthol ban, we believe it is 
unlikely that BAT would lose all of its US menthol 
related revenue as we would expect BAT’s NGP and/or 
core tobacco channel to partially capture this business. 

In conclusion, we believe that the market is being overly 
pessimistic on the impact of a menthol ban and the advent 
of NGPs on British American Tobacco’s future levels of 
profitability. Based on our valuation work, we believe the 
market is currently valuing BAT’s US business at 1/3rd of 
what we believe it is worth.  
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introduction, the loss of revenue that could stem from this 
ban is significant for BAT. With approximately 25% of BAT’s 
profitability derived from US menthol cigarettes, a total 
menthol cigarette ban would have a significant impact on 
BAT’s profits. 

Outlook – where to from here? 

Whilst we acknowledge that the risks to BAT’s investment 
case have increased over the past 2 years, we continue to 
believe that the group’s core combustible business still has a 
strong competitive advantage and will remain profitable. 
Our investment case is based on the following 
considerations: 

 BAT has a dominant position in high growth emerging 
markets, which currently represents more than half of 
group profits. Medium term profitability will, in our 
opinion, be underpinned by continued volume growth 
and pricing power in these geographies. 
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THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002  

Northstar Asset Management Proprietary Limited is an authorised financial services provider in terms of the Financial Advisory and Intermediary Services Act 2002. All information 

contained in this document should not be construed, or relied upon, as advice. If you require financial and/or investment advice, please engage the services of an independent 

financial adviser.  

 

INFORMATION AND CONTENT  

The information and content (collectively 'information') accessible in this document are provided by Northstar as general information about the company and its products and 

services. Northstar does not guarantee the suitability or potential value of any information or particular investment source. Any information in this document is not intended nor 

does it constitute financial, tax, legal, investment, or other advice. Nothing contained in any service or any other content in this document constitutes a solicitation, recommenda-

tion, endorsement or offer by Northstar.  

Illustrations, forecasts or hypothetical data are not guaranteed and are provided for illustrative purposes only; returns or benefits are dependent on the performance of underly-

ing assets or other variable market factors; there are risks involved in buying or selling a financial product; past performances are not necessarily indicative of future performanc-

es; and no guarantees are provided. 
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DISCLAIMER 

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP number 601, is the co-named partner and investment manager of the co-named portfolios 

within the Sanlam Collective Investments Scheme and is an authorised discretionary financial services provider under the Financial Advisory and Intermediary Services Act (No. 37 

of 2002). This information is not advice, as defined in the Financial Advisory and Intermediary Services Act (No. 37 of 2002). Please be advised that there may be representatives 

acting under supervision. 
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Performance as at 30 Nov 2018 1 month 3 months Year to Date 6 months 1 Year Since 1 June 2017 

p.a. 

2 Years p.a. Since 11 Jan 2016 

p.a. 

         

Instit BCI Worldwide Flexible Growh Fund 0.6% -5.0% 0.3% 0.3% 2.5% 4.0% 11.5% 11.0% 

*BCI Worldwide Flexible Global Fund annual performance 

Inception date 11 January 2016 

Source: Morningstar, Bloomberg and Northstar Asset Management (12 December 2018). The fund is not a co-named fund, but Northstar Asset Management is the investment 

manager of the fund. 
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