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British American Tobacco (BAT) is trading at 5 year lows. It is not alone. 

Tobacco companies reached their highest relative ratings during June 

2017, but since then they have faced a large derating despite their 

earnings profiles remaining largely intact. In the last two years, the top 

5 tobacco companies have lost $110bln in market capitalisation, 

underperforming the staples sector and the broader market materially. 

As investors in tobacco, we have not emerged unscathed. 

Staples are stable companies. They offer a high degree of certainty of 

earnings, superior cash conversion, high return on invested capital and 

most importantly they are compounding growth companies. In a rising 

rate environment, staples should sell off as their scarcity value 

decreases (higher earnings growth is available at a cheaper valuation in   

more cyclical shares). Given the long duration and relative certainty of 

future cashflows, interest rate increases reduce the present value of 

these companies, which are often viewed as bond proxies. Whilst some of 

the selloff in tobacco stocks is explained by interest rate dynamics we 

will focus our attention on the factors which have conspired to make the 

market question the long-term viability of the tobacco industry.   

BATTENING DOWN
THE HATCHES

British American Tobacco (and to a lesser extent its proxy, Reinet) has been a cornerstone of Tantalum’s equity 
portfolios for much of the last seven years and we have twice before written investment reports on the company. We 
would like to take the opportunity to update our investors on our investment thesis and outlook going forward. 

Lower risk alternatives to smoking 
are providing enough satisfaction 

to switch large numbers of smokers 
away from the habit



THE AMERICAN DREAM: Let’s rewind...

In October 2016, BAT announced its intention to acquire the 

57.8% of Reynolds American Inc (RAI) it did not own already. 

RAI had bought control of Lorillard in the prior year and had 

the fastest growing tobacco portfolio in the US market, 

together with the leading vapour brand in America.  

There is a continuum of risk 
relating to nicotine consumption 
and safer alternatives to smoking 

should be encouraged

The cash and share deal to acquire RAI was finalised 

on Tuesday 25 July 2017. Two days later, a press announce-

ment from the US Food and Drug Administration (FDA) was 

released with the heading: “FDA announces comprehensive 

regulatory plan to shift trajectory of tobacco-related disease, 

Principally these fears revolve around a much more aggressive regulatory 

landscape going forward, hastening the decline of the highly 

concentrated and profitable legacy combustible tobacco (cigarette) profit 

pool. In tandem, US cigarette volumes have slowed markedly in 2018, 

whilst a vaping product from a “non-legacy tobacco major” company 

called Juul has taken a commanding share of the vaping market in the 

US. The inference being that the legacy tobacco business is terminally ill, 

whilst the tobacco majors do not have the skill set, nor product set to 

compete in the nascent next generation nicotine market.

BAT paid a full price for RAI (in cash and shares) valuing RAI at 16.9x 

EV:EBITDA. Deal synergies of $400 million were negligible in the context 

of a deal which valued RAI at $95 billion. Instead, this deal was premised 

on the fundamental attraction of the US market - it is the largest tobacco 

profit pool outside China, with a stable regulatory backdrop, low excise 

costs and some of the best affordability (as measured against consumer 

disposable income) in the world. Furthermore, this business combination 

meant that BAT could globally coordinate its efforts in Next Generation 

Products (NGP’s) whereas its largest competitors Altria (MO) and Phillip 

Morris (PM) would have to negotiate arms-length licencing transactions 

between themselves.

Looking at the 10-year government yield in America, this deal was 

initiated and financing arranged at a time when US bond yields were 

below 2%. BAT could not have secured financing at a more fortuitous 

time. However, these low interest rates (expanding PE multiples for staple 

companies generally) also meant that Reynolds was acquired at a historic 

PE ratio of 27.5 times! Reynolds was priced for perfection, but BAT had 

taken a long-term view on the attractiveness of the US market. They 

reasoned that it was better to double up on an investment which they 

understood (RAI), and may well have hoped to be a beneficiary of further 

industry consolidation should Imperial Brands (IMB) and Japan Tobacco 

(JT) merge and assets need to be disposed of for competition 

considerations. 

A REGULATORY CURVE BALL

A noteworthy feature of the FDA’s announcement was the recognition 

that there is a continuum of risk relating to nicotine consumption 

and that safer alternatives to smoking should be encouraged. The 

combustion involved in smoking releases carcinogens, so if people can 

access nicotine in adequate doses without exposure to the harmful 

chemicals released as part of the combustion process, public health 

outcomes could potentially be vastly improved.

The FDA also expressed an interest in re-examining the role that flavours 

(including menthol) in tobacco play in attracting youth and may play in 

helping smokers switch to lower risk alternatives. Given the focus on 

nicotine reduction in cigarettes in the announcement and previous 

regulatory stasis on menthol flavours in cigarettes, this particular 

reference to menthol did not cause undue distress amongst tobacco 

companies.

In theory with low enough nicotine levels, cigarettes would no longer be 

addictive and the tobacco industry would lose all its clients. Despite 

being long dated, and with the existence of some clear obstacles and 

objections, the markets reacted negatively to this  announcement. Altria, 

a US focused business fell 10% and BAT, with its recently increased US 

exposure (roughly 40% of total earnings) fell 6.8%. Even PMI, with no US 

exposure finished the day down 3%. 

   

GLOBAL REGULATION: Getting Smoked?

The World Health Organization Framework Convention on 

Tobacco Control (WHO FCTC) is a treaty ratified by 181 

countries and came into e�ect during 2005. The WHO has 

spearheaded a global campaign to reduce the prevalence of 

smoking. It has mandated and promoted measures 

such as bans on tobacco advertising, promotion and 

sponsorship; raising the price of tobacco through higher excise 

taxes and warning about the dangers of tobacco. Since 2012, 

these e�orts have redoubled with many emerging markets 

mimicking prevention measures which have seen smoking 

volumes decline since the 1980’s in America and Europe. 

Importantly, the excise burden (% of cigarette price a consumer pays as 

a specific tax to government) has increased significantly in developing 

markets. Large price rises have an obvious negative effect on the volumes 

sold. The graphic overleaf captures the extent of excise rises in the 

largest tobacco markets.
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death” and a tagline stating: “Agency to pursue lowering of 

nicotine in cigarettes to non-addictive levels and create more 

predictability in tobacco regulation”. This was an important 

new angle to decrease smoking prevelance. 

BAT took a long-term view on the 
attractiveness of the US market



demand slightly more price elastic (sensitive to price hikes). This slowly 

ebbing pricing power is limiting growth in revenues from combustible 

cigarettes, and making success in the NGP market more urgent.  

 

Chart 1: 
In some developing regions, tax levels have rapidly been catching up with those in Western Europe 

Source: Euromonitor

With emerging markets largely having brought excise in line with 

developing markets, excise shocks could presumably decrease in future. 

The ultimate selling price of cigarettes is in governments’ control. Public 

health outcomes, growth in illicit trade and decreasing excise revenues 

are key considerations for governments as they consider appropriate 

excise increases going forward.  We do however acknowledge that the 

absolute level of cigarette prices has increased significantly, making 

The ultimate selling price of cigarettes 
is in the governments’ control
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These large price increases have meant that global cigarette volumes 

have been in decline for much of the last decade:  

Chart 2: 
Contribution to volume growth

PRICING PAIN

As discussed in prior quarterlies, tobacco companies have 

managed to grow revenue despite these volume declines, 

precisely BECAUSE they only receive 30-35% of the selling 

price of a pack of cigarettes. This fact makes it relatively easy to 

pass on factory-gate price increases, and thereby grow their 

revenue by above inflationary margins.   

LESS NICOTINE

The US FDA’s goal of reducing nicotine in cigarettes is 

premised on two expectations: 1) Youngsters smoking low 

nicotine cigarettes will not get addicted, 2) Older smokers, no 

longer getting their nicotine fix via cigarettes, would more 

easily switch to next generation products, exposing them to 

less carcinogens.

American nicotine levels in cigarettes are amongst the highest in the 

world. 93% of cigarettes sold in the US fall into the “high-to-mid” tar 

segment, again amongst the highest in the world. It should be noted that 

Japan (where THP has been vastly successful) is a low nicotine, low tar 

market. The EU falls roughly in between these two extremes. The US 

FDA’s announcement contemplating lower nicotine levels in cigarettes 

was in part aimed at changing American smokers’ palates to be more 

accepting of lower risk next generation products. One of the perverse 

outcomes of the proposed reduction in nicotine levels may be that 

smokers smoke more to get the same nicotine hit, increasing their ratio 

of carcinogens to nicotine consumed. Being evidence-based, subject to 

appeal and requiring research and innovation to reduce nicotine in 

tobacco to the levels considered by the FDA, experts agree that the 

implementation of such measures is at least 10 years away, but the 

headline risk will persist.

NEXT GENERATION PRODUCTS

Whilst the WHO and governments’ e�orts have undoubtedly 

reduced the social acceptance of smoking and reduced usage, 

the addictive nature of nicotine has meant that many people  

The American cigarette market 
has some of the highest nicotine 

and tar levels in the world
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The sudden success of Juul, a closed-capsule vaping system in the US, paired with large declines in cigarette volumes has been said 

to be the single biggest catalyst for derating tobacco shares in the past year. To assess whether this view is justified, we need to look 

through the hype, and unpack some of the facts around Juul’s rise.

continue smoking despite wanting to quit. Given a roughly 

equivalent price, similar or enhanced satisfaction to a 

normal cigarette and significantly reduced exposure to 

carcinogens/chemicals, the consumer choice is clear: to stop 

smoking traditional cigarettes.

Tobacco companies have spent vast amounts preparing for this reality. 

BAT (including RAI) spent $2.5 billion on this market between 

2012-2017, and Philip Morris more than $3 billion, positioning 

themselves for the future evolution of the nicotine delivery industry.  We 

have now reached a point where some of the alternatives to smoking 

provide enough satisfaction to potentially switch large numbers 

of consumers away from smoking. There are two widely available 

commercialised streams of next generation products being 

Heat-not-Burn and Vaping. 

Tobacco companies have historically traded at a discount to staples 

companies because of slowly declining sales volumes (arithmetically 

meaning that at some stage no customers are left!) and justified 

 

IF YOU WANNA BE COOL, 
YOU GOTTA JUUL 

Juul is a closed pod based vaping system that takes the form of a USB memory stick. Due to extremely high nicotine levels in its liquid (highest in the market) 

it delivers a very powerful nicotine hit. With a bit of application, users can replace the liquid in Juul’s cartridges with liquid of their choosing (semi-open 

system.) It is easy to use and utilises nicotine salt technology which closely mimics the release of nicotine during smoking. Nicotine salts allow users to vape 

at higher nicotine strengths without the rough throat hit that alternative systems deliver at similar nicotine strengths. It also has a variety of flavours such 

as Mango, Cool Cucumber, Cool Mint, Crème Brulee, Fruit Medley and, of course, Virginia tobacco. Juul has been tremendously successful and has been on 

an exponential growth curve from the tail end of 2017. 

The below graph shows how Juul has taken off in the US market: 

 

0

50

100

150

200

250

300

350

O
ct

-1
3

D
ec

-1
3

Fe
b

-1
4

A
p

r-
1

4

Ju
n

-1
4

A
u

g
-1

4

O
ct

-1
4

D
ec

-1
4

Fe
b

-1
5

A
p

r-
1

5

Ju
n

-1
5

A
u

g
-1

5

O
ct

-1
5

D
ec

-1
5

Fe
b

-1
6

A
p

r-
1

6

Ju
n

-1
6

A
u

g
-1

6

O
ct

-1
6

D
ec

-1
6

Fe
b

-1
7

A
p

r-
1

7

Ju
n

-1
7

A
u

g
-1

7

O
ct

-1
7

D
ec

-1
7

Fe
b

-1
8

A
p

r-
1

8

Ju
n

-1
8

A
u

g
-1

8

O
ct

-1
8

BAT Altria (MO) IMB JT Other JUUL labs

concerns around unknown future regulation. The discount to other 

staples companies valuations has recently widened even further still due 

to advent of Juul in the US. 

Chart 3: 
...but this does not appear to have come at the expense 
of the rest of the vaping market

Juul was the first company 
to advertise via social media

Source: Nielsen, UBS

Monthly transaction value ($USDm)



The rapid growth of Juul which now represents roughly 70% of the 

vaping market and almost 4% of the value of the US tobacco market asks 

some uncomfortable questions of big tobacco. How could they have been 

so flat-footed and not anticipate the rise in the nicotine salt market? 

There are some clear reasons for Juul’s commercial success. It had a first 

mover advantage on nicotine salts giving users a satisfying experience 

and an attractive, well designed product. However, nicotine salt 

technology is not proprietary to Juul. Imperial Brands and BAT are also 

launching pod-based nicotine salt products in the US. This begs the 

question, “Why was Juul then able to have this unprecedented growth of 

sales?”

At a consumer conference in Paris during July this year we heard a 

consistent message from Altria, Imperial Brands and BAT: Juul was 

tapping a market where the tobacco majors did not want to compete, 

“the youth”. Juul was the first company to advertise via social media, 

whereafter its sales started to surge. Its sweeter flavours appealed to a 

younger palate and the design of its ads and the models featured therein 

attracted younger people. Being small, a Juul is easy to hide from 

teachers and parents, and with some practise one can even smoke in a 

class behind a teachers’ back! Subsequently, Juul has gone “viral” on 

Instagram and other social media platforms under the hashtags 

#doitforjuul and #Juulnation. Where the FDA can monitor and prohibit 

advertising from tobacco companies there is very little they can do to 

prevent teenagers (and others) from advertising to each other, for free. 

 

with Juul, and in fact the rate of decline in cigarette volumes has now 

again trended towards the ten year average.

 

BAT has attributed 70bps of the volume decline in the cigarette market to 

Juul, while Altria claim “less than 1%” on their analysis. We thus apply 

some caution to headlines that attribute cigarette volume declines in the 

US mainly to the advent of Juul.

  

Government bureaucracy is slow to react to change and thus 

the vaping category (being new) has not been subject to the 

strictures that tobacco companies face or norms adopted 

relating to youth marketing. However, recently, the regulatory 

pressure on Juul has increased significantly. Concerned 

doctors, parents and teachers have all turned to government to 

stem the tide of Juul use amongst teenagers. 

During April, the US FDA asked Juul for internal emails, marketing 

materials and plans to ascertain whether teenagers were specifically 

targeted. On 12 September, the FDA issued a statement  and gave Juul 

and the other vapour companies 60 days to prove that they can keep 

children from using vapes or face having their flavoured e-cigarette 

products taken off the market. During the last week of September, the 

FDA raided Juul Labs’ San Francisco head office. 

In a statement on 12 September 2018 from the FDA through its 

Commissioner Scott Gottlieb, the following was noted:
 

“I use the word epidemic with great care. E-cigs have become an almost 

ubiquitous - and dangerous - trend among teens. The disturbing and 

accelerating trajectory of use we’re seeing in youth, and the resulting 

path to addiction, must end. It’s simply not tolerable. I’ll be clear. The FDA 

won’t tolerate a whole generation of young people becoming addicted to 

nicotine as a trade off for enabling adults to have unfettered access to 

these same products…It’s now clear to me, that in closing the on-ramp to 

kids, we’re going to have to narrow the off-ramp for adults who want to 

migrate off combustible tobacco and onto e-cigs.”

   

VOLUMES: Disappearing in a Vaping Mist?

Chart 4: 
Volume change vs JUUL share of combined cigarette and 
e-cigarette sales

The below graph compares the market share that Juul has taken in the 

combined cigarette and e-cigarette markets in the US with the 

concurrent volume decline in cigarettes (and showing also the ten year 

average decline rate in cigarette volumes as a reference). While it is clear 

that Juul is  converting some smokers to its product (estimates suggest 

that 20% of Juulers are ex-smokers), the graph illustrates that the 

decline in cigarette volumes is not new. A ‘pause’ in the rate of decline

from 2015, largely reflective of lower gasoline prices in the US, as well as 

increased consumer spending, offset the “usual” 4% annual volume 

decline. The shift back down to the -4% range did NOT coincide directly    

“E-cigs have become an almost 
ubiquitous, and dangerous, trend 

among teens” - US FDA

REGULATORY TEMPERATURE: Heating up?

2

Source: Credit Suisse

The vaping industry will be facing 
increased regulatory scrutiny and 

regulations in the not too distant future

The FDA’s statements and enforcement actions chime loudly with what 

the tobacco companies had hinted at: that underage usage has been 

fuelling a significant proportion of Juul’s extraordinary growth. This 



gives us some comfort that the rise of Juul may well be ascribed to Juul 

operating in a niche where tobacco companies made a conscious 

decision not to get involved, as opposed to tobacco companies falling 

asleep at the wheel.

Going forward, the FDA has mentioned that it will consider removing 

flavours from the e-cigarette market, strictly monitor and enforce rules 

relating to sales to underaged users, and may even choose to speed up 

the regulatory process to assess which e-cigarettes will remain on the 

market. In other words, the #Juulnation is about to get some stricter 

regulation!  As part of the curtailment of flavours in e-cigarettes, the 

FDA is re-evaluating the role of menthol flavoured cigarettes as well. 

Estimates vary, but between 20-25% of BAT consolidated earnings is 

sourced from menthol cigarettes in the United States.

We cannot speculate on the potential steps that the FDA may take with 

regards to menthol cigarettes. However, we would note that any 

movement on menthol flavours is in a relatively early phase of the 

regulatory cycle. Interim steps reducing the degree of menthol flavour in 

cigarettes may well be needed to wean the 33% of US smokers who 

currently prefer to smoke menthol cigarettes on to a government 

mandated alternative. BAT’s premium Newport brand may well be 

adapted to keep its product legal and clients pleased.

 

PMI at its investment day in September stressed that none of the NGP 

products are innocuous and that regulation is required. In essence, 

this is a call for help from the “old tobacco” industry to government. 

Regulation around the strength of nicotine (or other?) content, the type 

of flavours, selling and marketing practices, underage usage, product 

quality, consistency standards and allowable ingredients all make sense 

to ensure a positive health outcome.

But is this not bad for the tobacco companies as well? In general, 

not. Stricter regulation around vaping products should lead to high 

compliance costs, higher barriers to entry, and a higher concentration of 

producers, as is the case with the combustible cigarette market. The 

industry would typically achieve higher selling prices and less 

competition, whilst society benefits from safer, standardised products 

kept from underage users.

We believe that big tobacco companies still have the necessary product 

suite (owning all the large vaping brands outside of Juul), regulatory 

knowledge and distribution platforms to provide safe next generation 

products to consumers the world over. With the US FDA often being a 

trendsetter on regulatory matters across the world, it is fair to expect 

that the vaping industry will be facing increased regulatory scrutiny and 

regulations in the not-too-distant future.

IN CLOSING

BAT is trading at a rolled forward PE ratio of 10.6x representing a 6.3% dividend yield and an EV:EBITDA of 10x. This means that the pretax cashflows would 

be able to settle all the debt and buy back all the shares of BAT within a 10 year period! The tobacco industry as a whole traded at a 10 PE during 1999 and 

2002 when litigation fears were most pronounced. Given some regulatory clarity, it is likely that the market’s assumptions around the speed and extent of 

proposed FDA bans in both nicotine and menthol are overly pessimistic. Whilst acknowledging that BAT’s gearing is high in comparison with that period, 

we are of the view that we are at or near trough valuations and that the share should rerate as concerns around Juul abate and the market prices in a more 

rational outlook for future tobacco industry profits.

 

1 https://www.fda.gov/newsevents/newsroom/pressannouncements/ucm568923.htm
2 https://www.fda.gov/NewsEvents/Newsroom/PressAnnouncements/ucm620185.htm


