A copy of this document, which comprises a prospectus (the “Prospectus”) relating to British American Tobacco
p.l.c. (the “Company” or “BAT”, and, together with its subsidiary undertakings, the “BAT Group”) prepared in
accordance with the Prospectus Rules of the Financial Conduct Authority (the “FCA”) (the “Prospectus Rules”)
made under section 73A of the Financial Services and Markets Act 2000, as amended (the “FSMA”), has been
filed with the FCA and made available to the public in accordance with Rule 3.2 of the Prospectus Rules. This
Prospectus has been approved as a prospectus by the FCA under section 87A of the FSMA.

BAT and the directors of BAT, whose names appear on page 52 of this Prospectus (the “Directors”), accept
responsibility for the information contained in this Prospectus. To the best of the knowledge of BAT and the
Directors (who have taken all reasonable care to ensure that such is the case), the information contained in this
Prospectus is in accordance with the facts and contains no omission likely to affect its import.

Prospective investors should read carefully the whole of this Prospectus and any documents incorporated
by reference. In particular, investors are advised to examine all risks that might be relevant in connection
with any investment in the ordinary shares in BAT (“BAT Shares”). See Part Il (Risk Factors) for a
discussion of certain risks and uncertainties that should be considered in connection with any investment
in the BAT Shares.

BRITISH AMERICAN
TOBACCO

BRITISH AMERICAN TOBACCO P.L.C.
(Incorporated and registered in England and Wales under the Companies Act 1985
with registered number 03407696)

Proposed issue of up to 435,556,670 new ordinary shares of 25 pence each to be issued by the
Company in connection with the proposed acquisition of Reynolds American Inc.

and

Application for admission of up to 435,556,670 new ordinary shares to the premium listing
segment of the Official List and to trading on the main market for listed securities of the
London Stock Exchange

Joint Sponsors

Deutsche Bank UBS

BAT Shares are currently listed on the premium listing segment of the Official List of the FCA (the “Official List”)
and traded on the London Stock Exchange’s main market for listed securities. BAT Shares have a secondary
listing, and are traded, on the Main Board of the Johannesburg Stock Exchange (the “JSE”). While BAT Shares
have unlisted trading privileges on the New York Stock Exchange MKT (the “NYSE MKT") in the form of American
Depositary Shares (“BAT ADSs”), no BAT securities are currently listed on any US securities exchange or
registered pursuant to the securities laws of the United States. Applications will be made to the UK Listing
Authority (the “UKLA”) and to the London Stock Exchange (‘LSE”) for the new ordinary shares (the “New BAT
Shares”) to be issued pursuant to the Proposed Acquisition (as defined within) to be admitted to the premium
listing segment of the Official List of the UKLA and to trading on the main market for listed securities of the LSE
(the “Admission”), respectively. Application will be made to JSE Ltd for the New BAT Shares to be admitted to
listing and trading on the Main Board of the JSE. The New BAT Shares will initially be represented by ADSs, each
of which represents one BAT Share (the “New BAT ADSs”). Application will be made for the BAT ADSs to be
approved for listing on the New York Stock Exchange (“NYSE”). It is expected that Admission will become
effective and that dealings on the LSE and the JSE in the New BAT Shares, and on the NYSE in the BAT ADSs,
will commence, on or shortly following the Effective Date which, subject to the satisfaction of certain Conditions, is
expected to occur on or about 25 July 2017. The New BAT Shares will, when issued, rank pari passu with each
other and with all existing BAT Shares and will rank in full for all dividends and other distributions hereafter
declared, made or paid in respect of the existing BAT Shares.



Investors should only rely on the information contained in this Prospectus and the documents
incorporated by reference. No person has been authorised to give any information or make any
representations other than those contained in this Prospectus and the documents incorporated by
reference and, if given or made, such information or representation must not be relied upon as having
been so authorised by BAT, the Directors, Deutsche Bank AG, London Branch or UBS Limited. In
particular, the contents of the websites of BAT and Reynolds American Inc. (“RAI’, and together with
its subsidiary undertakings, the “RAl Group”) do not form part of this Prospectus and investors should
not rely on them.

Without prejudice to any legal or regulatory obligation on BAT to publish a supplementary prospectus
pursuant to section 87G of the FSMA and Rule 3.4 of the Prospectus Rules, neither the delivery of this
Prospectus nor Admission shall, under any circumstances, create any implication that there has been
no change in the business or affairs of BAT, the BAT Group, the RAI Group or the Combined Group
since the date of this Prospectus or that the information in it is correct as at any time after the date of
this Prospectus.

Centerview Partners UK LLP (“Centerview Partners”) is authorised and regulated by the FCA in the
United Kingdom. Centerview Partners is acting as joint financial adviser to the Company and no one
else in connection with the Proposed Acquisition and will not be responsible to any person other than
the Company for providing the protections afforded to clients of Centerview Partners or for providing
advice in relation to the Proposed Acquisition or any other matter referred to in this Prospectus.

Deutsche Bank AG is authorised under German Banking Law (competent authority: European Central
Bank (the “ECB”)) and in the United Kingdom, by the Prudential Regulation Authority (the “PRA”).
Deutsche Bank AG is subject to the supervision by the ECB and by BaFin, Germany’s Federal
Financial Supervisory Authority, and is subject to limited regulation in the United Kingdom by the PRA
and the FCA. Deutsche Bank AG, acting through its London Branch (“Deutsche Bank”) is acting as
joint financial adviser and joint sponsor to the Company and no one else in connection with the
Proposed Acquisition and will not be responsible to any person other than the Company for providing
the protections afforded to clients of Deutsche Bank or for providing advice in relation to the Proposed
Acquisition or any other matter referred to in this Prospectus.

UBS Limited (“UBS”) is authorised by the PRA and regulated by the FCA and the PRA in the United
Kingdom. UBS is acting as joint financial adviser and joint sponsor to the Company and no one else in
connection with the Proposed Acquisition and will not be responsible to any person other than the
Company for providing the protections afforded to clients of UBS or for providing advice in relation to
the Proposed Acquisition or any other matter referred to in this Prospectus.

Apart from the responsibilities and liabilities, if any, which may be imposed on Centerview Partners,
Deutsche Bank or UBS by the FSMA or the regulatory regime established thereunder, or under the
regulatory regime of any jurisdiction where the exclusion of liability under the relevant regulatory
regime would be illegal, void or unenforceable, Centerview Partners, Deutsche Bank and UBS accept
no responsibility whatsoever for, or make any representation or warranty, express or implied, as to the
contents of this Prospectus, including its accuracy, completeness or for any other statement made or
purported to be made by either of them, or on their behalf, in connection with BAT, the BAT Group, the
New BAT Shares or the Proposed Acquisition. Centerview Partners, Deutsche Bank and UBS and their
subsidiaries, branches and affiliates accordingly disclaim all and any duty, liability and responsibility
whether arising in tort, contract or otherwise (save as referred to above) in respect of this Prospectus
or any such statement or otherwise.

The contents of this Prospectus are not to be construed as legal, financial or tax advice. Each
prospective investor should consult his, her or its own solicitor, independent financial adviser
or tax adviser for legal, financial or tax advice.

This Prospectus does not constitute or form part of any offer or invitation to sell or issue, or
any solicitation of any offer to purchase or subscribe for, any securities to any person in any
jurisdiction other than the securities to which it relates, and is not for distribution in or into or
from any jurisdiction where to do so would constitute a violation of the relevant laws or
regulations of such jurisdiction.

Notice to overseas shareholders

The release, publication or distribution of this Prospectus in certain jurisdictions may be restricted by
law. Unless otherwise determined by the Company, and permitted by applicable law and regulation,
New BAT Shares will not be offered, directly or indirectly, in, into or from a jurisdiction where to do so
would violate the laws in that jurisdiction. Accordingly, copies of this Prospectus and all documents
relating to the Proposed Acquisition are not being, and must not be, directly or indirectly, mailed or



otherwise forwarded, distributed or sent in, into or from a jurisdiction where to do so would violate the
laws in that jurisdiction, and persons receiving this Prospectus and all documents relating to the
Proposed Acquisition (including custodians, nominees and trustees) must not mail or otherwise
distribute or send them in, into or from such jurisdictions where to do so would violate the laws in that
jurisdiction. Any failure to comply with these requirements may constitute a violation of the securities
laws of any such jurisdiction. To the fullest extent permitted by applicable law, the companies and
persons involved in the Proposed Acquisition disclaim any responsibility or liability for the violation of
such requirements by any person.

The availability of the New BAT Shares to RAI Shareholders who are not resident in the United
Kingdom may be affected by the laws of the relevant jurisdictions in which they are located. Persons
who are not resident in the United Kingdom should inform themselves of, and observe, any applicable
requirements.

NOTICE TO US SHAREHOLDERS

Additional information and where to find it

In connection with the Proposed Acquisition, BAT has filed relevant materials with the SEC, including a
Registration Statement on Form F-4 (the “Registration Statement”) with the United States Securities
and Exchange Commission (the “SEC”) that includes a proxy statement of RAI that also constitutes a
prospectus of BAT. On 14 June 2017, the SEC declared the Registration Statement effective. RAI
commenced mailing the definitive proxy statement/prospectus to holders of RAI common stock on or
about 14 June 2017. Investors and security holders are urged to read the definitive proxy statement/
prospectus, which was also filed with the SEC on 14 June 2017, together with all other relevant
documents filed with the SEC, because they contain important information about the Proposed
Acquisition. Investors and security holders may obtain the documents free of charge at the SEC’s
website, http://www.sec.gov, or for free from BAT at batir@bat.com or +44 (0) 20 7845 1000.

This Prospectus is not a substitute for the Registration Statement or other documents that BAT may file
with the SEC in connection with the Proposed Acquisition. Investors and security holders of RAI are
urged to read carefully the registration statement and any other documents filed with the SEC when
they become available because they contain, or will contain, as applicable, important information about
BAT, RAI and the Proposed Acquisition.

Participants in solicitation

This Prospectus is neither a solicitation of a proxy nor a substitute for any proxy statement or other
filings that have been and may be made with the SEC in connection with the Proposed Acquisition.
Nonetheless, BAT, and its affiliates and each of their directors and executive officers and certain
employees may be deemed to be participants in the solicitation of proxies from the holders of RAI
common stock (“RAI Shares”) with respect to the Proposed Acquisition.

Information about certain of such parties and a description of their interests are set forth in BAT's
annual report for the year ended 31 December 2016, which may be obtained free of charge from BAT’s
website www.bat.com and RAl's annual report for the year ended 31 December 2016, which was filed
on Form 10-K with the SEC on 9 February 2017, RAI's Form 10-K/A, which was filed with the SEC on
20 March 2017 and RAl’s definitive proxy statement/prospectus, which was filed with the SEC on
14 June 2017 (such filings by RAI, collectively, “RAl SEC filings”). To the extent holdings of RAI
securities by certain of such parties have changed since the amounts contained in the RAI SEC filings,
such changes have been or will be reflected on Statements of Change in Ownership on Form 4 filed
with the SEC. Additional information regarding the interest of such parties is also included in the
materials that BAT has filed with the SEC in connection with the Proposed Acquisition. These
documents may be obtained free of charge from the SEC’s website http://www.sec.gov, or from BAT
using the contact information above.

Non-solicitation

This Prospectus shall not constitute an offer to sell or the solicitation of an offer to buy any securities
under the US federal securities laws, nor shall there be any sale of securities in any jurisdiction in
which such offer, solicitation or sale would be unlawful prior to registration or qualification under the
securities laws of any such jurisdiction. No offering of securities shall be made except by means of a
prospectus meeting the requirements of section 10 of the Securities Act of 1933, as amended (the
“Securities Act”).

This Prospectus is dated 14 June 2017.
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PART |
SUMMARY

Summaries are made up of disclosure requirements known as ‘Elements’. The Elements are numbered
in Sections A—E (A.1—-E.7).

This summary contains all the Elements required to be included in a summary for this type of securities
and issuer (defined below). Because some Elements are not required to be addressed, there may be
gaps in the numbering sequence of the Elements.

Even though an Element may be required to be inserted in the summary because of the type of
securities and issuer, it is possible that no relevant information can be given regarding the Element. In
this case a short description of the Element is included in the summary with the mention of ‘not
applicable’.

Section A — Introduction and Warnings

AA1

Introduction

This summary should be read as an introduction to this Prospectus. Any decision to invest in
the securities should be based on consideration of the Prospectus as a whole by the
prospective investor.

Where a claim relating to the information contained in the Prospectus is brought before a
court, the plaintiff investor might, under the national legislation of the EU Member States,
have to bear the costs of translating the Prospectus before the legal proceedings are
initiated. Civil liability attaches only to those persons who have tabled the summary including
any translation thereof, but only if the summary is misleading, inaccurate or inconsistent
when read together with the other parts of the Prospectus or it does not provide, when read
together with the other parts of the Prospectus, key information in order to aid investors
when considering whether to invest in such securities.

A.2

Consent for intermediaries

Not applicable. No consent has been given by (1) the Company or (2) any person
responsible for drawing up this Prospectus to use this Prospectus for the subsequent sale or
placement of securities by financial intermediaries.

Section B - Issuer

B.1 Legal and commercial name
The Company’s legal and commercial name is British American Tobacco p.l.c.

B.2 Domicile and legal form, applicable legislation and country of incorporation
The Company is a public company limited by shares, incorporated in England and Wales
with registered number 03407696 and its registered office is in England. The Company
operates under the Companies Act 2006.

B.3 Current operations and principal activities

BAT

BAT is the parent holding company of the BAT Group, a global tobacco and Next Generation
Products group with brands sold in over 200 markets. According to the BAT Group’s internal
estimates, the BAT Group is a market leader in more than 55 countries by volume, producing
the cigarette chosen by one in eight of the world’s one billion smokers. The BAT Group,
excluding the BAT Group’s associated undertakings, is organised into four regions: Asia-
Pacific, Americas, Western Europe and Eastern Europe, Middle East and Africa.

The BAT Group manufactures and sells traditional tobacco products, which are comprised of
cigarettes, Fine Cut (roll-your-own and make-your-own tobacco), Swedish-style snus and
cigars, alongside Next Generation Products, including vapour products and tobacco heating




products. The BAT Group’s five Global Drive Brands are DUNHILL, KENT, LUCKY STRIKE,
PALL MALL and ROTHMANS. The BAT Group’s cigarette portfolio also includes other
international and local brands, such as VOGUE, VICERQY, KOOL, PETER STUYVESANT,
CRAVEN A, BENSON & HEDGES, JOHN PLAYER GOLD LEAF, STATE EXPRESS 555
and SHUANG XI.

The BAT Group has had a significant global presence in the tobacco industry for over
100 years, beginning in 1902 when British-American Tobacco Company Ltd. was
established (“BAT Ltd.”). BAT Ltd. quickly expanded into major markets, including India and
Ceylon, Egypt, Malaya, Northern Europe and East Africa. In 1927, BAT Ltd. expanded into
the US market through its acquisition of Brown and Williamson Holdings, Inc (“B&W”).
During the 1960s, 1970s and 1980s, the BAT Group diversified its business under the
umbrella of B.A.T Industries p.l.c., with acquisitions in the paper, cosmetics, retail and
financial services industries, among others. Various business reorganisations followed as the
business was eventually refocused on the BAT Group’s core cigarette, cigars and tobacco
products businesses. In July 2004, the US assets, liabilities and operations, other than
certain specified assets and liabilities, of BAT’s wholly owned subsidiary, B&W, were
combined with R. J. Reynolds Tobacco Company (“RJR Tobacco Company”). RAI
previously was formed as a new holding company for these combined businesses and B&W
acquired beneficial ownership of approximately 42% of outstanding RAI Shares. In 2015, in
connection with the Lorillard merger, the BAT Group invested $4.7 billion to maintain its
approximate 42% equity position in RAI, following its purchase of Lorillard.

BAT was incorporated as a public limited liability company under the laws of England and
Wales on 23 July 1997. BAT’s Shares are listed on the LSE under the trading symbol
“BATS”. BAT Shares also have a secondary listing on the JSE under the abbreviated name
“BATS” and the trading symbol “BTI”.

Existing BAT ADSs currently have unlisted trading privileges on the NYSE MKT, where they
trade under the trading symbol “BTI” (but, at or prior to Completion, all BAT ADSs will be
listed on the NYSE). No BAT securities are listed on any US securities exchange or
registered pursuant to the securities laws of the United States.

RAI

RAI, the parent company of the RAIl Group, is a holding company whose wholly owned
operating subsidiaries include the second largest tobacco company in the United States,
RJR Tobacco Company; Santa Fe Natural Tobacco Company, Inc. (“SFNTC”), the
manufacturer and marketer of the NATURAL AMERICAN SPIRIT brand of cigarettes and
other tobacco products in the United States; the second largest smokeless tobacco products
manufacturer in the United States, the American Snuff Company, LLC (“American Snuff
Co.”); R. J. Reynolds Vapor Company (“RJR Vapor”), a marketer of digital vapour cigarettes
in the United States; Niconovum USA, Inc. and Niconovum AB, marketers of nicotine
replacement therapy products in the United States and Sweden, respectively; and until their
sale on 13 January 2016, SFR Tobacco International GmbH (“SFRTI"), and various foreign
subsidiaries affiliated with SFRTI, distributers and marketers of NATURAL AMERICAN
SPIRIT brand of cigarettes and other tobacco products outside the United States.

RAI's reportable operating segments are the RJR Tobacco segment, the Santa Fe segment
and the American Snuff segment:

e The RJR Tobacco segment consists of the primary operations of RJR Tobacco
Company and includes three of the top four best-selling cigarettes in the United
States: NEWPORT, CAMEL and PALL MALL. These brands, and RJR Tobacco’s
other brands, including DORAL, MISTY and CAPRI, are manufactured in a variety of
styles and marketed in the United States. As part of its total tobacco strategy, RJR
Tobacco offers a smokeless tobacco product, CAMEL Snus. RJR Tobacco manages
contract manufacturing of cigarettes and tobacco products through arrangements
with the BAT Group, and manages the export of tobacco products to US territories,
US duty-free shops and US overseas military bases. In the United States, RJR
Tobacco also manages the premium cigarette brands DUNHILL, which RJR
Tobacco Company licenses from the BAT Group, and STATE EXPRESS 555, which




RJR Tobacco Company licenses from CTBAT International Co. Limited (‘CTBAT"),
a joint venture between the BAT Group and China National Tobacco Corporation
(“CNTC").

e The Santa Fe segment consists of the primary operations of SFNTC and includes
the manufacturing and marketing of premium cigarettes and other tobacco products
under the NATURAL AMERICAN SPIRIT brand in the United States.

e The American Snuff segment consists of the primary operations of American Snuff
Co. American Snuff is the second largest smokeless tobacco products manufacturer
in the United States, and offers adult tobacco consumers a range of differentiated
smokeless tobacco products, primarily moist snuff. The moist snuff category is
divided into premium, price-value and popular-price brands. American Snuff’'s
primary brands include its largest selling moist snuff brands, GRIZZLY, in the price-
value category, and KODIAK, in the premium category.

Included in All Other, among other RAI subsidiaries, are RJR Vapor, Niconovum USA, Inc.,
Niconovum AB, and until their sale on 13 January 2016, SFRTI and various foreign
subsidiaries affiliated with SFRTI.

B.4a

Significant recent trends

The BAT Group’s revenue and profit have been and will continue to be affected by various
industry trends including tobacco consumption rates, regulatory developments, taxation,
litigation, illicit trade, macro-economic challenges and competitive dynamics. Changes in
these factors could adversely restrict or otherwise affect the BAT Group’s business.

According to Euromonitor International and the BAT Group’s internal estimates, the global
cigarette industry sells around 5,450 billion cigarettes each year and the retail value of the
global tobacco market (including cigarettes, cigars, cigarillos, smoking tobacco, smokeless
tobacco and vapour products) for 2016 was estimated at $785 billion. Since 1995, the world
market for cigarettes has grown, predominantly due to growth in China, which has offset the
reducing volume of cigarettes in the rest of the world, especially in developed markets, such
as Western Europe. Over the coming years, the Directors expect volumes of cigarettes
outside China to continue to decline as a lower percentage of the total adult population will
choose to smoke cigarettes and individual smokers will consume fewer cigarettes; these
dynamics will be partly offset by the impact of population growth.

In 2016, the four biggest international manufacturers, outside of China, India and the United
States, according to the BAT Group’s internal estimates, were Philip Morris International with
a share of the global market excluding China, India and the United States of approximately
31%, the BAT Group (excluding associates), with approximately 25%, Japan Tobacco with
approximately 19% and Imperial Brands with approximately 10%, based on sales by volume.
Collectively, these four players held around 41% of the global market, or approximately 84%
of the market outside of China, India and the United States. According to Euromonitor
International, China accounts for approximately 45% of global cigarette volume, and is the
world’s largest cigarette market. International tobacco companies have a very small
presence in the Chinese market, where the industry is state-owned. According to
Euromonitor International, India accounts for approximately 1.5% of global cigarette volume
and ITC accounts for approximately 79% of India’s market share. The BAT Group has an
approximate 30% interest in ITC. According to Euromonitor International, the United States
accounts for approximately 5% of global cigarette volume. For the year ended 31 December
2016, the RAI Group accounted for approximately 34% of the United States’ cigarette market
share, according to Management Science Associates, Inc. (“MSAI”). The BAT Group has an
approximate 42% interest in RAI. The global tobacco industry operates in a challenging
environment. The BAT Group competes primarily on the basis of product quality, brand
recognition, brand loyalty, taste, innovation, packaging, service, marketing, advertising and
retail price. The size of the global cigarette market is impacted by a number of factors,
including increased regulation, litigation, rising excise rates on its products and illicit trade.

The tobacco industry is also exposed to significant product liabilities litigation, including in the
United States. The BAT Group anticipates that it will continue to be exposed to new litigation.




The BAT Group’s consolidated results of operations, cash flows and financial position could
be materially affected in a particular reporting period by an unfavourable outcome or
settlement of certain pending or future litigation.

Tobacco products are subject to substantial duty, excise and other taxes in most markets in
which the BAT Group operates. Increases to duty, excise and other taxes affect the size of
tobacco markets. Significant and sustained increases in taxes in markets where tobacco prices
are already high may lead adult tobacco consumers to switch to cheaper brands. This can lead
to the growth in sales of lower margin products and decreases in sales of higher margin
products. Additionally, increases in tobacco taxes can lead to adult tobacco consumers
rejecting legitimate tax-paid products and switching to products from illegal sources.

Trafficking of tobacco products includes the trade in counterfeit products, smuggled genuine
products, including “illicit whites” (also known as “made for smuggling brands”), and locally
manufactured products on which applicable taxes are evaded. lllicit trade remains a key
challenge for the legitimate tobacco industry. lllicit trade is driven by many factors, including
tax-driven price increases, weak criminal penalties, poor enforcement of border controls,
weak laws, corruption, loosely regulated free trade zones, a less rigorous approach to
intellectual property rights protection and the use of the internet as a medium of trading.
Euromonitor International estimates that approximately 456 billion cigarettes per year are
smuggled, manufactured illegally or counterfeited.

The BAT Group believes that quality and innovation will play an increasing role in delivering
market share, as tobacco companies operate in a highly competitive marketplace. This
involves cigarette innovations such as capsule products, additive-free products, tube filters
and slims. Substantial investments have also been made in developing Next Generation
Products.

B.5 Description of the BAT Group and the Combined Group
The Company is currently the ultimate holding company of the BAT Group. If the Proposed
Acquisition completes, the Company will become the ultimate holding company of the
Combined Group.

B.6 Major Shareholders

As at 12 June 2017 (the “Latest Practicable Date”), the following persons had notified the
Company of an interest which represents 3% or more of the voting share capital of the
Company:

Percentage of

Number of BAT issued BAT
Shareholder Shares Shares!
BlackRock Inc. 132,891,526 7.13
Reinet Investments S.C.A 76,518,264 4.10
The Capital Group Companies Inc. 94,321,111 5.06
1 Excluding 162,645,590 treasury shares in BAT (“BAT Treasury Shares”)

Save as disclosed in this section, the Company is not aware of any person who, as at the
Latest Practicable Date, directly or indirectly, has a holding which is notifiable under English
law or who directly or indirectly, jointly or severally, exercises or could exercise control over
the Company. At Admission, all of the BAT Shares will have the same voting rights.

At Admission, the interests of the above-mentioned BAT Shareholders in BAT will be diluted
following the issue of New BAT Shares to RAI Shareholders. Assuming Admission takes
place, 435,556,670 New BAT Shares are issued in connection with the Proposed Acquisition
and that there are no other changes to the holdings of the above BAT Shareholders or to the
share capital of BAT or RAI, based on the notifications received by BAT and RAI, it is
expected that the following persons or groups of persons will hold more than 3% of the total
issued share capital in the Combined Group:

Expected
percentage of
Expected issued Combined
Shareholder holding Group Shares'
BlackRock Inc. 157,196,785 6.83
Reinet Investments S.C.A 76,518,264 3.33
The Capital Group Companies Inc. 125,078,590 5.44

1 Excluding BAT Treasury Shares




B.7

Selected historical financial information
BAT

The selected financial information for the BAT Group set forth below for the years ended
31 December 2016, 2015 and 2014 has been extracted without material adjustment from the
audited consolidated financial statements incorporated by reference into this Prospectus.

Group income statement

The following table sets out the selected group income statement information for the BAT
Group for the periods indicated.
For the years ended 31 December

(£ millions) 2016 2015 2014
Revenue! ... 14,751 13,104 13,971
Raw materials and consumables used ..................... (3,777) (3,217) (3,088)
Changes in inventories of finished goods and work in
PIOGIESS vttt et e et ans 44 184 58
Employee benefit costs ...........ccoiiiiiiiii (2,274) (2,039) (2,194)
Depreciation, amortisation and impairment costs ....... (607) (428) (523)
Other operating income ...........cc.cooiviiiieiiiiiieeen 176 225 178
Other operating eXpenses...........c.covveviieiiiiininnenne. (3,658) (3,272) (3,856)
Profit from operations.............................. 4,655 4,557 4,546
Analysed as:

adjusted profit from operations ................... 5,480 4,992 5,403

restructuring and integration costs............... (603) (367) (452)

amortisation of trademarks and similar

intangibles ... (149) (65) (58)

FOX RIVET ...vviiiiiie e (20) - 27

South Korea sales taxX............ccocovvviienenne. (53)

Flintkote .......cooiviiii - (3) (374)

4,655 4,557 4,546

Net finance income/(Costs)..........ovviiiiiiiiiiiiiiiinnns (637) 62 (417)
Finance income ...........ccooiiiiiiiiii e 44 646 67
FiNANCe COSES ....ovuieiiii e (681) (584) (484)
Share of post-tax results of associates and joint
VENTUIES ..o 2,227 1,236 719
Analysed as:

adjusted share of post-tax results of

associates and joint ventures ..................... 1,327 943 712

issue of shares and change in

shareholding ..o 11 22 14

gain on disposal of assets .................c.e.ee. 941 371 -

Other.... (52) (100) (7)

2,227 1,236 719
Profit before taxation ........................coooii 6,245 5,855 4,848
Taxation on ordinary activities ....................ooeie. (1,406) (1,333) (1,455)
Profitfortheyear ..................... 4,839 4,522 3,393
Weighted average number of ordinary shares............ 1,865 1,858 1,864
Earnings per share — basic (pence) ............c..ccoeeene. 250.2 230.9 167.1
Earnings per share — diluted (pence) ....................... 249.2 230.3 166.6
1 Revenue is shown net of duty, excise and other taxes of £32,136 million, £27,896 million and

£28,535 million, for the years ended 31 December 2016, 2015 and 2014, respectively.




Group balance sheet

The following table sets out the selected group balance sheet information for the BAT Group
as at the dates indicated.

As at 31 December

(£ millions) 2016 2015 2014
Assets

Non-current assets

Intangible @ssets ...........coooiiiiiiii 12,117 10,436 10,804
Property, plant and equipment...............cooiinen. 3,661 3,021 3,004
Investments in associates and joint ventures.............. 9,507 6,938 2,400
Retirement benefit assets ............cccocoviiiii. 455 408 40
Deferred tax assets ..........coviiiiiiiiiiieeeeee 436 326 311
Trade and other receivables...............ccccooviiiiiiinnn. 599 248 153
Available-for-sale investments .................ccoceeeinnll. 43 37 36
Derivative financial instruments............................... 596 287 287
Total non-currentassets ...................cccooeeiiinnnn.. 27,414 21,701 17,035
Current assets

INVENTOTIES ... e 5,793 4,247 4,133
Income tax receivable ..o 69 74 57
Trade and other receivables...............ccooeviiiiinnn.. 3,884 3,266 2,768
Available-for-sale investments ..............cccoeviiienn.n. 15 35 50
Derivative financial instruments............................... 375 209 274
Cash and cash equivalents ..................cooceiiiiinn, 2,204 1,963 1,818
Totalcurrentassets................oooiiiiiiiiiiiiiin, 12,340 9,794 9,100
Assets clarified as held forsale............................... 19 20 32
Totalassets .........ccooviviiiiii 39,773 31,515 26,167
Equity

Capital and Reserves

Share capital ...........oooiiiii 507 507 507
Share premium, capital redemption and merger

FESEIVES ...ttt et 3,931 3,927 3,923
Other reSEIrVES.......oviiiiiie e 413 (1,294) (498)
Retained earnings ...........coooiiiiiiii 3,331 1,754 1,578
Owners of the parent .............cooviiiiiiiiin 8,182 4,894 5,510
Non-controlling interests ..o, 224 138 304
Total equity ..o 8,406 5,032 5,814
Liabilities

Non-current liabilities

BOMrOWINGS ... 16,488 14,806 9,779
Retirement benefit liabilities ..................coooiiinil 826 653 781
Deferred tax liabilities.............ccooviiiiiiiien 652 563 495
Other provisions for liabilities and charges ................ 386 296 278
Trade and other payables .............cocoooiiiiiiiiiinne. 1,040 1,029 128
Derivative financial instruments....................ooeeeeil. 119 130 123
Total non-current liabilities.................................. 19,511 17,477 11,584
Current liabilities

BOIMOWINGS . eneiieiie e 3,007 2,195 2,479
Income tax payable ... 558 414 430
Other provisions for liabilities and charges ................ 407 273 210
Trade and other payables ...............cocooeeiiiiiiiiinnn. 7,335 5,937 5,524
Derivative financial instruments............................... 549 187 126
Total current liabilities ........................................ 11,856 9,006 8,769
Total equity and liabilities ................................... 39,773 31,515 26,167




Group cash flow statements

The following table sets out the selected group cash flows information for the BAT Group for
the periods indicated.

For the years ended 31 December

(£ millions) 2016 2015 2014
Cash flows from operating activities

Cash generated from operations.......................o.lL 4,893 5,400 4,634
Dividends received from associates .......................... 962 593 515
TaX PAI et (1,245) (1,273) (1,433)
Net cash generated from operating activities .......... 4,610 4,720 3,716
Cash flows from investing activities

Interest received ..........cooiiiiiiiiii 62 64 61
Dividends received from investments......................... - - 2
Purchases of property, plant and equipment ............... (586) (483) (529)
Proceeds on disposal of property, plant and

EQUIPMENT ... 93 108 62
Purchases of intangibles ............cocooiiiiiinn. (88) (118) (163)
Purchases of investments..................o (109) (99) (31)
Proceeds on disposals of investments ....................... 22 45 34
Proceeds from associates’ share buy backs................ 23 - 94
Investment in associates .............cooeiiiiiiiiiiiin - (3,015) -
Acquisition of subsidiaries ................coocoiiiiiini. (57) (493) -
Net cash used in investing activities ...................... (640) (3,991) (470)
Cash flows from financing activities

Interest paid.........ccvieiieiiii (641) (596) (571)
Proceeds from increases in and new borrowings ......... 3,476 6,931 1,967
(Purchases)/Proceeds relating to derivative financial

INStrUMENES ... (26) 201 244
Purchases of ownshares ..............cocooiii. - - (800)
Purchases of own shares held in employee share

ownership trusts ... ..o (64) (46) (49)
Reductions in and repayments of borrowings .............. (3,840) (2,028) (1,300)
Dividends paid to owners of the parent ...................... (2,910) (2,727) (2,712)
Purchases of non-controlling interests ....................... (70) (1,677) (4)
Non-controlling interests — capital injection ................. - - 4
Dividends paid to non-controlling interests.................. (147) (235) (249)
(@ {0 =Y PPN (7) 1 3
Net cash used in financing activities ...................... (4,229) (219) (3,467)
Net cash flows generated from/(used in) operating,

investing and financing activities .......................... (259) 510 (221)
Differences on exchange.............cooooiiiiiiiiiiiinan.n. 180 (272) (63)
Increase/(decrease) in net cash and cash
equivalentsintheyear........................c (79) 238 (284)

Certain significant changes to the BAT Group’s results of operations and financial condition
occurred during the years ended 31 December 2016, 2015 and 2014.

In 2015, at the prevailing exchange rate, revenue decreased by 6.2%, primarily driven
by the adverse movement in a number of key currencies, including in Russia, Nigeria,
Ukraine, Venezuela and the eurozone. Profit from operations increased by 0.2% and
adjusted profit from operations decreased by 7.6% in 2015 compared to 2014. At
constant rates of exchange, revenue in 2015 would have increased by 5.4% driven by
increased price mix, profit from operations would have increased by 13.6% and
adjusted profit from operations would have increased by 4.0%.

Net finance costs decreased by £479 million, or 114.9% from net finance cost of
£417 million for the year ended 31 December 2014 to net finance income of
£62 million for the year ended 31 December 2015. This movement was impacted by
adjusting items in 2015, including a deemed gain related to the investment in RAI of
£601 million, as well as £104 million of costs in relation to the funding of the
acquisition of the shares not already owned by the BAT Group in Souza Cruz and
investment in RAL.




* The BAT Group’s share of the post-tax results of associates and joint ventures was
£1,236 million in 2015, compared to £719 million for the year ended 31 December
2014. This increase of £517 million, or 71.9%, was principally driven by an adjusting
item resulting from RAl's gain on divestiture in 2015, of which BAT’s share was
£371 million (net of tax).

® During 2015, the BAT Group invested £1.7 billion to acquire the shares it did not
already own in its Brazilian subsidiary, Souza Cruz, and de-listed the company.

®* In September 2015, the BAT Group completed the acquisition of TDR d.o.0., a
cigarette manufacturer in Central Europe, and other tobacco and retail assets from
Adris Grupa d.d. for a total enterprise value of €550 million.

* In 2016, at the prevailing exchange rates, revenue increased by 12.6% driven by
improved pricing, and reflecting the positive currency effects resulting from the
relative weakness of pound sterling. Profit from operations increased by 2.2% and
adjusted profit from operations increased by 9.8% in 2016 compared to 2015. At
constant rates of exchange, revenue would have increased by 6.9%, profit from
operations would have decreased by 2.9% and adjusted profit from operations would
have increased by 4.1%.

* In 2016, net finance costs increased by £699 million, from net finance income of
£62 million for the year ended 31 December 2015 to net finance costs of
£637 million for the year ended 31 December 2016. This movement was impacted
by an increase in finance costs related to fair value changes on derivative financial
instruments and hedged items of £213 million. In addition, net finance costs were
impacted by adjusting items, including a deemed gain related to the investment in
RAI of £601 million in 2015 that did not recur in 2016.

* The BAT Group’s share of the post-tax results of associates and joint ventures was
£2,227 million for the year ended 31 December 2016, compared to £1,236 million for
the year ended 31 December 2015. This increase of £991 million, or 80.3%, was
principally driven by an improvement in the results of RAI, whose profit on ordinary
activities before taxation increased by £2,861 million and an adjusting item resulting
from RAI's gain on the sale of the international rights to NATURAL AMERICAN
SPIRIT in 2016, of which BAT’s share was £941 million (net of tax), compared to
2015, when BAT'’s share of RAI's gain on divestiture was £371 million (net of tax).

* In 2016, restructuring and integration costs were £603 million, compared to
£367 million for the year ended 31 December 2015 and £452 million for the year
ended 31 December 2014. Restructuring and integration costs have principally
related to the implementation of a new operating model and the cost of initiatives in
respect of permanent headcount reductions and permanent employee benefit
reductions in the BAT Group.

There has been no significant change in the financial condition or operating results of the
BAT Group since 31 December 2016.

RAI

The selected financial information for the RAI Group set forth below for the three months
ended 31 March 2017 and 2016 (“unaudited”) and the years ended 31 December 2016,
2015 and 2014 (“audited”) has been extracted without material adjustment from the
consolidated financial statements prepared on the basis of US GAAP included in Part XV
(Historical Financial Information of the RAI Group) of this Prospectus.

Selected consolidated income statement information

The following table sets out the selected consolidated statement of income information for
RAI for the periods indicated.




Three months
ended 31 March Years ended 31 December

2017 20162 2016 2015% 20143

($ millions, save for ‘per share’ amounts)

Netsales! ... 2,911 2,862 12,277 10,416 8,160
Net sales, related party ..........ccooeviiiiiiiiiinn. 38 55 226 259 311
Netsales .........cooooiiiiiiiiii 2,949 2917 12,503 10,675 8,471
Costs and expenses:
Cost of products sold? .............cooeiiiiininni. 1,199 1,165 4,841 4,688 4,058
Selling, general and administrative expenses... 418 465 1,931 2,098 1,871
Gain on divestitures .............ccooiiiiiiienanen. - (4,861) (4,861) (3,181) -
Amortisation expense ...........ccceviiiiiiiiinn. 6 6 23 18 11
Asset impairment and exit charges ................ - - - 99 -
OperatingIncome ..................oiiiiiiin. 1,326 6,142 10,569 6,953 2,531
Interest and debt expense.............coocoiiiii, 149 174 626 570 286
Interest income ...........ooooiiiiiiiii (2) (3) (8) (6) (3)
Other (income) expense, net ............cocoeeeeeennnn. 4 252 260 5 (14)
Income from continuing operations before
income taxes ...........c.oviiiiiii i 1,175 5,719 9,691 6,384 2,262
Provision for income taxes ...........cocooviiiiinnnn.. 395 2,154 3,618 3,131 817
Income from continuing operations................. 780 3,565 6,073 3,253 1,445
Income from discontinued operations, net of tax.... - - - - 25
Netincome ..., 780 3,565 6,073 3,253 1,470
Basic income per share:
Income from continuing operations ................ 0.55 2.50 4.26 2.57 1.36
Income from discontinued operations ............. - - - - 0.02
Netincome .......coooiiiiiii 0.55 2.50 4.26 2.57 1.38
Diluted income per share:
Income from continuing operations ................ 0.55 2.49 4.25 2.57 1.35
Income from discontinued operations ............. - - - - 0.02
Netincome .......cooooiiiiii 0.55 2.49 4.25 2.57 1.37
Dividends declared per share ......................... 0.51 0.42 1.76 1.39 1.34

1 Excludes excise taxes of $982 million and $1,030 million for the three months ended 31 March 2017 and 2016,
respectively and, $4,343 million, $4,209 million and $3,625 million for the years ended 31 December 2016,
2015 and 2014, respectively.

2 Financial information for the three months ended 31 March 2016 was taken from the RAI Form 10-Q for three
months ended 31 March 2017.

3 Financial information for the years ended 31 December 2015 and 2014 was taken from the RAl Form 10-K for
the year ended 31 December 2016.

Selected consolidated statement of financial position information

The following table sets out the selected consolidated statement of financial position
information for the RAI Group as at the dates indicated.

Three
months
ended
31 March Years ended 31 December
($ millions) 2017 2016 20151 20142
Assets
Current assets:
Cash and cash equivalents ........................... 3,154 2,051 2,567 966
Short-term investments .................cocoiienl - - 149 -
Accounts receivable................ccociiiiiin. 55 66 68 116
Accounts receivable, related party .................. 39 113 38 41
Otherreceivables ..........cccccooiiiiiiiiii 13 10 35 12
INVENTOMIES ... 1,592 1,645 1,734 1,281
Other current assets ............cocoeviviiiiiiiiiiiinnn, 250 353 564 203
Total current assetsd ..o 5,103 4,238 5,155 2,619
Property, plant and equipment, at cost:
Land and land improvements......................... 95 95 94 93




Three

months
ended
31 March Years ended 31 December
($ millions) 2017 2016 20151 20142
Buildings and leasehold improvements.......... 772 757 727 729
Machinery and equipment...............c.oceene. 2,074 2,064 1,967 1,925
Construction-in-process.............cccveveveeennnn. 92 94 110 83
Total property, plant and equipment.............. 3,033 3,010 2,898 2,830
Accumulated depreciation...............cc.oeenee. (1,678) (1,662) (1,643) (1,627)
Property, plant and equipment, net ..................... 1,355 1,348 1,255 1,203
Trademarks and other intangible assets, net of
accumulated amortisation ...........c.coiiiiiiiiinnnt. 29,438 29,444 29,467 2,421
GoOodWill ..eeee 15,992 15,992 15,993 8,016
Long-term deferred income taxes, net4................ - - - 329
Other assets and deferred chargess.................... 71 73 230 194
Total assetsd ........cooviiiiiii 51,959 51,095 52,100 14,782
Liabilities and shareholders’ equity
Current liabilities:
Accounts payable.............c..coiiiiiiiiii 175 221 179 142
Tobacco settlement accruals ....................... 3,232 2,498 2,816 1,819
Due torelated party .........ccoooeiiiiiiiiiiin, 4 7 9 1
Deferred revenue, related party.................... 122 66 33 32
Current maturities of long-term debt.............. 501 501 506 450
Dividends payable on common stock ............ 728 656 514 356
Other current liabilities................cc.ooviient. 1,129 1,036 1,234 744
Total current liabilities ............cooviiiiiiintt. 5,891 4,985 5,291 3,544
Long-term debt (less current maturities)7.............. 12,651 12,664 16,849 4,602
Long-term deferred income taxes, neté ................ 9,627 9,607 9,204 -
Long-term retirement benefits (less current
POItION) .. 1,832 1,869 2,265 1,997
Long-term deferred revenue, related party ........... 29 39 - -
Other non-current liabilities............................ 223 220 239 117
Commitments and contingencies:
Shareholders’ equity:
Common stock (shares issued: 2017—
1,426,839,264; 2016—1,425,824,955; 2015—
1,427,341,341; 2014—1,062,567,026) ............ - - - -
Paid-in capital...........ccccoooiiiiii 18,231 18,285 18,402 6,200
Retained earnings ...........ccocoviiviiiiiiiini. 3,790 3,740 188 (1,314)
Accumulated other comprehensive loss........... (315) (314) (338) (364)
Total shareholders’ equity ....................oaiL 21,706 21,711 18,252 4,522
Total liabilities and shareholders’ equity®.......... 51,959 51,095 52,100 14,782

Financial information for the year ended 31 December 2015 was taken from the RAI Form 10-K for the year
ended 31 December 2016.

Financial information for the year ended 31 December 2014 was taken from the RAI Form 10-K for the year
ended 31 December 2015 and was adjusted to reflect the adoption of Accounting Standards Update 2015-03
and 2015-17.

Includes a reclassification due to the adoption of Accounting Standards Updates 2015-17 and 2015-03 and
were reduced by $1.0 billion and $704 million for the years ended 31 December 2015 and 2014, respectively.

Includes a reclassification due to the adoption of Accounting Standards Update 2015-17 and was increased by
$329 million for the year ended 31 December 2014,

Includes a reclassification due to the adoption of Accounting Standards Updates 2015-17 and 2015-03 and
were reduced by $92 million and $39 million for the years ended 31 December 2015 and 2014, respectively.

Includes a reclassification due to the adoption of Accounting Standards Updates 2015-17 and 2015-03 and
were reduced by $1.1 billion, and $414 million for the years ended 31 December 2015 and 2014, respectively.

Includes a reclassification due to the adoption of Accounting Standards Update 2015-03 and were reduced by
$92 million and $31 million for the years ended 31 December 2015 and 2014, respectively.

Includes a reclassification due to the adoption of Accounting Standards Update 2015-17 and were reduced by
$1.0 billion and $383 million for the years ended 31 December 2015 and 2014, respectively.
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Selected consolidated statement of cash flows information

The following table sets out the selected consolidated statement of cash flows information for
the RAI Group for the periods indicated.

For the three
months ended For the years ended
31 March 31 December
($ millions) 2017 2016" 2016 20152 20142
Cash flows from (used in) operating activities:
NetinComMe ... 780 3,565 6,073 3,253 1,470
Income from discontinued operations, net of tax ..... - - - - (25)
Adjustments to reconcile to net cash flows from
(used in) operating activities:
Gain on divestitures .............ccovviiiiiiiiiienn. - (4,861) (4,861) (3,181) -
Loss on early extinguishment of debt and
related eXpenses ..........ccvvviiiiiiiiiiieeea - 239 239 - -
Asset impairment and exit charges, net of cash
PAYMENTS ...t - - - 94 -
Depreciation and amortisation expense .......... 32 30 123 122 106
Deferred income tax expense (benefit) ........... 16 75 387 (659) (180)
Other changes that provided (used) cash: .......
Accounts and other receivables............ 7 (11) 24 86 (3)
Inventories ........ccocoviiiiiiii 53 76 89 31  (154)
Related party, net...........c.cocooiiiani. 117 (8) (5) 14 -
Accounts payable ..................oeiinl. (46) (41) 42 32 (43)
Accrued liabilities including other
working capital ............ccocooiiiii (155) (215) (160) (242) 30
Tobacco settlement accruals ............... 734 630 (314) 239 92
Pension and postretirement................. (47) (357) (415) 91 317
Other,net.......oooiiiii 370 2,011 58 316 13
Net cash flows from operating activities .......... 1,861 1,133 1,280 196 1,623
Cash flows from (used in) investing activities:
Capital expenditures............ccoviiiiiiiniiiiiien, (33) (43) (206) (174)  (204)
Proceeds from settlement of investments .............. - 159 266 332 4
Acquisition, net of cash acquired ......................... - - - (17,220) -
Proceeds from divestitures ................cooviiiiiinn.n. - 5,014 5,015 7,056 -
Proceeds from termination of joint venture............. - - - - 35
Other, Net....coooviii 1 1 3 1 (40)
Net cash flows from (used in) investing activities .... (32) 5,131 5,078 (10,005) (205)
Cash flows from (used in) financing activities
Dividends paid on common stock......................... (656) (514) (2,369) (1,583) (1,411)
Repurchase of common stock ..............cccoeeeienii. (73) (125) (226) (124) (440)
Repayments of long-term debt ............................ - - (500) (450) -
Early extinguishment of debt.......................... - (3,642) (3,650) - -
Premiums paid for early extinguishment of debt...... - (206) (207) - -
Proceeds from termination of interest rate swaps.... - 66 66 - -
Proceeds from BAT Share Purchase..................... - - - 4,673 -
Issuance of long-term debt ...................ool - - - 8,975 -
Debt issuance costs and financing fees ................ - (7) (8) (70) (79)
Borrowings under revolving credit facility ............... - - - 1,400 1,000
Repayments of borrowings under revolving credit
facility ......ooveee - - - (1,400) (1,000)
Excess tax benefit on stock-based compensation
PlANS ... - 26 28 17 12
Net cash flows from (used in) financing activities .... (729) (4,402) (6,866) 11,438 (1,918)
Effect of exchange rate changes on cash and
cash equivalents.......................c 3 12 (8) (28) (34)
Net change in cash and cash equivalents.............. 1,103 1,874 (516) 1,601  (534)
Cash and cash equivalents at beginning of year ..... 2,051 2,567 2,567 966 1,500
Cash and cash equivalents at end of year ............. 3,154 4,441 2,051 2,567 966
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For the three

months ended For the years ended
31 March 31 December
($ millions) 2017 2016" 2016 20152 20142
Income taxes paid, net of refunds ........................ 17 25 3,179 3,744 974
Interest paid.........coooieiiiiiii 132 185 712 510 252
Fair value of equity consideration issued in the
Lorillard Merger .........c.oieiiiiiiiiieee e - - - 7,555 -

1 Financial information for the three months ended 31 March 2016 was taken from the RAI Form 10-Q for three
months ended 31 March 2017.

2 Financial information for the years ended 31 December 2015 and 2014 was taken from the RAI Form 10-K for
the year ended 31 December 2016.

Certain significant changes to the RAIl Group’s results of operations and financial condition

occurred during the three months ended 31 March 2017 and the years ended 31 December

2016, 2015 and 2014.

®* In June 2015, RAIl acquired Lorillard in a cash and stock transaction valued at
$25.8 billion and assumed an aggregate of $3.5 billion in principal amount of senior
unsecured notes. In connection with the Lorillard Merger, RAI received $7.1 billion in
proceeds from the Divestiture, for which it recognised a pre-tax gain of $3.2 billion.
As part of the financing of the Lorillard Merger, RAI issued $9 billion in long-term
debt and received proceeds from BAT of $4.67 billion in connection with the BAT
Share Purchase.

® In January 2016, RAI, through various subsidiaries, completed the sale of the
international rights to the NATURAL AMERICAN SPIRIT brand name and
associated trademarks along with the international companies that distributed and
marketed the brand outside the United States to JT International Holding B.V. (“JTI
Holding”) in an all-cash transaction of approximately $5 billion and recognised a
pre-tax gain of approximately $4.9 billion.

* In February 2016, RAI completed a $3.65 billion cash tender offer and redemption of
long-term debt primarily from its after-tax proceeds from the sale to JTI Holding. In
aggregate, expenses recognised related to the cash tender offer and redemption
were $239 million.

There has been no significant change in the financial condition or operating results of the
RAI Group since 31 March 2017.

B.8

Selected unaudited pro forma financial information

The unaudited pro forma income statement for the year ended 31 December 2016 and the
unaudited pro forma balance sheet as at 31 December 2016 for the Combined Group set out
in Part XVI (Unaudited Pro forma financial information of the Combined Group) (together the
“Unaudited Pro Forma Financial Information”) have been prepared on the basis of the
notes set out in Part XVI (Unaudited Pro forma financial information of the Combined Group)
to illustrate the effect of the Proposed Acquisition and the related financing on the income
statement of the BAT Group as if it had occurred on 1 January 2016, and on the balance
sheet of the BAT Group as if it had occurred on 31 December 2016.

The Unaudited Pro Forma Financial Information has been prepared in accordance with
Annex |l of the Prospectus Directive Regulation and in a manner consistent with the
accounting policies adopted by the BAT Group in preparing the audited consolidated
financial statements for the year ended 31 December 2016.

This Unaudited Pro Forma Financial Information has been prepared for illustrative purposes
only and, because of its nature, addresses a hypothetical situation and therefore does not
represent the BAT Group’s, the RAIl Group’s or the Combined Group’s actual financial
position or results.
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Unaudited pro forma income statement relating to the Combined Group for the year
ended 31 December 2016

Pro forma
(In £ millions) adjustments
Historical Total pro
BAT RAI Proposed forma
(IFRS) (IFRS) Financing Acquisition combined
Revenue ...............ccocoiiiiiiiiiiinin, 14,751 9,233 - (182) 23,802
Raw materials and consumables
USEA .oiniii e (3,777)  (3,407) - (294) (7,478)
Changes in inventories of finished
goods and work in progress................ 44 (11) - - 33
Employee benefit costs...................... (2,274) (694) - (15) (2,983)
Depreciation, amortisation and
impairment costs ..............co. (607) (91) - (58) (756)
Gain on step acquisition..................... - - - 23,424 23,424
Other operating income ..................... 176 3,587 - (9) 3,754
Other operating expenses .................. (3,658) (916) - (138) (4,712)
Profit from operations ..................... 4,655 7,701 - 22,728 35,084
Net finance (costs)/income........... (637) (648) (361) 46 (1,600)
Share of post-tax results of
associates and joint ventures........ 2,227 - - (1,880) 347
Profit before taxation ...................... 6,245 7,053 (361) 20,894 33,831
Taxation ........coccvvviiiiiiiiens (1,406) (2,631) 101 (7,955) (11,891)
Profit fortheyear............................ 4,839 4,422 (260) 12,939 21,940

Unaudited pro forma balance sheet relating to the Combined Group as at
31 December 2016

Pro forma
(In £ millions) adjustments
Historical Total pro
BAT RAI Proposed forma
(IFRS) (IFRS) Financing Acquisition combined
Assets
Non-current assets
Intangible assets ..................co.e. 12,117 36,782 - 76,779 125,678
Property, plant and equipment ...... 3,661 1,069 - - 4,730
Investments in associates and joint
VENTUIES .o 9,507 - - (8,051) 1,456
Retirement benefit assets ............ 455 - - - 455
Deferred tax assets..................... 436 - - - 436
Trade and other receivables ......... 599 59 - - 658
Available-for-sale investments ...... 43 - - - 43
Derivative financial instruments..... 596 - - - 596
Total non-current assets .................... 27,414 37,910 - 68,728 134,052
Current assets
Inventories .........ccoovveiiiiiiininn, 5,793 1,423 - 476 7,692
Income tax receivable ................. 69 - - - 69
Trade and other receivables.......... 3,884 439 - (98) 4,225
Available-for-sale investments ...... 15 - - - 15
Derivative financial instruments..... 375 - - - 375
Cash and cash equivalents .......... 2,204 1,659 20,169 (19,350) 4,682
12,340 3,521 20,169 (18,972) 17,058
Assets classified as held-for-sale... 19 - - - 19
Total current assets ..............ccoeeenenn. 12,359 3,521 20,169 (18,972) 17,077
Total assets.......ccoevviiiiiiiiiiiiieenn, 39,773 41,431 20,169 49,756 151,129
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Pro forma

(In £ millions) adjustments
Historical Total pro
BAT RAI Proposed forma
(IFRS) (IFRS) Financing Acquisition combined
Equity
Capital and reserves
Share capital ...........ccooveieiiin. 507 - - 108 615
Share premium, capital
redemption and merger reserves... 3,931 14,794 - 9,172 27,897
Otherreserves............cooevenennnn. 413 (183) - 183 413
Retained earnings ...................... 3,331 3,023 - 20,367 26,721
Owners of the parent......................... 8,182 17,634 - 29,830 55,646
Non-controlling interests .............. 224 - - - 224
Total equity .....oevvvieiiiii 8,406 17,634 - 29,830 55,870
Liabilities
Non-current liabilities
Borrowings.......cccoeieiiiiieien, 16,488 10,246 8,056 952 35,742
Retirement benefit liabilities.......... 826 1,512 - - 2,338
Deferred tax liabilities................... 652 7,817 - 19,134 27,603
Other provisions for liabilities and
charges ......ooveiiiiiii 386 11 - (31) 366
Trade and other payables ............ 1,040 66 - 1,106
Derivative financial instruments..... 119 - - - 119
Total non-current liabilities ................. 19,511 19,652 8,056 20,055 67,274
Current liabilities
Borrowings.......cocovviiiiiiiinian 3,007 405 12,113 2 15,527
Income tax payable..................... 558 - - - 558
Other provisions for liabilities and
charges ......coovviiiiiii 407 2,133 - (33) 2,507
Trade and other payables ............ 7,335 1,607 - (98) 8,844
Derivative financial instruments..... 549 - - - 549
Total current liabilities........................ 11,856 4,145 12,113 (129) 27,985
Total equity and liabilities ................... 39,773 41,431 20,169 49,756 151,129
B.9 Profit forecast or estimate
Not applicable. No profit forecasts are included in the Prospectus.
B.10 | Qualifications in audit report on the historical financial information
Not applicable. No qualifications are included in any audit report on the historical financial
information included in this Prospectus.
B.11 | Insufficient working capital

Not applicable.

The Company is of the opinion that, taking into account the Available Facilities, the BAT
Group has sufficient working capital for its present requirements, that is, for at least the next
12 months from the date of the publication of this Prospectus.

Section C - Securities

CA1 Type and class of the securities being offered and admitted to trading
The Company will issue up to 435,556,670 ordinary shares of 25 pence each in the capital of
the Company pursuant to the Proposed Acquisition.

C.2 Currency

The New BAT Shares will be denominated in pound sterling.
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C.3

Number of shares in issue and par value

As at the Latest Practicable Date, the Company has in issue 2,027,103,642 fully paid
ordinary shares (including BAT Treasury Shares and shares owned by employee share
trusts) of 25 pence each.

The Company is applying for up to 435,556,670 New BAT Shares to be Admitted. On
Admission, the Company will have up to 2,462,660,312 BAT Shares, all of which will be
issued fully paid.

C4 Rights attached to the securities
Holders of the BAT Shares have the following rights:

e subject to any rights or restrictions attached to any BAT Shares, on a show of hands
at a general meeting every member present in person has one vote and every proxy
or representative present who has been duly appointed by a member entitled to vote
has one vote; and on a poll every member (whether present in person or by proxy or
representative) has one vote for every BAT Share of which he is the holder;

e a BAT Share in certificated form may be transferred by an instrument of transfer,
which may be in any usual form or in any other form approved by the Directors,
executed by or on behalf of the transferor and, where the share is not fully paid, by
or on behalf of the transferee. A BAT Share in uncertificated form may be transferred
by means of the relevant system concerned;

o the right to receive dividends on a pari passu basis; and

o if the Company is wound up, with the sanction of a special resolution and any other
sanction required by law and subject to the Companies Act 2006, the liquidator may
divide among the members in specie the whole or any part of the assets of the
Company and for that purpose may value any assets and determine how the division
shall be carried out as between the members or different classes of members. With
the sanction of a special resolution, the liquidator may vest the whole or any part of
the assets in trustees upon such trusts for the benefit of the members as he may
with the sanction of a special resolution determine, but no member shall be
compelled to accept any assets upon which there is a liability.

Holders of the BAT ADSs have the following rights under the deposit agreement for the BAT
ADSs:

e to instruct the Depositary to exercise the voting rights for the BAT Shares
represented by the BAT ADSs they hold;

e to receive in US dollars, the dividends that BAT pays on the BAT Shares
represented by BAT ADSs;

e to cancel their BAT ADSs and receive the corresponding number of BAT Shares
upon payment of a Depositary fee; and

e to transfer, combine or split up their ADRs and BAT ADSs.

C.5 Restrictions on free transferability of the securities
There are no restrictions on the free transferability of the BAT Shares set out in the
constitutional documents of the Company.

C.6 Admission to trading on regulated market

BAT Shares are currently listed on the premium listing segment of the Official List and traded
on the LSE’s main market for listed securities.

BAT Shares are also listed and traded in South Africa, on the JSE, operated by JSE Ltd,
through a secondary listing. The JSE is not a regulated market as defined by the Markets in
Financial Instruments Directive 2004/39/EC.

BAT Shares are also currently quoted on the NYSE MKT in the form of ADSs. BAT currently
has unlisted trading privileges for its ADSs and none of its securities are currently listed on
any US securities exchange or registered pursuant to the securities laws of the United
States.
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Application will be made to the FCA for the New BAT Shares to be admitted to the premium
listing segment of the Official List and to the LSE for the New BAT Shares to be admitted to
trading on the LSE’s main market for listed securities. Application will be made to JSE Ltd for
the New BAT Shares to be admitted to listing and trading on the Main Board of the JSE.
Application will be made for the BAT ADSs to be approved for listing on the NYSE. It is
expected that Admission will become effective and that dealings on the LSE and the JSE in
the New BAT Shares, and on the NYSE in the BAT ADSs, will commence, on or shortly
following the Effective Date which, subject to the satisfaction of certain Conditions, is
expected to occur in the third quarter of 2017.

Cc.7

Dividend policy

Following completion of the Proposed Acquisition (“Completion”), until the end of 2017, the
Combined Group intends to maintain BAT’s stated policy of paying a dividend biannually.
Beginning in 2018, the Combined Group will pay four interim quarterly dividends with respect
to BAT Shares and BAT ADSs. BAT’s dividends are set in pence per ordinary share. It is
expected that any dividend of the Combined Group will be set in the same format.

Section D — Risks

DA

Key information on the key risks related to the Proposed Acquisition

e The Proposed Acquisition is subject to a number of Conditions on both BAT and RAI
which, if not fulfilled, or not fulfilled in a timely manner, may result in the termination
of the agreement of plan of merger dated 16 January 2017, among BAT, BATUS
Holdings Inc. (“BATUS”), RAI and Flight Acquisition Corporation (“Merger Sub”) (the
“Merger Agreement”).

e After Completion, the BAT Group may fail to successfully integrate the RAI Group
into its business. The Combined Group may fail to realise the expected synergies
and other benefits of the Proposed Acquisition and the costs to achieve the
synergies and benefits may be higher than anticipated.

Key information on the key risks related to the Combined Group and its industry

e Competition from illicit sources may have an adverse effect on the Combined
Group’s overall sales volume, restricting the ability to increase selling prices and
damaging brand equity.

e The Combined Group’s business faces increasing tobacco control and regulation
which may have an impact on its overall sales volume and profit.

e Completion will result in the BAT Group becoming subject to US regulations which
are different from the regulations to which the BAT Group is currently subject.
Current and future US regulations could have an adverse effect on the results of
operations, cash flows and financial position of the Combined Group following
Completion.

e Significant and/or unexpected increases or structural changes in tobacco-related
taxes have been proposed or enacted and are likely to continue to be proposed or
enacted in numerous jurisdictions. These changes may result in a decline in overall
sales volume for the Combined Group’s products or may alter its sales mix.

e The BAT Group’s and the RAI Group’s businesses face and, following Completion,
the Combined Group’s business will face significant tobacco-related and other
litigation that could substantially reduce profitability and could severely impair
liquidity.

e The Combined Group is exposed to economic, regulatory and political factors
inherent in its global operations. The Combined Group’s results of operations and
financial condition will be influenced by the economic, regulatory and political
situations in the markets and regions in which it has operations, which are often
unpredictable and outside its control.

e The Combined Group’s inability to obtain price increases may adversely affect its
sales and growth.
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The Combined Group’s business may be significantly impacted by constantly
changing tax rates from around the world as well as unfavourable rulings in relation
to tax disputes.

The Combined Group’s business is vulnerable to the effects of a tough trading
environment and declining consumption of legitimate tobacco products.

As a result of the Proposed Acquisition, the Combined Group’s exposure to the risks
related to the US cigarette market will increase, which could have an adverse effect
on the results of operations, cash flows and financial position of the Combined
Group following Completion.

The Combined Group will be exposed to foreign exchange rate risk; significant
fluctuations in foreign currency exchange rates could have an adverse impact on the
Combined Group’s results of operations and financial conditions.

The Combined Group may be required to incur significant costs to address breaches
of or liabilities arising under health and safety and environmental laws of the
jurisdictions in which it operates.

The Combined Group may be exposed to funding and liquidity, interest rate, and
counterparty risks.

The Combined Group may be unsuccessful in launching innovative products that
offer adult tobacco consumers meaningful value-added differentiation.

The Combined Group may be unsuccessful in its attempts to develop and
commercialise consumer-appealing Next Generation Products.

D.3

Key information on the key risks related to the BAT Shares

Sales of BAT Shares, BAT ADSs and RAI Shares in anticipation of the Proposed
Acquisition, and resales of BAT Shares and BAT ADSs following Completion, may
adversely affect the market price of BAT Shares, BAT ADSs and RAI Shares prior to
Completion, and the market price of BAT Shares and BAT ADSs following
Completion.

The market price of BAT Shares and BAT ADSs after Completion will continue to
fluctuate and may be affected by factors different from those affecting the market
price of RAI Shares or those affecting BAT Shares and BAT ADSs prior to
Completion.

Following Completion, future share issues by the Combined Group and/or sales of
BAT Shares and BAT ADSs could lower the market price of BAT Shares and BAT
ADSs and adversely affect the Combined Group’s ability to raise capital in the future.
Further share issues could also dilute the interests of holders of BAT Shares and
BAT ADSs.

The dividend policy of BAT will be dependent on the financial condition of the
Combined Group.

Exchange rate fluctuations may adversely affect the foreign currency value of BAT
ADSs and any dividends.

Section E — Offer

E.1

Total net proceeds and estimated total expenses

The Company is not offering any New BAT Shares for cash and therefore will not receive
any proceeds save for the RAI Shares which it will acquire as a result of the Proposed
Acquisition.

The total costs and expenses incurred by the BAT Group and the RAI Group in connection
with the Proposed Acquisition and the issue and Admission of the New BAT Shares are
estimated to be £429 million (excluding VAT) and are payable by the BAT Group and the
RAI Group.
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E.2a | Reasons for the offer, use of proceeds and net amount of proceeds
The New BAT Shares will be issued in partial consideration for RAl Shares in connection
with the Proposed Acquisition.
This Prospectus and the Proposed Acquisition does not constitute an offer or an invitation to
any person to subscribe for or purchase any shares in the Company or RAIL. None of the
Company, RAI or the Combined Group will receive any proceeds as a result of the Proposed
Acquisition.

E.3 Terms and conditions of the Proposed Acquisition

Pursuant to the terms of the Merger Agreement, on Completion, each RAI Share (other than
any RAIl Shares owned by the BAT Group or by RAI Shareholders who have properly
asserted and not lost or effectively withdrawn appraisal rights) automatically will be
converted into the right to receive the merger consideration, consisting of (1) a number of
BAT ADSs representing 0.5260 of a New BAT Share, plus (2) $29.44 in cash, without
interest (collectively, the “Merger Consideration”). No fractional BAT ADSs will be issued as
Merger Consideration, and RAI Shareholders will receive cash in lieu of any fractional New
BAT ADS (based on the net cash proceeds from the sale by the Exchange Agent of the
aggregated New BAT ADSs). The Series B Preferred Stock of RAI held by a wholly owned
subsidiary of RAI, will remain outstanding.

Based on BAT’s share price and the pound sterling-US dollar exchange rate as at market
close on 12 June 2017, the purchase price implies a total current value of $54.5 billion for
the remaining 57.8% of RAI not owned by the BAT Group, comprised of approximately
$24.4 billion in cash and approximately $30.1 billion in New BAT Shares which shall be
represented by New BAT ADSs.

BAT and RAI shall not be obliged to complete the Proposed Acquisition if any of the
conditions to Completion in the Merger Agreement (the “Conditions”) have not been met or
have not been waived, if applicable. These include:

e Antitrust approvals:

o expiration or termination of the applicable waiting period (or extension
thereof) under the Hart-Scott-Rodino Antitrust Improvements Act 1976, as
amended (the “HSR Act”); and

o the earlier of the expiration of the waiting period required by Japanese
merger control regulations and the receipt of clearance from the Japan Fair
Trade Commission.

e BAT Shareholder approvals:

o the approval of the Merger Agreement, and other transactions contemplated
by the Merger Agreement and for the Directors to allot and issue the New
BAT Shares at the BAT General Meeting.

e RAI Shareholder approvals:

o approval of the Merger Agreement by the holders of a majority of the
outstanding shares of RAI capital stock entitled to vote at the special
meeting of RAI Shareholders to be called for purposes of such vote (the
“‘RAIl Special Meeting”) (the holder of Series B preferred stock of RAI
(which is a wholly owned subsidiary of RAI), is not entitled to vote in respect
of this stock); and

o approval of the Merger Agreement by the holders of a majority of the
outstanding RAI Shares entitled to vote and present (in person or by proxy)
and voting at the RAIl Special Meeting that are not owned, directly or
indirectly, by the BAT Group or any of RAI’s subsidiaries.

e Admission of New BAT Shares to listing on the LSE and New BAT ADSs on the
NYSE:

o approval for admission of the New BAT Shares to the premium listing
segment of the Official List of the UKLA and to trading on the main market
for listed securities of the LSE subject only to the issue of such New BAT
Shares upon Completion; and
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o approval for listing on the NYSE of the New BAT ADSs issuable to RAI
Shareholders as the share portion of the Merger Consideration (subject to
official notice of issuance).

e Registration statements declared effective by the SEC:

o declaration by the SEC of the effectiveness of the registration statements
filed on Form F-4 and Form F-6 relating to the New BAT Shares and New
BAT ADSs to be issued as the share portion of the Merger Consideration
(and the absence of any stop order suspending the effectiveness of such
registration statements or any proceedings seeking such a stop order).

e Other conditions:

o the filing of this Prospectus and the Circular with the UKLA, the approval of
this Prospectus and the Circular by the UKLA and the mailing of the Circular
and the publishing of this Prospectus, in each case, in accordance with
applicable rules and regulations;

o absence of any temporary restraining order, preliminary or permanent
injunction or other judgment or law entered, enacted, promulgated, enforced
or issued by any court or other governmental entity that prevents, makes
illegal or prohibits the Completion or the issuance of the New BAT Shares;

o accuracy of the representations and warranties made in the Merger
Agreement by the other party, subject to certain exceptions based on a
material adverse change standard; and

o performance in all material respects by the other party of the obligations
required under the Merger Agreement to be performed by it at or prior to
Completion.

Pursuant to the requirements of the HSR Act, BAT and RAI filed Notification and Report
Forms with respect to the Proposed Acquisition with the US Federal Trade Commission (the
“FTC”) and the US Department of Justice (the “DOJ”) on 6 February 2017 and requested
early termination of the HSR Act waiting period. The applicable HSR Act waiting period for
the Proposed Acquisition expired on 8 March 2017.

On 23 March 2017, BAT and RAI filed notifications for the Proposed Acquisition with the
Japan Fair Trade Commission. Approval from the Japan Fair Trade Commission was
received on 4 April 2017. As a result of the foregoing, the Conditions related to antitrust
approvals required as part of the Conditions have been satisfied.

BAT’s obligation to complete the Proposed Acquisition is further conditional upon the
absence of any legal restraint issued by a governmental entity under any antitrust laws that
would, directly or indirectly, result in (1) any prohibition or limitation on the ownership or
operation by RAI, BAT or their respective subsidiaries of any portion of the business,
properties or assets of RAIl, BAT or their respective subsidiaries, (2) RAI, BAT or their
respective subsidiaries being compelled to dispose of or hold separate any portion of the
business, properties or assets of RAI, BAT or any of their respective subsidiaries, (3) any
prohibition or limitation on the ability of BAT to acquire or hold, or exercise full right of
ownership of, any shares of the capital stock of the RAI Group, including the right to vote
such shares, or (4) any prohibition or limitation on BAT effectively controlling the business or
operations of the RAI Group.

The Merger Agreement contains customary termination rights for each of RAIl and BAT,
including the right of each party to terminate the Merger Agreement if the Proposed
Acquisition has not been completed on or before 31 December 2017 (the “End Date”),
subject to an extension of five business days if, on the initial End Date, BAT has not
consummated all or any portion of the financing required to complete the Proposed
Acquisition and the transactions contemplated by the Merger Agreement (the “Financing”).
However, BAT’s consummation of the Financing is not a Condition to the Completion.
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If the Merger Agreement is terminated, in certain circumstances BAT or RAI (as applicable)
will be entitled to receive a termination fee of $500 million or $1 billion from the other party.

E.4 Material interests
Not applicable. There is no interest, including any conflicting interest, that is material to the
Proposed Acquisition.

E.5 Selling shareholder and lock-ups
Not applicable. There are no entities or persons offering to sell the New BAT Shares, and
there are no lock-up agreements.

E.6 Dilution
Subject to Completion, up to 435,556,670 New BAT Shares will be issued in connection with
the Proposed Acquisition. This will result in BAT's issued share capital increasing by
approximately 21% (including BAT Treasury Shares). Following Completion and assuming
that 435,556,670 New BAT Shares are issued in connection with the Proposed Acquisition,
BAT Shareholders will be subject to an immediate dilution as a result of the issue, following
which they will hold approximately 81% of the Combined Group’s issued share capital
(excluding BAT Treasury Shares).

E.7 Estimated expenses charged to the investor by the Company

Not applicable. No expenses will be charged to the investor by the Company in respect of
the Proposed Acquisition.
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PART Il
RISK FACTORS

An investment in the New BAT Shares is subject to a number of risks. Accordingly, prospective
investors should consider the following risks and uncertainties together with all the other information
set out in this Prospectus prior to making any investment decision. If any of the following risks actually
materialises, the BAT Group’s and, following Completion, the Combined Group’s business, financial
condition or operating or financial results could be materially adversely affected and the value of the
New BAT Shares could decline. The risks and uncertainties described below are not the only ones the
BAT Group and the RAIl Group face, and the Combined Group will face. Additional risks and
uncertainties not presently known to the Directors or that the Directors currently deem immaterial may
also have a material adverse effect on the BAT Group’s and, following Completion, the Combined
Group’s business, financial condition or operating or financial results and could negatively affect the
price of the New BAT Shares and investors could lose all or part of their investment. Prospective
investors should carefully consider whether an investment in the New BAT Shares is suitable for them
in light of the information in this Prospectus and their personal circumstances.

Prospective investors should note that the risks relating to the BAT Group, the RAI Group, the
Combined Group, each of their industries, and the New BAT Shares summarised in the section of this
Prospectus headed “Summary” are the risks that the Directors believe to be the most essential to an
assessment by a prospective investor of whether to invest in the New BAT Shares. However, as the
risks which the BAT Group and the RAI Group face, and the Combined Group will face relate to events
and depend on circumstances that may or may not occur in the future, prospective investors should
consider not only the information on the key risks summarised in the section of this Prospectus headed
“Summary” but also, among other things, the risks and uncertainties described below.

The order in which the following risks and uncertainties are presented should not be taken as an
indication of the likelihood of their occurrence, the degree of their significance or the scope of any
potential adverse effects on the BAT Group’s, the RAI Group’s and, following Completion, the
Combined Group’s business, cash flows, financial condition or results of operations.

While the Proposed Acquisition remains subject to a number of conditions and there is no assurance
that the Proposed Acquisition will be completed, certain of the risk factors below have been drafted on
the basis of the Combined Group as it will be in existence following the Proposed Acquisition (unless
expressly stated or the context otherwise requires).

1. Risks relating to the Proposed Acquisition

1.1 The Proposed Acquisition is subject to a number of conditions on both BAT and RAI
which, if not fulfilled, or not fulfilled in a timely manner, may result in the termination of
the Merger Agreement

BAT and RAI shall not be obliged to complete the Proposed Acquisition if any of the Conditions have
not been met or have not been waived, if applicable. These include:

e  Antitrust approvals:

o expiration or termination of the applicable waiting period (or extension thereof) under
the HSR Act; and
o the earlier of the expiration of the waiting period required by Japanese merger control

regulations and the receipt of clearance from the Japan Fair Trade Commission.
e  BAT Shareholder approvals:

o the approval of the Merger Agreement, and other transactions contemplated by the
Merger Agreement and for the Directors to allot and issue the New BAT Shares at the
BAT General Meeting.

e RAI Shareholder approvals:

o approval of the Merger Agreement by the holders of a majority of the outstanding
shares of RAI capital stock entitled to vote at the RAI Special Meeting (the holder of
Series B preferred stock of RAI (which is a wholly owned subsidiary of RAl), is not
entitled to vote in respect of this stock); and

o approval of the Merger Agreement by the holders of a majority of the outstanding RAI
Shares entitled to vote and present (in person or by proxy) and voting at the RAI
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Special Meeting that are not owned, directly or indirectly, by the BAT Group or any of
RAI’s subsidiaries.

e Admission of New BAT Shares to listing on the LSE and New BAT ADSs on the NYSE:

o approval for admission of the New BAT Shares to the premium listing segment of the
Official List of the UKLA and to trading on the main market for listed securities of the
LSE subject only to the issue of such New BAT Shares upon Completion; and

o approval for listing on the NYSE of the New BAT ADSs issuable to RAI Shareholders
as the share portion of the Merger Consideration (subject to official notice of
issuance).

e Registration statements declared effective by the SEC:

o declaration by the SEC of the effectiveness of the registration statements filed on
Form F-4 and Form F-6 relating to the New BAT Shares and New BAT ADSs to be
issued as the share portion of the Merger Consideration (and the absence of any stop
order suspending the effectiveness of such registration statements or any proceedings
seeking such a stop order).

e Other conditions:

o the filing of this Prospectus and the Circular with the UKLA, the approval of this
Prospectus and the Circular by the UKLA and the mailing of the Circular and the
publishing of this Prospectus, in each case, in accordance with applicable rules and
regulations;

o absence of any temporary restraining order, preliminary or permanent injunction or
other judgment or law entered, enacted, promulgated, enforced or issued by any court
or other governmental entity that prevents, makes illegal or prohibits the Completion or
the issuance of the New BAT Shares;

o accuracy of the representations and warranties made in the Merger Agreement by the
other party, subject to certain exceptions based on a material adverse change
standard; and

o performance in all material respects by the other party of the obligations required
under the Merger Agreement to be performed by it at or prior to Completion.

Pursuant to the requirements of the HSR Act, BAT and RAI filed Notification and Report Forms with
respect to the Proposed Acquisition with the FTC and DOJ on 6 February 2017 and requested early
termination of the HSR Act waiting period. The applicable HSR Act waiting period for the Proposed
Acquisition expired on 8 March 2017.

On 23 March 2017, BAT and RAI filed notifications for the Proposed Acquisition with the Japan Fair
Trade Commission. Approval from the Japan Fair Trade Commission was received on 4 April 2017. As
a result of the foregoing, the Conditions related to antitrust approvals required as part of the closing
conditions to the Proposed Acquisition have been satisfied.

BAT’s obligation to complete the Proposed Acquisition is further conditional upon the absence of any
legal restraint issued by a governmental entity under any antitrust laws that would, directly or indirectly,
result in (1) any prohibition or limitation on the ownership or operation by RAI, BAT or their respective
subsidiaries of any portion of the business, properties or assets of RAIl, BAT or their respective
subsidiaries, (2) RAI, BAT or their respective subsidiaries being compelled to dispose of or hold
separate any portion of the business, properties or assets of RAIl, BAT or any of their respective
subsidiaries, (3) any prohibition or limitation on the ability of BAT to acquire or hold, or exercise full
right of ownership of, any shares of the capital stock of the RAI Group, including the right to vote such
shares, or (4) any prohibition or limitation on BAT effectively controlling the business or operations of
the RAI Group. See paragraph 10.3 of Part VI (Details of the Proposed Acquisition) of this Prospectus.

Many of the Conditions are not within either BAT’s or RAI's control, and neither company can predict
when or if these Conditions will be satisfied. If any of these Conditions are not satisfied or waived prior
to 31 December 2017, it is possible that the Merger Agreement may be terminated. Although BAT and
RAI have agreed in the Merger Agreement to use their reasonable best efforts, subject to certain
limitations, to complete the Proposed Acquisition as promptly as practicable, the Conditions may fail to
be satisfied. In addition, satisfying the Conditions may take longer, and could cost more, than BAT and
RAI expect. Any delay in completing the Proposed Acquisition may adversely affect the synergies and
other benefits that BAT expects to achieve if the Proposed Acquisition and the integration of the
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companies’ respective businesses are not completed within the expected timeframe. See paragraphs
10.3 and 10.4 of Part VI (Details of the Proposed Acquisition) of this Prospectus.

1.2 BAT will be required to complete the Proposed Acquisition whether or not financing is
available and BAT may encounter difficulties or high costs associated with securing
refinancing of debt incurred in connection with the Proposed Acquisition

The receipt of financing by BAT is not a condition to Completion and, accordingly, BAT will be required
to complete the Proposed Acquisition (assuming that all of the Conditions are satisfied) whether or not
the loan agreement of up to $25 billion (the “Acquisition Facility”), entered into for the purpose of
financing the Proposed Acquisition, or other financing is available, at all or on acceptable terms. Under
the Acquisition Facility, provided certain key conditions precedent have been satisfied (including, inter
alia, confirmation from BAT of the receipt of the requisite approvals by BAT Shareholders and RAI
Shareholders to complete the Proposed Acquisition), banks are obliged to participate in advances
during the availability period unless there is a Major Default or breach of a Major Representation (each
as defined in the Acquisition Facility and including non-payment, breach of the negative pledge or
disposals restrictions, insolvency of an obligor and certain other key defaults). In addition, the interest
rate applicable to borrowings under the Acquisition Facility will be based on floating interest rates,
which could fluctuate significantly over the term of the Acquisition Facility.

BAT has announced that, to the extent the Acquisition Facility is drawn to finance the cash portion of
the Merger Consideration, it intends to refinance the loans under that facility through issuances of new
bonds in due course. Further, BAT may decide to pursue financing that would replace or supplement
financing available under the Acquisition Facility. In particular, the Acquisition Facility includes a
$15 billion tranche which, subject to two six-month extension options exercisable at BAT’s discretion,
matures on the date falling 12 months (or, if both extension options are exercised, 24 months) after the
earlier of (1) the date of Completion and (2) the first business day falling six months after 16 January
2017 (the earlier of (1) and (2) being the “Start Date”), a $5 billion tranche which, subject to two
six-month extension options exercisable at BAT'’s discretion, matures on the date falling 24 months (or,
if both extension options are exercised, 36 months) after the Start Date, a $2.5 billion tranche which
matures on the date falling 36 months after the Start Date and a $2.5 billion tranche which matures on
the date falling 60 months after 16 January 2017. There is no guarantee that BAT would be able to
replace, supplement or refinance the Acquisition Facility at all or on terms acceptable to BAT. The
terms of any debt incurred to replace, supplement or refinance the Acquisition Facility may be
materially worse than the terms of the Acquisition Facility. BAT’s ability to obtain financing to refinance
the Acquisition Facility will be subject to various factors, including market conditions, operating
performance and the BAT Group’s credit rating.

Following announcement of the Proposed Acquisition, Standard & Poor's Ratings Services
downgraded the long-term rating of the BAT Group from A- to BBB+ and reaffirmed the A-2 short-term
rating of the BAT Group and Moody’s Investors Service downgraded the long-term rating of the BAT
Group from A3 to Baa2 and reaffirmed the P-2 short-term rating of the BAT Group. Any impairment of
the BAT Group’s ability to obtain future financing on favourable terms, including as a result of a
reduction of the BAT Group’s credit rating, could have an adverse effect on the BAT Group’s ability to
finance the cash portion of the Merger Consideration with the issuance of debt securities or with
another alternative to the Acquisition Facility, or to refinance the Acquisition Facility if drawn.

1.3 Under the Merger Agreement, BAT, through its subsidiaries, will acquire RJR Tobacco
Company’s NEWPORT brand, the leading US menthol cigarette brand; however, any
action by the FDA or any other governmental authority that could have the effect of
banning or materially restricting the use of menthol in tobacco products would not give
rise to a right to terminate the Merger Agreement

As a result of the Proposed Acquisition, the BAT Group will acquire RJR Tobacco Company’s
NEWPORT brand, the leading US menthol cigarette brand, the sales of which, together with the RAI
Group’s other menthol brands, represent a substantial portion of the RAI Group’s consolidated total net
sales. The RAI Group estimates that approximately 50% of its total consolidated net sales were
attributable to menthol cigarettes for the year ended 31 December 2016. In 2013, the FDA issued its
preliminary scientific evaluation regarding menthol cigarettes, concluding that menthol cigarettes
adversely affect initiation, addiction and cessation compared to non-menthol cigarettes. In 2013, the
FDA also issued an Advance Notice of Proposed Rulemaking, seeking comments on various issues
relating to the potential regulation of menthol cigarettes. Although it is not possible to predict whether
or when the FDA will take actions, if the FDA or any other governmental authority were to adopt
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regulations banning or severely restricting the use of menthol in tobacco products or the sale of
menthol cigarettes, those regulations could have a material adverse effect on sales of the NEWPORT
brand and the menthol styles of other RAI Group brands, which could have an adverse effect on the
results of operations, cash flows and financial position of the RAI Group, and following Completion, the
Combined Group.

Under the terms of the Merger Agreement, BAT and RAI expressly agreed that a menthol regulatory
action would not be considered in determining whether a material adverse effect, as defined in the
Merger Agreement, on a party had occurred, and would not give rise to a right to terminate the Merger
Agreement.

1.4 Litigation against certain members of the RAI Group related to tobacco products could
have an adverse effect on the consolidated results of operations, cash flows and
financial position of the RAI Group; however, such litigation may not give rise to a right
to terminate the Merger Agreement

Certain members of the RAI Group have been named in a large number of tobacco-related legal
actions, proceedings or claims and it is likely that legal actions, proceedings and claims arising out of
the sale, distribution, manufacture, development, advertising, marketing, promotion and claimed health
effects of cigarettes and other tobacco products will continue to be filed against the BAT Group, the
RAI Group and other tobacco companies for the foreseeable future. These legal actions, proceedings
and claims could impose substantial monetary obligations on the RAlI Group and could have an
adverse effect on the results of operations, cash flows and financial position of the RAI Group and,
following Completion, the Combined Group. However, under the terms of the Merger Agreement, BAT
and RAI expressly agreed that all actions or judgments regarding any tobacco litigation that was
commenced prior to the date of the Merger Agreement would not be considered in determining
whether a material adverse effect, as defined in the Merger Agreement, on a party has occurred and
would not give rise to a right to terminate the Merger Agreement. In addition, any such tobacco
litigation that is commenced on or after the date of the Merger Agreement (other than any such
litigation brought by or on behalf of any governmental entity to the extent such action or judgment is not
a part of or an extension or expansion of any litigation commenced prior to the date of the Merger
Agreement) would also not be considered in determining whether a material adverse effect on a party
has occurred, and would not give rise to a right to terminate the Merger Agreement. Any legal actions,
proceedings and claims could impose substantial monetary obligations on the RAI Group and could
have an adverse effect on the results of operations, cash flows and financial position of the RAI Group,
and following Completion, the Combined Group.

1.5 The Proposed Acquisition is subject to the receipt of numerous approvals, including
from BAT Shareholders and RAI Shareholders. Failure to obtain these approvals would
prevent Completion

Before the Proposed Acquisition can be completed, (1) BAT Shareholders must approve the Merger
Agreement and the transactions contemplated thereby as a class 1 transaction and authorise the
Directors to allot and issue the New BAT Shares, (2) holders of a majority of the outstanding shares of
RAI capital stock entitled to vote at the RAI Special Meeting must approve the Merger Agreement (the
holder of Series B preferred stock of RAI (which is a wholly owned subsidiary of RAI) is not entitled to
vote in respect of this stock) and (3) holders of a majority of the outstanding RAI Shares entitled to vote
and present (in person or by proxy) and voting at the RAI Special Meeting that are not owned, directly
or indirectly, by the BAT Group or any of RAI's subsidiaries, must approve the Merger Agreement.
Although BAT has agreed to vote shares of RAI capital stock owned by the BAT Group in favour of the
Proposed Acquisition in respect of (2) above, there can be no assurance that the approvals referred to
in (2) above will be obtained. Furthermore, even if a majority of the outstanding shares of RAI capital
stock, referred to in (2) above, are voted in favour of the Proposed Acquisition, Completion will not take
place if holders of a majority of the outstanding RAI Shares entitled to vote and present (in person or
by proxy) and voting at the RAI Special Meeting and that are not owned, directly or indirectly, by the
BAT Group or RAl’s subsidiaries, referred to in (3) above, do not approve the Merger Agreement.
Failure to obtain the required approvals within the expected time frame, or having to make significant
changes to the structure, terms or conditions of the Proposed Acquisition to obtain such approvals,
may result in a material delay in, or the abandonment of, the Proposed Acquisition. Any delay in
Completion may adversely affect the synergies and other benefits that BAT expects to achieve
assuming the Proposed Acquisition and the integration of the BAT Group’s and the RAI Group’s
respective businesses are completed within the expected timeframe.
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1.6 After Completion, the BAT Group may fail to successfully integrate the RAI Group into
its business, the Combined Group may fail to realise the expected synergies and other
benefits of the Proposed Acquisition and the costs to achieve the synergies and
benefits may be higher than anticipated

The BAT Group and the RAI Group have operated and, until Completion, will continue to operate,
independently, and there can be no assurances that their businesses can be integrated successfully.
The success of the Proposed Acquisition will depend, in part, on the effectiveness of the integration
process and the ability of the Combined Group to realise the expected synergies and other benefits
from combining the businesses of the BAT Group and the RAI Group. There is also no assurance that
the costs to integrate and achieve the synergies will not be higher than anticipated. The Combined
Group’s ability to realise these anticipated benefits and synergies is subject to certain risks, including
the following:

e changes or conflicts in corporate culture, controls, procedures and systems;
e retaining existing employees and attracting new employees;
e maintaining relationships with customers, suppliers and other constituencies; and

e inefficiencies associated with the integration and management of the operations of the
Combined Group.

The BAT Group will be required to devote significant management attention and resources to
integrating the business practices and operations of the BAT Group and the RAI Group, which may
result in diversion of the attention of each group’s management and employees from ongoing
operations, the lack of personnel or other resources to pursue other potential business opportunities
and the disruption of, or the loss of momentum in, each group’s ongoing businesses.

BAT and RAI expect to incur significant costs associated with the Proposed Acquisition and combining
the operations of the two groups. The significant costs associated with the Proposed Acquisition
include, among others, fees and expenses of financial advisers and other advisers and
representatives, certain employment-related costs relating to employees of the RAI Group, fees and
expenses related to the Acquisition Facility and the refinancing of the Acquisition Facility, costs of
defending any potential litigation related to the Proposed Acquisition, costs of public relations firms
engaged in connection with the Proposed Acquisition, filing fees due in connection with filings required
under the HSR Act and filing fees and printing and mailing costs for this Prospectus, the Circular and
the Form F-4. Some of these costs have already been incurred or may be incurred regardless of
whether the Proposed Acquisition is completed, including a portion of the fees and expenses of
financial advisers and other advisers and representatives, filing fees under the HSR Act and costs
related to this Prospectus, the Circular and Form F-4. The BAT Group will also incur fees and costs
related to formulating and implementing integration plans with respect to the two groups, including
systems integration costs. While the Directors believe that the costs associated with the Proposed
Acquisition and expected synergies have been reasonably estimated, unanticipated events or
integration issues may arise which result in a delay or reduction in the benefits anticipated from the
Proposed Acquisition, or in costs significantly in excess of those estimated.

If the Combined Group is not able to successfully combine the businesses of the BAT Group and the
RAI Group within the anticipated time frame, or at all, the expected synergies and other benefits of the
Proposed Acquisition may not be realised fully or at all or may take longer to realise than expected, the
combined businesses may not perform as expected and the value of the BAT Shares and BAT ADSs
(including the share portion of the Merger Consideration) may be adversely affected. Accordingly, even
if the Proposed Acquisition is completed, the contemplated synergies and benefits may not be realised
fully, or at all, or may take longer to realise than expected.

1.7 Uncertainties associated with the Proposed Acquisition may cause a loss of the RAI
Group’s senior management personnel and other key employees, which could have an
adverse effect on the results of operations, cash flows and financial position of the
Combined Group following Completion

The Combined Group’s success after Completion will depend in part upon its ability to hire key senior
management personnel and employees and to retain key senior management personnel and other key
employees of the RAI Group. The employees of the RAI Group may experience uncertainty about their
roles within the Combined Group following the Proposed Acquisition. In addition, certain of the RAI
Group’s equity incentive and other compensation arrangements contain change of control clauses
providing for outstanding equity awards to vest or compensation or benefits to be provided to RAI
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directors or executive officers either upon an RAIl change in control, or in connection with certain
terminations of employment on or following an RAI change in control. If completed, the Proposed
Acquisition would constitute an RAI change in control for the purposes of these equity incentive and
other compensation arrangements, thereby resulting in the settlement of certain outstanding equity
awards and, in the event of certain terminations of employment on or following an RAl change in
control, giving rise to vesting of certain other outstanding equity awards and other payments in
connection with an RAI change in control. Such uncertainty and availability of payments may inhibit the
ability to retain key senior management personnel and other key employees following Completion.

Accordingly, there can be no assurance that key RAI senior management personnel and other key
employees can be retained either prior to or following Completion to the same extent that the RAI
Group has previously been able to attract and retain its employees, which could have an adverse effect
on the results of operations, cash flows and financial position of the Combined Group following
Completion.

1.8 The business relationships of the RAI Group may be subject to disruption due to
uncertainty associated with the Proposed Acquisition, which could have an adverse
effect on the results of operations, cash flows and financial position of the RAI Group
and, following Completion, the Combined Group

Parties with which the RAIl Group does business may experience uncertainty associated with the
Proposed Acquisition and related transactions, including with respect to current or future business
relationships with the RAI Group or, following Completion, the Combined Group. The business
relationships of the RAlI Group may be subject to disruption as customers, distributors, suppliers,
vendors and others may attempt to negotiate changes in existing business relationships or consider
entering into business relationships with parties other than the RAI Group or, following Completion, the
Combined Group. These disruptions could have an adverse effect on the results of operations, cash
flows and financial position of the Combined Group following Completion, including an adverse effect
on the Combined Group’s ability to realise the expected synergies and other benefits of the Proposed
Acquisition. The risk, and adverse effect, of any disruption could be exacerbated by a delay in
Completion or termination of the Merger Agreement.

1.9 The Merger Agreement subjects the BAT Group and the RAI Group to restrictions on
their respective business activities prior to Completion

The Merger Agreement subjects the BAT Group and the RAI Group to restrictions on their respective
business activities and obligates the BAT Group and the RAIl Group to generally operate their
respective businesses in the ordinary course in all material respects consistent with past practice prior
to Completion. These restrictions could prevent the BAT Group and the RAI Group from pursuing
attractive business opportunities that arise prior to Completion and are outside the ordinary course of
business, or otherwise have an adverse effect on the BAT Group’s or the RAIl Group’s results of
operations, cash flows and financial position.

110 The Proposed Acquisition may be subject to litigation, which could delay the Proposed
Acquisition and prevent Completion.

Members of the BAT Group and the RAIl Group may in the future be party to legal proceedings and
claims related to the Proposed Acquisition. Legal challenges to the Proposed Acquisition could result in
an injunction, preventing or delaying Completion.

1.11 The exchange ratio is fixed and will not be adjusted in the event of any change in the
market price of BAT ADSs, BAT Shares or RAI Shares. Because the market price of BAT
ADSs and BAT Shares may fluctuate, the value of the Merger Consideration that BAT
will be required to pay in the Proposed Acquisition is uncertain

In the Proposed Acquisition, each RAI Share (other than any RAI Shares owned by the BAT Group or
RAI Shares owned by RAIl Shareholders who have properly asserted and not lost or effectively
withdrawn a demand for appraisal rights pursuant to Article 13 of the North Carolina Business
Corporation Act (the “NCBCA”")) automatically will be converted into the right to receive the Merger
Consideration, consisting of (1) a number of BAT ADSs representing 0.5260 of a New BAT Share, plus
(2) $29.44 in cash, without interest. No fractional New BAT ADSs will be issued in the Proposed
Acquisition, and RAI Shareholders will receive cash in lieu of any fractional New BAT ADS (based on
the net cash proceeds from the sale by the Exchange Agent of the aggregated New BAT ADSs).
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Though the cash portion of the Merger Consideration is known, because the exchange ratio is fixed
and will only be adjusted in certain limited circumstances (including recapitalisations, reclassifications,
share splits or combinations, exchanges, mergers, consolidations or readjustments of shares, or share
dividends or similar transactions involving BAT or RAl), the value of the share portion of the Merger
Consideration will depend on the market price of BAT ADSs, BAT Shares and RAI Shares at the time
of Completion. The exchange ratio will not be adjusted for changes in the market price of BAT ADSs,
BAT Shares or RAI Shares or in exchange rates between the date of signing the Merger Agreement
and Completion. There will be a lapse of time between the date on which RAI Shareholders vote on the
Merger Agreement at the RAI Special Meeting and the date on which RAI Shareholders entitled to
receive New BAT ADSs actually receive such New BAT ADSs. The value of the share portion of the
Merger Consideration has fluctuated since the date of the announcement of the Proposed Acquisition
and will continue to fluctuate from the date of this Prospectus to the date of Completion and thereafter.
The closing price per RAI Share on the NYSE as at 20 October 2016, the last trading date before the
public announcement of the Proposed Acquisition, was $47.17, and the closing price per RAI Share
has fluctuated as high as $67.73 and as low as $52.67 since that date and 12 June 2017, the Latest
Practicable Date. The closing price of BAT ADSs on the NYSE MKT as at 20 October 2016, the last
trading day before the public announcement of BAT’s proposal to merge with RAI, was $59.07 (after
giving effect to the BAT ADS ratio change as at 14 February 2017), and the closing price per BAT ADS
has fluctuated as high as $73.28 and as low as $52.97 since that date and 12 June 2017, the Latest
Practicable Date. The closing price of BAT Shares on the LSE as at 20 October 2016, was £48.03, and
the closing price per BAT Share has fluctuated as high as £56.43 and as low as £42.59 since that date
and 12 June 2017, the Latest Practicable Date. Accordingly, at the time of the BAT General Meeting,
the value of the share portion of the Merger Consideration will not be known. Share price changes may
result from a variety of factors, including, among others, general market and economic conditions,
changes in the BAT Group’s and the RAI Group’s respective operations and prospects, cash flows,
and financial position, foreign exchange fluctuations, any potential shareholder litigation related to the
Proposed Acquisition, market assessments of the likelihood of Completion, the timing of the Proposed
Acquisition, regulatory considerations, the anticipated dilution to holders of BAT Shares and BAT ADSs
as a result of the issuance of the share portion of the Merger Consideration and results of smoking and
health litigation. Therefore as the market price of BAT ADSs, BAT Shares and RAIl Shares may
fluctuate, the value of the Merger Consideration that BAT will be required to pay in the Proposed
Acquisition is uncertain. BAT Shareholders and RAI Shareholders are urged to obtain current market
quotations for BAT ADSs, BAT Shares and RAI Shares.

112 The Merger Agreement limits the ability of BAT to pursue alternatives to the Proposed
Acquisition prior to Completion

The Merger Agreement contains provisions that make it more difficult for BAT to pursue alternatives to
the Proposed Acquisition prior to Completion and limits the ability of BAT to terminate the Merger
Agreement. These provisions include a general prohibition on BAT from soliciting alternatives to the
Proposed Acquisition and, subject to certain exceptions, entering into discussions relating to an
alternative to the Proposed Acquisition. The Merger Agreement also contains provisions that make it
more difficult for the BAT board of directors (the “Board”) to withhold, withdraw or qualify its
recommendation that BAT Shareholders approve the Merger Agreement. Subject to certain rights to
match the terms of proposed alternative transactions, the Board may withhold or withdraw its
recommendation only if it determines in good faith that the failure to withhold or withdraw its
recommendations would be inconsistent with its fiduciary duties to BAT Shareholders under applicable
law. See paragraph 17.1.1 of Part XIX (Additional Information) in this Prospectus.

Even if the Board withholds, withdraws or qualifies its recommendation with respect to the Merger
Agreement, in accordance with the terms and conditions of the Merger Agreement, BAT will still be
required to submit the approval of the Merger Agreement to a vote by its shareholders at the BAT
General Meeting, unless the Merger Agreement is terminated prior to the date of the BAT General
Meeting in accordance with its terms.

In certain cases, upon termination of the Merger Agreement following a withholding, withdrawal or
qualification of the recommendation of the Board, BAT will be required to pay to RAI a termination fee
of $1 billion.

If the Merger Agreement is terminated and BAT determines to seek another business combination,
BAT may not be able to negotiate a transaction with another party on terms comparable to, or better
than, the terms of the Proposed Acquisition. In certain circumstances, a termination fee of $1 billion
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may be payable by BAT if the Merger Agreement is terminated and BAT enters into a definitive
agreement with respect to an alternative transaction (see paragraph 10.4 of Part VI (Details of the
Proposed Acquisition) in this Prospectus).

113  BAT may waive one or more conditions to the Proposed Acquisition without resoliciting
shareholder approval for the Proposed Acquisition

Certain conditions to BAT’s obligations to complete the Proposed Acquisition may be waived, in whole
or in part, to the extent legally permissible, either unilaterally or by agreement of BAT and RAI In the
event that any such waiver does not require resolicitation of shareholders, the parties will have the
discretion to complete the Proposed Acquisition without seeking further shareholder approval.

1.14  The substantial additional indebtedness that the BAT Group will incur in connection
with the Proposed Acquisition could adversely affect the BAT Group’s, and following
Completion, the Combined Group’s, financial position, including by decreasing the BAT
Group’s, and following Completion, the Combined Group’s, business flexibility, and
resulting in a further reduction of the BAT Group’s, and following Completion, the
Combined Group’s credit rating

Following Completion, the Combined Group will have substantially increased debt compared to the
BAT Group’s historical level of debt. The BAT Group’s consolidated net debt was £16.8 billion as at
31 December 2016. The BAT Group’s pro forma net debt as at 31 December 2016 if the Proposed
Acquisition had been completed on 31 December 2016, would have been approximately £46.1 billion,
of which £25.2 million, or 51%, of the estimated pro forma gross interest bearing debt of the BAT
Group following the Proposed Acquisition would have been at variable rates of interest as at
31 December 2016. BAT expects to incur approximately $38 billion of additional debt in connection
with the Proposed Acquisition, as a result of financing to complete the Proposed Acquisition and debt
assumed in the Proposed Acquisition. This increased level of debt could have the effect, among other
things, of reducing the Combined Group’s flexibility to respond to changing business and economic
conditions and will have the effect of increasing the Combined Group’s interest expense thereby
tightening restrictive covenants under BAT’s revolving credit facility agreement. In addition, the amount
of cash required to service the Combined Group’s increased debt levels and increased aggregate
dividends following Completion and thus the demands on the Combined Group’s cash resources will
be greater than the amount of cash flows required to service the BAT Group’s debt and pay dividends
prior to the Proposed Acquisition. The increased levels of debt and dividends following Completion
could also reduce funds available for the Combined Group’s investments in research and development
and capital expenditures, share repurchases and other activiies and may create competitive
disadvantages for the Combined Group relative to other companies with lower debt levels.

The BAT Group’s credit rating impacts the cost and availability of future borrowings and, accordingly,
the BAT Group’s cost of capital. The BAT Group’s credit rating reflects each credit rating organisation’s
opinion of the BAT Group’s financial strength, operating performance and ability to meet the BAT
Group’s debt obligations. Following the announcement of the Proposed Acquisition, Standard & Poor’s
Ratings Services downgraded the BAT Group’s long-term rating from A- to BBB+ and reaffirmed BAT’s
A-2 short-term rating and Moody’s Investors Service downgraded the BAT Group’s long-term rating
from A3 to Baa2 and reaffirmed the BAT Group’s P-2 short-term rating. The reduction in the BAT
Group’s credit rating by Standard & Poor’s Ratings Services and Moody’s Investors Service and any
further reduction may limit the BAT Group’s ability to borrow at interest rates consistent with the
interest rates that have been available to the BAT Group prior to the Proposed Acquisition. If the BAT
Group’s credit rating is reduced further, the BAT Group may not be able to sell additional debt
securities or borrow money in the amounts, at the times or interest rates or upon the more favourable
terms and conditions that might be available if the BAT Group’s current credit rating is maintained. Any
impairment of the BAT Group’s ability to obtain future financing on favourable terms could have an
adverse effect on the BAT Group’s ability to finance the cash portion of the Merger Consideration with
the issuance of debt securities or another alternative to the Acquisition Facility on terms more
favourable than under the Acquisition Facility, or to refinance the Acquisition Facility if drawn.

In addition, future borrowings under circumstances in which the Combined Group’s debt is rated below
investment grade may contain further restrictions that impose significant restrictions on the way the
Combined Group operates following the Proposed Acquisition.
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1.15 BAT Shareholders and RAI Shareholders will have a reduced ownership and voting
interest in the Combined Group than they currently have in BAT and RAI, respectively

Following Completion, BAT Shareholders and RAI Shareholders will own a smaller percentage of the
Combined Group than they currently own of BAT and RAI, respectively. Based on the number of RAI
Shares and BAT Shares in issue at the Latest Practicable Date and the total number of RAI Shares
that are expected to be settled for BAT ADSs in connection with the Proposed Acquisition, it is
expected that, immediately following Completion, existing BAT Shareholders will own approximately
81% of the Combined Group and former RAIl Shareholders will own approximately 19% of the
Combined Group’s share capital (excluding treasury shares in BAT (the “BAT Treasury Shares”)). As
a consequence, the number of voting rights which can be exercised and the influence which may be
exerted by shareholders in respect of the Combined Group will be reduced.

116 The Combined Group may have to make additional contributions following Completion
to fund the RAI Group’s pension and other post-retirement benefit plans, in addition to
the BAT Group’s pension plans

The BAT Group and the RAI Group currently maintain and contribute to defined benefit pension plans
and other post-retirement benefit plans that cover various categories of employees and retirees. The
obligation to make contributions to fund benefit obligations under these pension and other post-
retirement benefit plans is based on actuarial valuations, which are based on certain assumptions,
including the long-term return on plan assets and discount rate. The Combined Group may have to
make additional contributions following Completion to fund the RAI Group’s pension and other post-
retirement benefit plans, in addition to any such BAT Group pension plans. Additional contributions
could have an adverse effect on the cash flows of the Combined Group.

2. Risks relating to the businesses and industries of the BAT Group and/or the RAI Group,
and, following Completion, the Combined Group

21 Competition from illicit sources may have an adverse effect on the Combined Group’s
overall sales volume, restricting the ability to increase selling prices and damaging
brand equity

lllicit trade and tobacco trafficking in the form of counterfeit products, smuggled genuine products and
locally manufactured products on which applicable taxes are evaded, represent a significant and
growing threat to the legitimate tobacco industry. For example, it is estimated by Euromonitor
International that the illicit market for cigarettes accounted for approximately 11% of total sales,
excluding China, in 2016. Factors such as increasing levels of taxation, price increases, lack of law
enforcement, weak border control, regulatory restrictions such as plain packaging or graphic health
warnings, display bans, taste or ingredient restrictions and economic downturn are encouraging more
adult tobacco consumers to switch to illegal cheaper tobacco products and providing greater rewards
for counterfeiters and smugglers. lllicit trade may have an adverse effect on the Combined Group’s
overall sales volume and profits, restrict the ability to increase selling prices and damage brand equity,
which in turn could lead to a competitive disadvantage. lllicit trade may also potentially damage the
Combined Group’s reputation, undermine the Combined Group’s investment in trade marketing and
distribution, negatively impact the Combined Group’s brand image and may lead to commaoditisation of
its products. This could have an adverse effect on the Combined Group’s business, results of
operations and financial conditions.

2.2 The Combined Group’s business faces increasing tobacco control and regulation which
may have an impact on its overall sales volume and profit

The advertising, sale and consumption of tobacco products have been, and continue to be, subject to
increasingly stringent regulatory regimes. These restrictions have been introduced by both regulation
and voluntary agreements and may impact the Combined Group’s ability to sell its existing products,
maintain or build brand equity, communicate with adult tobacco consumers, apply strategic pricing
decisions, launch future products and innovations, enter new markets, including through acquisitions,
and compete within the legitimate tobacco industry; may impact adult tobacco consumers’ ability to
differentiate products; may reduce adult tobacco consumer acceptability of new product specifications
and, in particular, may contribute to the growth of illicit tobacco products. This may have an adverse
effect on the Combined Group’s business, results of operations and financial conditions.
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Increased scope and severity of compliance regimes introduced by new regulation could lead to higher
costs and greater complexity and potential reputational damage, product recall, regulatory sanctions or
fines in connection with inadvertent breach. The enactment of unduly onerous and restrictive regulation
may adversely affect the Combined Group’s share price.

Taking into account the significant number of regulations that may apply to the BAT Group, the RAI
Group and, following Completion, the Combined Group’s businesses across the world, the BAT Group
is, and the Combined Group may in the future be, subject to claims for breach of such regulations.
Even when proven untrue, there are often financial costs and reputational impacts in defending against
such claims, in particular, considering the speed and spread of any accusations through social media.
See Part IX (Regulation) of this Prospectus for further information in relation to the regulations that will
apply to the Combined Group.

Most regulations or potential regulatory initiatives can typically be categorised as follows:

e Place: including regulations restricting smoking in private, public and work places (e.g. public
place smoking bans);

e Product: including regulations on the use of ingredients, product design and attributes (e.g.
ceilings regarding tar, nicotine and carbon monoxide yields, as well as restrictions on flavours);
product safety regulations (e.g. General Product Safety Directive (2001/95/EC), electrical
safety regulations and reduced cigarette ignition propensity standards) and regulatory product
disclosure requirements (e.g. in relation to ingredients and emissions);

e Packaging and labelling: including regulations on health warnings and other government
mandated messages (e.g. in respect of content, positioning, size and rotation); restrictions on
the use of certain descriptors and brand names; requirements on pack shape, size, weight and
colour and mandatory plain packaging;

e Sponsorship, promotion and advertising: including partial or total bans on tobacco advertising,
marketing, promotions and sponsorship and restrictions on brand sharing and stretching (the
latter refers to the creation of an association between a tobacco product and a non-tobacco
product by the use of tobacco branding on the non-tobacco product);

e Purchase: including regulations on the manner in which tobacco products are sold, such as
type of outlet (e.g. supermarkets and vending machines) and how they are sold (e.g. above the
counter versus beneath the counter); and

e  Price: including regulations which have implications for the prices which manufacturers can
charge for their tobacco products (e.g. excise and minimum prices).

The Directors believe that further tobacco-control regulation is inevitable over the medium term in most
of the Combined Group’s markets, and is driven by tobacco control activities undertaken by national
governments and non-governmental organisations, as well as guidelines and protocols derived from
the World Health Organization’s Framework Convention on Tobacco Control (‘FCTC”). The FCTC is
an international public health treaty, ratified by 180 governments worldwide, that establishes a global
programme to promote the regulation of tobacco in an effort to reduce initiation and encourage
cessation.

The FCTC has led to increased efforts by tobacco control advocates and public health organisations to
reduce the supply of and demand for tobacco products, and to encourage governments to further
regulate the tobacco industry. Many of the measures outlined in the FCTC have been or are being
implemented by means of national legislation in many markets in which the Combined Group operates.

In recent years, some countries have moved beyond the recommendations of the FCTC. For example,
the adoption of the Tobacco Plain Packaging Act 2011 in Australia has required the use of plain
packaging in Australia since 1 December 2012. The European Union has also adopted the revised
Tobacco and Related Products Directive (Directive 2014/40/EU) (the “Revised TPD”). Among other
things, this directive bans the sale of tobacco products with a characterising flavour. Menthol flavoured
cigarettes are exempt from the ban until May 2020. The Revised TPD also purports to leave open to
EU Member States the possibility of further standardising the packaging of tobacco products and to
apply its provisions in different ways. For example, it provides, among other things, that the labelling,
packaging and the tobacco product itself shall not include any element or feature that suggests that a
particular tobacco product has vitalising, energetic, healing, rejuvenating, natural, organic properties or
has other health or lifestyle benefits. On 1 February 2017, the French Government applied its laws
transposing these provisions into French national law to prohibit the sale of all variants of VOGUE
cigarettes from February 2018, as well as the use of certain other tobacco brand and brand variant
names.
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More recently, significant debate has been generated regarding the appropriate regulation of Next
Generation Products. This includes debate over the nicotine liquids used in vapour products, and the
classification of products and restrictions on advertising. A consensus framework for regulating and
taxing such products has yet to emerge.

2.3 Completion will result in the BAT Group becoming subject to US regulations which are
different from the regulations to which the BAT Group is currently subject. Current and
future US regulations could have an adverse effect on the results of operations, cash
flows and financial position of the Combined Group following Completion

Prior to Completion, the BAT Group’s main exposure to the US market is limited to its ownership of RAI
Shares. Following Completion, the BAT Group’s exposure to the impact of a wide variety of US federal,
state and local laws would increase (by virtue of BAT’s beneficial ownership of 100% of the
shareholding of RAI). Any such existing or future additional regulations will pose an increased
compliance burden for the BAT Group and, particularly where supplemented by new regulations, this
could lead to higher costs and greater complexity, and potential reputational damage, product recall,
regulatory sanctions or fines in connection with inadvertent breach. The enactment of unduly onerous
and restrictive regulation may also adversely affect BAT's share price and could have a material
adverse effect on the results of operations, cash flows and financial position of the Combined Group.

These regulations include limitations on the advertising, sale and/or use of tobacco products in the
United States. For example, there are US local laws that prohibit the sale of certain tobacco products,
certain types of marketing practices, such as consumer coupons, or the consumption of cigarettes and
other tobacco products in restaurants and other public places. Private businesses also have adopted
policies that prohibit or restrict, or are intended to discourage, smoking and tobacco use. These US
laws and regulations could result in a decline in the overall sales volume of tobacco products in the
United States, which could have an adverse effect on the results of operations, cash flows and
financial position of the Combined Group.

Following Completion, the Combined Group will be subject to, among others, the following US laws
and regulations:

FDA regulations

The FDA has broad authority over the manufacture, sale, marketing and packaging of tobacco
products. Regulations issued by the FDA could, among other things, result in a decrease in cigarette
and smokeless tobacco product sales in the United States, including sales of the Combined Group’s
brands, and may increase the costs of operations of the Combined Group following Completion.

For example, the ability of the Combined Group to introduce new tobacco products in the United States
could be adversely affected by FDA rules and regulations. Under the FDA Tobacco Act, for a
manufacturer to launch a new tobacco product or modify an existing tobacco product after 22 March
2011, the manufacturer must obtain an order from the FDA’s Center for Tobacco Products (the “CTP”),
allowing the new or modified product to be marketed. Similarly, a manufacturer that introduced a
product between 15 February 2007 and 22 March 2011, was required to file a substantial equivalence
report with the CTP demonstrating either (1) that the new or modified product had the same
characteristics as a product commercially available as at 15 February 2007, referred to as a predicate
product, or (2) if the new or modified product had different characteristics than the predicate product,
that it did not raise different questions of public health. A product subject to such report is referred to as
a provisional product. A manufacturer may continue to market a provisional product unless and until
the CTP issues an order that the provisional product is not substantially equivalent (“NSE”), in which
case the FDA could then require the manufacturer to remove the provisional product from the market.
On 15 September 2015, the CTP issued four NSE orders to RJR Tobacco Company, determining that
four cigarette styles were not substantially equivalent to their respective predicate products, and
ordering that RJR Tobacco Company immediately stop all distribution, importation, sale, marketing and
promotion of these provisional products. RJR Tobacco Company has complied with these NSE orders.
Although the sales of the provisional products subject to the foregoing NSE orders are not material to
RJR Tobacco Company, substantially all of the RAI Group’s products currently on the market are
provisional products. If the CTP were to issue NSE orders with respect to other provisional products of
the RAI Group such orders, if not withdrawn or invalidated, would have an adverse impact on the sales
of the products subject to the orders, and could have an adverse impact on the results of operations,
cash flows and financial position of the RAI Group, and, following Completion the Combined Group.

On 27 August 2015 the FDA sent a warning letter to the RAI Group’s operating subsidiary SFNTC,
claiming that SFNTC’s use of the terms “Natural” and “Additive Free” in the product labelling and
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advertising for NATURAL AMERICAN SPIRIT cigarettes violates the FDA Tobacco Act. Pursuant to an
agreement entered into with the FDA, SFNTC has committed to phasing out use of the terms “Natural”
and “Additive Free” from product labelling and advertising for NATURAL AMERICAN SPIRIT cigarettes
on an established timeframe. While SFNTC may continue to use the term “Natural” in the NATURAL
AMERICAN SPIRIT brand name and trademarks, SFNTC’s scheduled deletion of the terms “Natural”
and “Additive Free” from the labelling and advertising of its NATURAL AMERICAN SPIRIT cigarettes
could have an adverse effect on the sale of such cigarettes and, as a result, on the results of
operations, cash flows and financial position of the RAI Group and, following Completion, the
Combined Group.

Further, the FDA may seek to require the reduction of nicotine levels under the FDA Tobacco Act and
also may require the reduction or elimination of other constituents. For instance, the FDA has proposed
a rule that, if adopted, would require the reduction, over a three-year period, of the levels of N-
nitrosonornicotine (“NNN”) contained in smokeless tobacco products. The adoption of this proposed
rule is currently suspended by virtue of a federal regulatory freeze imposed by the US President. It is
not known whether or when this proposed rule will be adopted, and, if adopted, whether the final rule
will be the same as or similar to the proposed rule. If the proposed rule is adopted, however, in its
current form (or in a form substantially similar to its current form), compliance or the inability to comply
could have an adverse effect on the results of operations, cash flows and financial position of the
Combined Group.

FDA regulations in relation to Next Generation Products

The FDA may also issue other regulations that, among other things, make it more difficult for the
Combined Group to grow its e-cigarette business in the United States or that limit the level of nicotine
in cigarettes made, sold or marketed in the United States. On 10 May 2016, the FDA issued a final
regulation deeming e-cigarettes and certain other tobacco products to be subject to the FDA’s
regulatory authority under the FDA Tobacco Act. As a result, such newly “deemed” tobacco products
will be subject to many of the same requirements of the FDA Tobacco Act that currently apply to
cigarettes and smokeless tobacco products. Under the final regulation, any newly “deemed” tobacco
products, including e-cigarettes that were not on the market as at 15 February 2007 will be considered
a new tobacco product subject to premarket review by the FDA. Neither RJR Vapor's VUSE
e-cigarette, nor virtually any other e-cigarette, was on the market as at such date. As a result,
e-cigarette manufacturers, including RJR Vapor and, following Completion, the Combined Group will
not be able to utilise the substantial equivalence pathway for clearing these products, but instead will
have to file premarket tobacco product applications. These applications must be filed by 8 August
2018, for e-cigarette products in the market as at 8 August 2016. A manufacturer that files a premarket
application for such a product may continue to market the product for a certain period of time pending
the FDA’s review of the application. For products that were not in the market by 8 August 2016,
manufacturers must file and await clearance of such premarket applications before placing such
products into commerce.

For the FDA to clear a premarket tobacco product application covering an e-cigarette, the applicant
must show that the marketing of the e-cigarette would be appropriate for the protection of the public
health. At present, there is substantial uncertainty over how the FDA will interpret that standard when
determining whether to clear an e-cigarette premarket tobacco application. If following Completion, the
Combined Group is unable to obtain FDA clearance, or obtains FDA clearance on a delayed basis, of
premarket applications for VUSE and other e-cigarette products, then there could be an adverse effect
on the results of operations, cash flows, and financial position of the Combined Group.

Regulations banning or materially restricting the use of menthol in tobacco products

As a result of the Proposed Acquisition the Combined Group will acquire RJR Tobacco Company’s
NEWPORT brand, and other menthol brands, which represent a substantial portion of RAl’s total
consolidated net sales. The RAI Group estimates that approximately 50% of its total consolidated net
sales were attributable to menthol cigarettes for the year ended 31 December 2016. The FDA may
adopt regulations banning or severely restricting the use of menthol in tobacco products or the sale of
menthol cigarettes. See “Under the Merger Agreement, BAT, through its subsidiaries, will acquire RJR
Tobacco Company’s NEWPORT brand, the leading US menthol cigarette brand; however, any action
by the FDA or any other governmental authority that could have the effect of banning or materially
restricting the use of menthol in tobacco products would not give rise to a right to terminate the Merger
Agreement” at paragraph 1.3 of Part Il (Risk Factors) of this Prospectus.
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Advertising and marketing of tobacco products

The RAI Group is, and, following Completion, the Combined Group will be, subject to significant
limitations on the advertising and marketing of tobacco products in the United States. Additional such
regulation could harm the value of the RAI Group and, following Completion, the Combined Group’s
existing brands and ability to launch new brands. In the United States, television and radio
advertisements of cigarettes have been prohibited since 1971, and television and radio advertisements
of smokeless tobacco products have been prohibited since 1986. Under the master settlement
agreement dated 23 November 1998 between 46 US states, the District of Columbia and five US
territories and various tobacco manufacturers, including RJR Tobacco Company, B&W and Lorillard
Tobacco (the “MSA”), resolving various state healthcare cost recovery claims, RUR Tobacco Company
and SFNTC, cannot use billboard advertising, cartoon characters, sponsorship of certain events,
non-tobacco merchandise bearing their brand names and various other advertising and marketing
techniques. The MSA also prohibits targeting of youth in advertising, promotion or marketing of
tobacco products, including the smokeless tobacco products of RJR Tobacco Company. Although
these restrictions were intended to ensure that tobacco advertising was not aimed at young people,
some of the restrictions also may limit the ability of the RAI Group and, following Completion the
Combined Group, to communicate with adult tobacco consumers in the United States.

US securities laws

As a result of the registration of the BAT Shares with the SEC, BAT will be subject to US securities laws
and other US laws and regulations, including the US Foreign Corrupt Practices Act of 1977 (the
“FCPA”), which upon Completion will apply to the Combined Group’s worldwide activities and the
Sarbanes Oxley Act of 2002 as a foreign private issuer. These regulations are different from the
regulations to which BAT is currently subject and therefore pose an increased compliance burden on the
BAT Group. While the BAT Group continuously seeks to improve its systems of internal controls and to
remedy any weaknesses identified, there can be no assurance that the policies and procedures will be
followed at all times or effectively detect and prevent violations of applicable laws, including the FCPA.

Any additional regulations issued by the FDA or any additional US federal, state or local laws could
have a material adverse effect on the results of operations, cash flows and financial position of the
Combined Group.

24 Significant andlor unexpected increases or structural changes in tobacco-related taxes
have been proposed or enacted and are likely to continue to be proposed or enacted in
numerous jurisdictions. These changes may result in a decline in overall sales volume
for the Combined Group’s products or may alter its sales mix

Tobacco products are subject to high levels of taxation, including excise taxes, sales taxes, import
duties and levies in most markets in which the Combined Group will operate. In many of these
markets, taxes are generally increasing but the rate of increase varies between markets and between
different types of tobacco products. Increases in tobacco excise taxes may be caused by a number of
factors including fiscal pressures, health policy objectives and increased lobbying pressure from anti-
tobacco advocates. Significant or unexpected increases in tobacco taxes, the introduction of laws
establishing minimum retail selling prices, changes in relative tax rates for different tobacco products or
adjustments to excise structures, may result in an increase in illicit trade, a decline in overall sales
volume for the Combined Group’s products or an alteration in its sales mix in favour of value-for-money
brands and may have an adverse effect on the Combined Group’s business, results of operations and
financial conditions. Increases in tobacco-related taxes, the introduction of new tobacco-related taxes
or changes to excise structures could limit the Combined Group’s ability to increase the prices on
tobacco products or could necessitate absorption of tax increases. Additionally, tax increases can also
lead to portfolio erosion, reduction of legal industry sales volumes and growth in illicit trade.

25 The BAT Group’s and the RAI Group’s businesses face and, following Completion, the
Combined Group’s business will face, significant tobacco-related and other litigation
that could substantially reduce profitability and could severely impair liquidity

There are a number of legal and regulatory actions, proceedings and claims against the BAT Group
and the RAI Group related to tobacco products pending in a number of jurisdictions, including the
United States and Canada. These proceedings comprise claims for personal injury (both individual
claims and class actions) and claims for economic loss arising from the treatment of smoking and
health-related diseases (such as medical recoupment claims brought by local governments). There are
also ongoing proceedings that are not directly related to tobacco products, including environmental
pollution claims. These various proceedings could give rise to material liability.
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Tobacco-related litigation

Tobacco-related litigation falls into three broad categories: medical reimbursement cases; class actions
and individual cases.

In the United States, B&W is a defendant in a number of product liability cases. The total number of US
tobacco product liability cases pending as at 31 March 2017 involving B&W was approximately 4,834
(compared to approximately 4,925 as at 31 December 2016). Since many of these pending cases seek
unspecified damages, it is not possible to quantify the total amounts being claimed, but the aggregate
amounts involved in such litigation are significant, possibly totalling billions of US dollars. See
paragraph 18.1.3 of Part XIX (Additional Information) for more information on BAT Group’s US
litigation.

Although the BAT Group currently has the benefit of an indemnity from RJR Tobacco Company with
respect to all of the 4,834 cases involving B&W, following Completion this indemnity would be between
members of the Combined Group, and as such the Combined Group would not benefit from an
indemnification by an external party.

As at 31 March 2017, active product liability claims against the BAT Group companies existed in
14 markets outside the United States. The only markets with more than five claims were Argentina,
Brazil, Canada, Chile, Italy and Nigeria. In Canada, following the implementation of legislation enabling
provincial governments to recover healthcare costs directly from tobacco manufacturers ten actions for
recovery of health-care costs arising from the treatment of smoking and health-related diseases have
been brought and are proceeding in ten provinces. Damages sought have not yet been quantified by
all ten provinces; however, in respect of five provinces the damages quantified in each of the provinces
range between CAD$25-118 billion. Legislation in two of the three territories has received the Royal
Assent but is not yet in force. As at 31 March 2017, medical reimbursement actions had been brought
in Angola, Argentina, Brazil, Canada, Nigeria and South Korea and class actions had been brought in
Brazil, Italy, Venezuela and Canada, with 11 class actions in Canada spread over seven provinces.
See paragraph 18.1.4 of Part XIX (Additional Information) of this Prospectus for more information on
BAT Group’s product liability outside the United States.

On 31 March 2017, there were 288 cases pending against the Reynolds Defendants (defined herein):
271 in the United States and 17 in Canada (not including the approximately 564 individual smoker
cases pending in West Virginia state court as a consolidated action, 2,777 Engle Progeny cases,
involving approximately 3,570 individual plaintiffs, and 2,352 Broin Il cases). See paragraph 18.2.2 of
Part XIX (Additional Information) for more information on Reynolds Defendants tobacco-related
litigation.

The tobacco-related legal actions range from individual lawsuits to class-actions and other aggregate
claim lawsuits. For example, in Engle v. R. J. Reynolds Tobacco Co, involving RJR Tobacco Company
and B&W, the Florida Supreme Court issued a ruling that, while determining that the case could not
proceed further as a class action, permitted members of the Engle class to file individual claims,
including claims for punitive damages, through 11 January 2008. The decision preserved several of the
Engle jury findings for use in adjudicating these subsequent individual actions, which are now known
as Engle Progeny cases. As at 31 March 2017, RJR Tobacco Company had been served in 2,777
pending Engle Progeny cases filed on behalf of approximately 3,570 individual plaintiffs. Many of these
are in active discovery or nearing trial. In all Engle Progeny cases tried to date, a central issue has
been the proper use of the preserved Engle findings. RUR Tobacco has argued that the use of the
Engle findings to establish individual elements of claims (such as defect, negligence and concealment)
is a violation of federal due process. In 2013, both the Florida Supreme Court and the US Court of
Appeals for the Eleventh Circuit rejected that argument. The Engle Progeny cases have resulted in
increased litigation and trial activity, including an increased number of adverse verdicts, and increased
expenses. Since the beginning of 2014 through 31 March 2017, RJR Tobacco Company and Lorillard
Tobacco cumulatively paid $246 million in compensatory and punitive damages and $94.7 million for
attorneys’ fees and statutory interest, for a total of $340.7 million, in these cases. In addition,
outstanding jury verdicts in favour of the Engle Progeny plaintiffs had been entered against RJR
Tobacco Company or Lorillard Tobacco for $197.8 million in compensatory damages (as adjusted) and
$220.7 million in punitive damages, a total of $418.6 million. All of these verdicts are in various stages
in the appellate process and have been bonded as required by Florida law under the $200 million bond
cap passed by the Florida legislature in 2009. Bills are pending in the Florida legislature that would
repeal the existing $200 million bond cap. Such a repeal, depending upon the amount of any adverse
judgement, could increase the amount RJR Tobacco Company would be required to bond. Although
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RJR Tobacco Company cannot currently predict when or how much it may be required to bond and
pay, RJR Tobacco Company will likely be required to bond and pay additional judgements as the
litigation proceeds.

Class-action suits have been filed in a number of states against individual cigarette manufacturers,
including B&W, RJR Tobacco Company and RAI, alleging that the use of the terms “lights” and “ultra-
lights” constitutes unfair and deceptive trade practices. In addition, several class actions have been
filed against SFNTC and RAI asserting that use of the terms “natural”, “additive-free” and “organic” in
the product labelling and advertising for SFNTC’s NATURAL AMERICAN SPIRIT cigarette brand
violates state disclosure, and deceptive and unfair trade practice, statutes.

Furthermore, the RAI Group is and, following Completion, the Combined Group will be, subject to
substantial payment obligations under the MSA and the state settlement agreements with the states of
Mississippi, Florida, Texas and Minnesota (the MSA and such settlement agreements, collectively
“State Settlement Agreements”). RAI's operating subsidiaries’ expenses and payments under the
State Settlement Agreements for 2016 amounted to $2,727 million in respect of settlement expenses
and $3,042 million in respect of settlement cash payments. RAI's operating subsidiaries’ projected
expenses and payments under the State Settlement Agreements for 2017 and 2018, and thereafter,
amount to greater than $3,000 million per year in respect of projected settlement expenses and, in
respect of projected settlement cash payments, greater than $2,700 million in respect of 2017 and
greater than $3,000 million per year in respect of 2018 and thereafter.

It is likely that legal actions, proceedings and claims arising out of the sale, distribution, manufacture,
development, advertising, marketing and claimed health effects of cigarettes and other tobacco
products will continue to be filed against the BAT Group and the RAI Group and other tobacco
companies for the foreseeable future.

Non-tobacco-related litigation

There are also a number of non-tobacco-related legal and regulatory proceedings against the BAT
Group and the RAI Group. For example, one of BAT’s subsidiaries has certain liabilities in respect of
indemnities given on the purchase and disposal of former businesses in the United States, which has
resulted in the BAT Group subsidiary entering into an arrangement with certain parties to fund a portion
of the ongoing costs of the clean-up of environmental contamination in the Fox River. The sums the
BAT Group subsidiary has agreed to pay under the Funding Agreement are subject to ongoing
adjustment, as clean-up costs can only be estimated in advance of the work being carried out and as
certain sums payable are the subject of ongoing US litigation. In 2016, the BAT subsidiary paid
£6 million in respect of clean-up costs and is potentially liable for a further £159 million in future
clean-up costs. Such BAT subsidiary may also be liable under the indemnities in respect of claims in
relation to the environmental clean-up of the Kalamazoo River. The amount of the clean-up costs for
the Kalamazoo River is presently unclear, but could run into hundreds of millions of dollars.
Non-tobacco-related litigation, including for natural resource damages which costs cannot be estimated
at this time, could impose substantial monetary obligations on the BAT Group, the RAIl Group and,
following Completion, the Combined Group and could have an adverse effect on the results of
operations, cash flows and financial position of the BAT Group, the RAI Group and, following
Completion, the Combined Group.

General litigation conclusion

The BAT Group’s, the RAI Group’s and, following Completion, the Combined Group’s consolidated
results of operations, cash flows and financial position could be materially affected in a particular fiscal
quarter or fiscal year by an unfavourable outcome of certain pending or future litigation, including
through exposure to substantial liabilities as a result of such outcomes. This, in turn, could materially
increase costs, including costs associated with bringing proceedings and defending such claims, which
includes exposure to adverse costs orders. Any negative publicity resulting from these claims may
adversely affect the BAT Group’s, the RAI Group’s and, following Completion, the Combined Group’s
reputation.

2.6 The Combined Group is exposed to economic, regulatory and political factors inherent
in its global operations

The BAT Group operates in over 200 markets. The Combined Group’s results of operations and
financial condition will be influenced by the economic, regulatory and political situations in the markets
and regions in which it has operations, which are often unpredictable and outside of its control. In
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particular, a substantial majority of the BAT Group’s profit from operations is based on its operations in
15 markets. The Combined Group’s reported profits may be adversely affected by a significant
downturn in one or more of these larger markets.

Economic, regulatory and political factors that will affect the Combined Group include the prevailing
economic climate, governmental austerity measures, levels of employment, inflation, governmental
action to increase minimum wages, employment costs, interest rates, raw material costs and consumer
confidence. Any change to such factors in any of the markets in which the Combined Group will
operate could affect consumer behaviour and have an impact on its revenue, margins and cash flow.

Additionally, some markets in which the Combined Group will operate face the threat of increasing civil
unrest and can be subject to frequent changes in regime. In others, terrorism, conflict, the threat of war
or criminal activity, or economic policy changes, such as state nationalisation of assets and withdrawal
from international or bilateral trade agreements may have a significant impact on the business
environment. National and international sanction regimes may also affect jurisdictions where the
Combined Group will operate or third parties with whom it may have commercial relationships and
could lead to supply and payment chain disruptions. In addition, some markets maintain trade barriers
or adopt policies that favour domestic producers which may prevent or restrict the Combined Group
sales.

Certain of these risks may disrupt the Combined Group’s supply chain, manufacturing capabilities or
distribution capabilities, resulting in the loss of personnel, property or equipment that are critical to its
business in certain markets and difficulty in staffing and managing its operations, which could in turn
reduce the Combined Group’s volumes, revenues and net earnings. The Combined Group may also
face increased costs due to the need for more complex supply chain arrangements and to build new
facilities or to maintain inefficient facilities as a result of these risks.

27 The Combined Group’s inability to obtain price increases may adversely affect its sales
and growth

Annual manufacturers’ price increases are among the key drivers in increasing market profitability.
However, the Combined Group may not be able to obtain such price increases as a result of increased
regulation, which may reduce its ability to build brand equity and enhance its value proposition to its
adult tobacco consumers; stretched consumer affordability arising from deteriorating economic
conditions and rising prices; sharp increases or changes in excise structures; and competitor pricing
activities. As a result, the Combined Group may be unable to achieve its strategic growth metrics, have
fewer funds to invest in growth opportunities, and be faced with quicker reductions in sales volumes
than anticipated due to accelerated market decline. In addition, down-trading and illicit trade may
increase. These in turn may impact the Combined Group’s business, results of operations and financial
conditions.

2.8 The Combined Group’s business may be significantly impacted by constantly changing
tax rates from around the world as well as unfavourable rulings in relation to tax
disputes

The BAT Group operates in over 200 markets and pays tax in accordance with the tax legislation of
those markets. Tax laws and tax rates around the world frequently change on a prospective or
retroactive basis and these changes may have a significant impact on the taxes the Combined Group
must pay and may impact its net profits, which could be material. Further, taking into account the
frequent changes to tax regulations, it is possible that the Combined Group may be subject to claims
for breach of such regulations, including for late or incorrect filings or for misinterpretation of rules.

The BAT Group is party to tax disputes in a number of jurisdictions, including Brazil, South Africa, the
Netherlands and Bangladesh. For example, in Brazil, the tax authority is seeking to reassess the profits
of overseas subsidiaries to corporate income tax and social contribution tax. The reassessments are
for the years 2004 until, and including, 2012 for a total amount of BRL1,386 million (£345 million) to
cover tax, interest and penalties. In South Africa, debt financing is being challenged across the periods
from 2006 to 2010 for a total amount of ZAR1.92 billion (£112 million) covering both tax and interest. In
the Netherlands, the Dutch tax authority has issued assessments for the years 2008, 2009, 2011 and
2012 in the sum of €202 million (£172 million) to cover tax, interest and penalties. The assessments
relate to a number of intra-group transactions. In Bangladesh, the tax authority issued a retrospective
notice of imposition and realisation of VAT and supplementary duty on low price category brands from
the National Board of Revenue for approximately £186 million.
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The Combined Group may face significant financial penalties, including the payment of fines and
interest in the event of an unfavourable ruling by a tax authority in a disputed area. The impact could
affect the Combined Group’s profit and dividend and cause a disruption and loss of focus on the
business due to the diversion of management time.

29 The Combined Group’s business is vulnerable to the effects of a tough trading
environment and declining consumption of legitimate tobacco products

The Combined Group will compete primarily on the basis of product quality, brand recognition, brand
loyalty, taste, innovation, packaging, service, marketing, advertising and price. The Combined Group
will be subject to highly competitive conditions in all aspects of its business.

The competitive environment and the Combined Group’s competitive position could be significantly
influenced by the prevailing economic climate, consumers’ disposable income, regulation, competitors’
introduction of lower-price products or innovative products, higher tobacco product taxes, higher
absolute prices, governmental action to increase minimum wages, employment costs, interest rates
and increase in raw material costs. Furthermore, the RAIl Group and, following Completion, the
Combined Group, is subject to substantial payment obligations under the State Settlement
Agreements, which adversely affect the ability of the RAI Group, and may adversely affect the ability,
following Completion, of the Combined Group, to compete in the United States with manufacturers of
deep-discount cigarettes that are not subject to such substantial obligations.

In tough competitive environments, where the price burden on adult tobacco consumers is high, the
Combined Group’s ability to raise prices could be limited. In addition, the Combined Group may be
vulnerable to market size reduction, customer down-trading (including to fine cut), illicit trade and
competitors aggressively taking market share through price repositioning or price wars, which generally
has the impact of reducing the overall profit pool of the market and therefore could reduce the
Combined Group’s profits, as well as lead to a decline in the sales volumes of the Combined Group,
erosion of its portfolio mix and reduction of funds available to it for investment in growth opportunities.

The BAT Group’s business has been, and the Combined Group’s business may be, further impacted
by the continued decline in consumption of tax-paid cigarettes in many of the Combined Group’s key
markets. Consumption of cigarettes by volume declined industry-wide by approximately 3% in 2016,
based on the BAT Group’s internal estimates. This decline is due to multiple factors, including the
increase in excise taxes and changes in the regulatory environment leading to continued above-
inflation price rises, the continuing difficult economic environment in many countries impacting
consumers’ disposable incomes, and the increase in the trade of illicit tobacco products. Any future
substantial decline in the demand for legitimate tobacco products could have an adverse effect on the
Combined Group’s business, results of operations and financial conditions.

210 As a result of the Proposed Acquisition, the Combined Group’s exposure to risks
related to the US cigarette market will increase, which could have an adverse effect on
the results of operations, cash flows and financial position of the Combined Group
following Completion

Following Completion the Combined Group’s exposure to the US cigarette market and the related
commercial risks, will increase (by virtue of BAT’s ownership of 100% of RAI's equity). The RAI Group
is dependent on the US cigarette market, which is expected to continue to decline. The RAI Group’s
combustible cigarette brands include and, following Completion, the Combined Group’s US
combustible cigarette brands will include, among others, NEWPORT, CAMEL, PALL MALL and
NATURAL AMERICAN SPIRIT. For the year ended 31 December 2016, the RAI Group’s sales in the
United States attributable to combustible cigarettes represented approximately 89% of its 2016
consolidated net sales. The Combined Group’s sales in the United States attributable to combustible
cigarettes would have represented approximately 34% of the Combined Group’s pro forma net sales
for the year ended 31 December 2016, assuming the Proposed Acquisition had occurred on 1 January
2016.

The Combined Group’s exposure to the decline of US cigarette consumption will increase. Such
consumption has declined for a variety of factors, including, for example, price increases, restrictions
on advertising and promotions, smoking prevention campaigns, increases in regulation and excise
taxes, health concerns, a decline in the social acceptability of smoking, increased pressure from anti-
tobacco groups, and migration to smokeless products. MSAi reported that, on a year-on-year basis, US
cigarette shipments declined 2.4% in 2016, 0.1% in 2015 and 3.2% in 2014. US cigarette consumption
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is expected to continue to decline and any such decline or the transition of adult tobacco consumers
away from premium cigarette brands in the US could have an adverse effect on the results of
operations, cash flows and financial position of the Combined Group.

In addition, the RAI Group is dependent on premium cigarette brands, such as NEWPORT, with
premium brands accounting for approximately 73% of the cigarette volume of subsidiaries of the RAI
Group in 2016. As a result, the RAI Group is and, following Completion, the Combined Group will be
susceptible to consumer price sensitivities and adverse financial or economic conditions could increase
the number of consumers switching to a lower-priced brand.

As a result of increased exposure to the US cigarette market, the Combined Group’s exposure to risks
such as the inability to keep up with competitor actions, and the inability to raise prices to compensate
for declines in sales volumes and increases in excise taxes will also increase. For more information on
risks related to BAT’s increased exposure to the US cigarette market following Completion see,
“Completion will result in BAT becoming subject to US regulations which are different from the
requlations to which BAT is currently subject. The additional regulations could have an adverse effect
on the results of operations, cash flows and financial position of the Combined Group following
Completion” of this Part Il of this Prospectus.

211 The Combined Group will be exposed to foreign exchange rate risk

Following Completion the Combined Group’s reporting currency will be the same as the BAT Group’s
current reporting currency, the pound sterling. The Combined Group will be exposed to changes in
currency rates on the translation of the net assets of overseas subsidiaries into the Combined Group’s
reporting currency. The Combined Group will also be exposed to currency changes from the translation
of profits earned in overseas subsidiaries; these exposures are not normally hedged. Exposures also
arise from the foreign currency denominated trading transactions undertaken by subsidiaries and
dividend flows. These exposures are continuously monitored and where not offset by opposing flows,
are hedged according to internal policies. However, hedging of certain currencies might not be possible
due to exchange controls or limited currency availability. Volatility and/or increased costs in the
Combined Group’s business due to transactional foreign exchange rate exposures may adversely
affect its financial performance. Significant fluctuations in foreign currency exchange rates could have
an adverse impact on the Combined Group’s results of operations and financial conditions.

During periods of exchange rate volatility, the impact on the Combined Group’s results may be
significant. Fluctuations in the foreign exchange rate of key currencies against the pound sterling may
result in volatility in the Combined Group’s reported earnings per share, cash flow and balance sheet.
Furthermore, the dividend paid by the Combined Group may be impacted if the payout ratio is not
adjusted. Differences in translation between earnings and net debt may also affect key ratios used by
credit rating agencies.

212 The Combined Group may be required to incur significant costs to address breaches of
or liabilities arising under, health and safety and environmental laws of the jurisdictions
in which it operates

If the Combined Group fails to maintain adequate safety standards or to comply with the health and
safety laws and regulations to which it is subject, this could result in serious injury, ill health, disability
or loss of life to employees, which could in turn lead to fines, penalties and criminal or civil legal
liability. This could have a negative impact on the Combined Group’s reputation and also result in high
staff turnover or difficulties in recruitment if the Combined Group is perceived to have a poor health and
safety record. It could further adversely affect its operations and financial condition and the value of its
assets.

From time to time the Combined Group or third party suppliers to the Combined Group may have
accidents in the workplace which, on occasion, can result in the fatality of an employee, a contractor
working on their behalf or a member of the public.

Failure to minimise the impact on the natural environment and the local communities in which the
Combined Group will conduct its business activities or failure to comply with environmental laws and
regulations and operational standards to which the Combined Group will be subject could result in an
adverse impact on the natural environment where the Combined Group will operate and could cause
business disruption, reputational damage, consequential losses, the obligation to install or upgrade
costly pollution control equipment, potentially significant remedial costs and damages, fines, or civil or
criminal legal liability. See paragraph 11 in Part VIl (Information on the BAT Group) of this Prospectus.
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213 The Combined Group may be exposed to funding and liquidity, interest rate and
counterparty risks

Funding and liquidity risks expose the BAT Group, and, following Completion will expose the Combined
Group, to shortages of cash and cash equivalents needed in its operations and for refinancing its
existing debt in the medium to long-term. The Combined Group cannot be certain that it will have
access to bank finance or to the debt and equity capital markets at all times. Some markets in which
the Combined Group will operate are subject to currency controls and other limitations on currency
convertibility which can affect the ability to pay for imports as well as impede dividend remittances and
similar payments, and access to cash balances. Failure to access funding and foreign exchange may
have an adverse effect on the Combined Group’s funding and liquidity position, the BAT Group’s credit
rating or its ability to finance strategic opportunities, which would in turn result in increased funding
costs for the Combined Group or require the Combined Group to issue equity or seek new sources of
capital. The Combined Group may also suffer reputational damage due to its perceived failure to
manage the financial risk profile of the business, which may result in an erosion of shareholder value
reflected in an underperforming share price.

The BAT Group is, and, following Completion the Combined Group will be, subject to restrictive
covenants under some of its credit facilities. These covenants could affect the way in which the BAT
Group conducts, and, following Completion the Combined Group will conduct, its business, and failure
to comply with these covenants could lead to an acceleration of its debt, which may have an adverse
impact on its business, results of operations and financial conditions.

The BAT Group maintains, and, following Completion the Combined Group will maintain, both floating
and fixed rate debt. Where appropriate, the BAT Group uses, and, following Completion the Combined
Group will use, derivatives, primarily interest rate swaps, to vary the fixed to floating mix. Changes in
currency values and interest rates could have an adverse impact on the BAT Group’s, and, following
Completion the Combined Group’s, financial condition or operations.

Cash deposits and other financial instruments give rise to credit risk on the amounts due from
counterparties. The failure of any counterparty to meet the BAT Group’s, and, following Completion the
Combined Group’s payment obligations or performance undertakings to it or the deterioration in the
financial condition of one or more of its counterparties could have an adverse effect on the BAT
Group’s, and, following Completion the Combined Group’s financial condition or operations. In addition,
the failure of a transactional banking counterparty could cause disruption to the BAT Group’s, and,
following Completion the Combined Group’s operations. See paragraph 10 of Part XI (Operating and
Financial Review of the BAT Group) in this Prospectus.

214 The Combined Group may be unsuccessful in launching innovative products that offer
adult tobacco consumers meaningful value-added differentiation

The Combined Group is expected to focus its research and development activities on both creating
new products and processes and maintaining and improving the quality of existing products. In a
competitive market, the Directors believe that innovation is key to growth. The Directors consider that
one of their key challenges in the medium and long-term is to provide adult tobacco consumers with
high-quality products that take into account their changing preferences and expectations, while
complying with evolving regulation. The inability to develop and roll-out innovations or consumer
relevant products, including any failure to predict changes in adult tobacco consumer and societal
behaviour and expectations, and fill gaps in the product portfolio, as well as the risk of poor product
quality or the Combined Group’s inability to timely develop and bring products to market could lead to
missed opportunities, under or over-supply, loss of competitive advantage, unrecoverable costs and/or
the erosion of its consumer base. The Combined Group’s potential failure to predict changes in
consumer behaviour, to install sufficient manufacturing capacity to meet such new or increased
demand or to take appropriate pricing decisions, could have an adverse effect on the Combined
Group’s operations and results. Moreover, additional product regulation could further reduce the ability
to launch or use innovations, as well as differentiate tobacco products as a result of increased
restrictions, such as on ingredients and design. In addition, restrictions on packaging and labelling, as
well as restrictions on promotion and advertising, could impact the Combined Group’s ability to
communicate permitted innovations and product differences to adult tobacco consumers, leading to
unsuccessful product launches. The occurrence of any of the above described risks could have an
adverse effect on the Combined Group’s business, financial condition and results of operations.
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215 The Combined Group may be unsuccessful in its attempts to develop and
commercialise consumer-appealing Next Generation Products

The Combined Group is expected to devote considerable resources to the research and development
of a next generation of nicotine and non-combustible tobacco products, some of which may have the
potential to reduce the risks of tobacco-related disease. Given the challenges of achieving adult
tobacco consumer, regulatory and scientific acceptance of these products, there is a risk that these
investments may incur significant costs without achieving financial success. If the Combined Group
does not succeed, but the Combined Group’s competitors do, the Combined Group may be at a
competitive disadvantage. Furthermore, the regulatory environment impacting non-combustible
products, vapour products and other non-tobacco nicotine products, including classification of products
for regulatory and excise purposes, is still developing and it cannot be predicted whether regulations
will permit the marketing of such Next Generation Products. Categorisation as medicines, for example,
and restrictions on advertising could stifle innovation, increase complexity and cost and significantly
undermine the commercial viability of these products. Alternatively, categorisation of Next Generation
Products as tobacco products could result in the application of onerous regulation which could also
stifle uptake. The Combined Group’s ability to generate future sales is dependent on a number of
factors, many of which are beyond its control, including the pricing of competing products, overall
demand for its products, changes in adult tobacco consumer preferences, market competition and
government regulation. The occurrence of any of the above described risks could have an adverse
effect on the Combined Group’s business, financial condition and results of operations.

2.16  Failure to uphold high standards of corporate behaviour could subject the Combined
Group to potential liability under sanctions, anti-corruption, and other laws and
regulations

The Combined Group will expect its employees to uphold a high standard of corporate behaviour and
will be subject to various anti-corruption laws and regulations (“Anti-Corruption Laws”) that will
generally prohibit its employees, vendors and agents from engaging in certain activities to obtain or
retain business or to influence a person working in an official capacity. In addition, national and
international sanction regimes may affect jurisdictions where the Combined Group operates or third
parties with whom it may have commercial relationships, which could lead to supply chain or payment
chain disruption and forced market exits. Failure of the Combined Group to comply with Anti-Corruption
Laws or sanctions could result in significant fines and penalties, criminal sanctions against the
Combined Group and its officers and employees, prohibitions on the conduct of the Combined Group’s
business, and damage to the Combined Group’s reputation.

Taking into account the significant number of regulations, including sanctions that may apply to the
Combined Group’s businesses across the world, the Combined Group may be subject to claims for
breach of such regulations or for failure to uphold standards of corporate behaviour from time to time.
Even when proven untrue, there are often financial costs and reputational impacts in defending against
such claims, in particular, considering the speed and spread of any accusations through social media.

As reported last year, towards the end of 2015 a number of allegations were made regarding historic
misconduct in Africa. The BAT Group is investigating, through external legal advisers, allegations of
misconduct and is liaising with the Serious Fraud Office and other relevant authorities. The Board has
also created a sub-committee to specifically monitor matters, having regard to the need to ensure
active oversight of, and support for, the investigation between Board meetings. In 2016, the BAT Group
began a project, which has continued into 2017, to review and further strengthen all aspects of the BAT
Group’s global compliance procedures. Any actions taken by government authorities or findings of
courts in relation to these matters may result in the adverse consequences identified above for the BAT
Group, and, following Completion, the Combined Group.

217 Reliance on information technology means that a significant disruption, malicious
manipulation or cyber-attack could affect the Combined Group’s communications and
operations

The Combined Group is expected to increasingly rely on information technology systems for its internal
communications, controls, reporting and relations with customers and suppliers. Some of these
information systems will be managed by third-party service providers. A significant disruption due to
computer viruses, cyber threats, malicious intrusions, unintended or malicious behaviour by
employees, contractors or service providers, the lack of infrastructure or application resilience, slow or
insufficient disaster recovery service levels, or the installation of new systems could affect the
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Combined Group’s communications and operations. Any data, including confidential, personal or other
sensitive information stored or transported by IT systems, could be corrupted, lost or disclosed,
causing reputational, competitive or operational damage, fraudulent abuse, malicious manipulation or
legal liability and result in significant remediation and other costs to the Combined Group. Restoring or
recreating such information could be costly, difficult or even impossible. Further, the General Data
Protection Regulation (Regulation (EU) 2016/679), coming into effect in Europe in May 2018, will
create a range of new compliance obligations, and increase financial penalties for non-compliance
significantly.

218 Loss of key personnel or inability to attract the best global talent could have a negative
impact on the Combined Group’s operations

The Combined Group is expected to rely on a number of highly experienced employees with detailed
knowledge of tobacco and other business-related issues. Unanticipated losses of key employees or the
inability to identify, attract, develop and retain qualified personnel in the future could adversely affect
the Combined Group’s business operations.

In addition, the tobacco industry competes for talent with consumer products and other companies that
enjoy greater societal acceptance than a cigarette company. As a result, the Combined Group may be
unable to attract and retain the best global talent.

219  Failure to successfully design, implement and sustain an integrated operating model or
to deliver costs savings may reduce profitability

The BAT Group and, following Completion, the Combined Group aims to improve profitability and
productivity through supply chain improvements and the implementation of an integrated operating
model, including standardisation of processes and shared back-office services. The Combined Group’s
failure to successfully design, implement and sustain the integrated operating model and organisational
structure could lead to the failure to realise anticipated benefits, increased costs, disruption to
operations, decreased trading performance and reduced market share, which in turn could further
reduce profitability and funds available for investment in long-term growth opportunities.

220 The Combined Group may be unable to achieve growth through successful mergers,
acquisitions and joint ventures

The Combined Group may be unable to acquire attractive businesses on favourable terms and may
inappropriately value or otherwise fail to capitalise on growth opportunities. The Combined Group may
not be able to deliver strategic objectives and revenue improvements from business combinations,
successfully integrate the businesses that it acquires or establishes, or obtain the appropriate
regulatory approvals for such business combinations. Risks from integration also include the risk that
the integration may divert the Combined Group’s focus and resources from its other strategic goals.
Any of the foregoing risks could result in increased costs, decreased revenues or a loss of
opportunities and have a material adverse effect on the Combined Group’s business, results of
operations and financial conditions.

In addition, the Combined Group may become liable for claims arising in respect of conduct prior to the
merger or acquisition of the businesses in the event that it is deemed to be a successor to the liabilities
of the acquired company. An adverse judgment against the Combined Group may adversely affect its
business. In particular, it is noted that:

e |ITG Brands, LLC, has an uncapped indemnity in connection with the asset purchase
agreement related to the divestiture entered into by the RAI Group (the “Divestiture”). For
further details of the asset purchase agreement see paragraph 2.1 of Part VIl (Information on
the RAI Group) of this Prospectus;

e three subsidiaries of the RAI Group have granted an uncapped indemnity in favour of JTI
International Holding B.V. (“JTI Holding”) in connection with a purchase agreement dated
28 September 2015, which completed on the 13 January 2016. For further details of the
purchase agreement see paragraph 2.1 of Part VIl (Information on the RAI Group) of this
Prospectus.

The indemnification obligations referred to above are uncapped except with respect to breaches of
representations or warranties, or pre-closing covenants (capped indemnifications for pre-closing
covenants is in respect of the agreement with ITG only). Accordingly, these indemnification obligations
could be substantial and could adversely affect the Combined Group’s results of operations, cash flows
and financial position.
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2.21 The BAT Group and, following Completion the Combined Group, may be adversely
affected by its leading market position in certain markets

According to the BAT Group’s internal estimates, the BAT Group is a market leader in more than 55
countries by volume and is one of a small number of tobacco companies in certain other markets in
which it operates. As a result, the Combined Group may be subject to investigation for alleged abuse
of its position in markets in which it has a significant market share or for alleged collusion with other
market participants, which could result in adverse regulatory action by the authorities, including
monetary fines and negative publicity.

2.22 Contamination of the Combined Group’s products could adversely impact sales
volume, market share and profitability

The Combined Group’s market position may be affected through the contamination of its products,
either by accident or deliberate malicious intent during the supply chain or manufacturing process or
may otherwise fail to comply with the Combined Group’s quality standards. In these instances,
significant costs may be incurred in recalling products from the market or temporarily ceasing
production. In addition, adult tobacco consumers may lose confidence in the specific brand affected by
the contamination, resulting in a loss of sales volume which may take a long time to recover or may not
fully recover, or the Combined Group could be subject to legal action. During this time, the Combined
Group’s competitors may substantially increase their market share which would be difficult and costly
to regain. Contamination of the Combined Group’s products may have an adverse effect on the
Combined Group’s business, results of operations or financial condition.

2.23 The Combined Group may be adversely affected by the performance of its associates

Although the BAT Group owns and, following Completion the Combined Group will own, an
approximate 30% interest in ITC, the BAT Group’s associate company in India, it does not have control
over ITC. The BAT Group’s ownership interest in ITC means the BAT Group and, following Completion
the Combined Group, may be affected by its businesses and respective financial performances, as it is
subject to tobacco-related industry and business risk factors similar to those the Combined Group
faces. Any issue with the business and respective financial performance of ITC may have an adverse
impact on the business, financial condition and results of operations of the Combined Group. The RAI
Group, while prior to Completion is an associate of the BAT Group, will become an indirect, wholly
owned subsidiary of BAT following Completion.

224 The BAT Group’s and following Completion, the Combined Group’s licenses to use
certain brands and trademarks may be terminated or not renewed

Some of the brands and trademarks under which the BAT Group’s products are sold and, following
Completion, the Combined Group’s products will be sold are licensed to it for a fixed period of time in
respect of specified markets, such as BAT Group’s right to use the CAMEL, WINSTON and SALEM
brands and trademarks in various markets in Latin America. In the event that the license to use any of
such brands and trademarks is terminated or is not renewed after the end of the term of the relevant
license, the Combined Group will no longer have the right to use, and to sell products under, such
brand(s) and trademark(s) in the relevant markets and this could have an adverse effect on its
business, results of operations and financial condition. See paragraph 15 of Part VIl (Information on
the BAT Group) of this Prospectus.

2.25 The Combined Group will be exposed to intellectual property rights infringements as a
result of limitations in judicial protection andlor inadequate enforceability

The Combined Group will rely on trademarks, patents, registered designs, copyrights and trade
secrets. The brand names under which the Combined Group’s products will be sold are key assets of
its business. Investments over a period of time have led to many of the BAT Group’s and the RAI
Group’s brands having significant brand equity and a global appeal to adult tobacco consumers,
essential to delivering sustainable profit growth into the future. The protection and maintenance of the
reputation of these brands is important to the Combined Group’s success. In some of the markets in
which the Combined Group will operate, the risk of intellectual property rights infringement remains
high as a result of limitations in judicial protection and/or inadequate enforceability. Any substantial
erosion in the value of the BAT Group’s or RAI Group’s brands could have a material adverse effect on
the Combined Group’s business, results of operations and financial condition. The Combined Group’s
strategy or its execution may not maintain the value in any of its product brands. In addition, as third
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party rights are not always identifiable, it is possible that the Combined Group may be subject to claims
for infringement of third party intellectual property rights, which could result in interim injunctions,
product recall and payment of damages. Failure to obtain or maintain adequate protection of
intellectual property rights for any reason may adversely affect the Combined Group’s business, results
of operation and financial conditions. See paragraph 15 of Part VIl (Information on the BAT Group) and
paragraph 8 of Part VIII (Information on the RAI Group) of this Prospectus.

2.26 The Combined Group is exposed to availability and price volatility in tobacco leaf and
other raw materials

Raw materials and other inputs, such as leaf, wood pulp and energy, which will be used in the
Combined Group’s businesses, are commodities that are subject to price volatility caused by numerous
factors, including weather conditions, growing conditions, climate change, local planting decisions,
political influence, market fluctuations and changes in agricultural regulations. For example, the BAT
Group purchases more than 400,000 tons of tobacco leaf each year. The Combined Group’s results of
operations will therefore, be exposed to fluctuations in the availability and price of tobacco leaf and
other commodities required in the manufacture of cigarettes.

Tobacco production in certain countries is also subject to a variety of controls, including regulation
affecting farming and production control programmes, as well as competition for land use from other
agriculture products. The Combined Group’s access to raw materials may be adversely affected by a
significant event occurring in one or more major leaf growing areas. Climate instability and diseases
causing crop failure may have a negative impact on the Combined Group’s business, which may
include decreased quantity and/or quality of leaf, increased prices, reallocation of growing areas and
factories or supply-chain disruptions. Commodity price, quality and quantity changes beyond the
Combined Group’s control could affect its profitability and business. Such changes may result in
unexpected increases in raw materials and packaging costs for the Combined Group’s products. The
Combined Group may not be able to increase its prices to offset these increased costs without
suffering reduced sales volume and income, or be able to meet increased adult tobacco consumer
demand for certain types of tobacco.

The Combined Group will have operations in geographic areas where full insurance coverage against
damage resulting from natural disasters may not be obtainable or coverage may be subject to other
limitations. The Combined Group may be unable to recover any damages covered by its insurance or
obtain certain types of insurance in the future.

2.27 The Combined Group may lose market share and profit due to the loss of production
capacity or key suppliers, distribution interruption, commodity risk or problems with
labour relations

There are some product categories for which the BAT Group and the RAI Group do not have and,
following Completion, the Combined Group will not have spare production capacity or where
substitution between different production plants is very difficult. For example, RJIR Tobacco Company’s
cigarette manufacturing is conducted primarily at a single facility, and SFNTC’s cigarette manufacturing
is conducted at a single facility. The Combined Group may lose market share and profit in the event of
loss of or insufficient production capacity needed to supply its products or meet increased demand.

In addition, the Combined Group will have an increasingly global approach to managing its supply
chain. Severe disruption to any aspect of the Combined Group’s supply chain or suppliers’ operations
or deterioration in the financial condition of a trading partner could have an adverse impact on the
Combined Group’s ability to produce and deliver products meeting customer demands. For example,
the RAI Group relies on a limited number of suppliers for raw materials. If a supplier fails to meet any of
RAI's operating subsidiaries’ demands for raw materials, any such operating subsidiary may fail to
operate effectively and may fail to meet shipment demand, which could have an adverse effect on the
results of operations, cash flows and financial conditions of the RAI Group and, following Completion,
the Combined Group. A continuing industry consolidation among distributors and suppliers could lead
to reduced efficiency, higher costs and concentrated risk of supply chain interruptions, contract
disputes and systems and logistics failures. In certain markets, distribution of the BAT Group’s
products is through third party monopoly channels, and is often licensed by governments. The
Combined Group may be unable to renew these third party supplier and distribution agreements on
satisfactory terms for numerous reasons, including government regulations. Loss of distribution may
adversely affect the Combined Group’s sales volume, market share and profits. Furthermore, for the
RAI Group, revenues from two distributors, McLane Company Inc. (“McLane”) and Core-Mark
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International, Inc. (“Core-Mark”), constituted approximately 28% and 14%, respectively, of
consolidated revenue for the year ended 31 December 2016. The loss of these customers, or a
significant decline in their purchases, could have an adverse effect on the results of operations, cash
flows and financial position of the RAIl Group and, following Completion, the Combined Group.

Additionally, there can be no assurance that any deterioration in labour or union relations, or any
disputes or work stoppages or other labour related developments (including problems experienced
during any consultation procedures or programmes or the introduction of new labour regulations in
countries where the Combined Group will operate), will not increase the costs and upset the Combined
Group’s ability to supply products, which could adversely affect the Combined Group’s business,
financial condition and results of operations. This is particularly relevant in jurisdictions where the
Combined Group’s manufacturing facilities will be more concentrated, such as in the United States
following the Proposed Acquisition.

2.28 The Combined Group will have net liabilities under retirement benefit schemes of the
BAT Group and the RAI Group which may increase in the future due to a number of
factors

The BAT Group operates approximately 170 retirement benefit arrangements worldwide. These
arrangements have been developed in accordance with local practices in the markets concerned. The
majority of the BAT Group’s scheme members belong to defined benefit schemes, most of which are
funded externally, although the BAT Group operates an increasing number of defined contribution
schemes. The contributions to the BAT Group’s defined benefit schemes and their valuations are
determined in accordance with the advice of independent, professionally qualified actuaries. The
present total value of funded scheme liabilities as at 31 December 2016 was £7.2 billion (2015: £6.0
billion), while unfunded scheme liabilities amounted to £476 million (2015: £364 million). The schemes’
assets increased from £6.1 billion in 2015 to £7.3 billion in 2016. After excluding unrecognised scheme
surpluses of £18 million (2015: £11 million), the overall net liability for all pension and health care
schemes in BAT Group subsidiaries amounted to £371 million at the end of 2016, compared to
£245 million at the end of 2015.

In 2016, RAI contributed $335 million to its pension plans and $66 million to its postretirement plans.
During 2017, RAIl expects to contribute $111 million to its pension plans and $78 million to its
postretirement plans.

Changes in asset returns, salary increases, inflation, long-term interest rates, life expectancies,
population trends and other actuarial assumptions could have an adverse impact on the Combined
Group’s financial condition and operations, hence adversely affect its credit rating and ability to raise
funds. See Part X| (Operating and Financial Review of the BAT Group) of this Prospectus.

2.29 The Combined Group’s business may be negatively affected by the eurozone debt crisis

The Combined Group’s businesses and performance is expected to be influenced by local and global
economic conditions and perceptions of those conditions and future economic prospects. In recent
years, the global markets and economic conditions have been negatively impacted by market
perceptions regarding the ability of certain EU Member States to service their sovereign debt
obligations, together with the risk of contagion to other, more stable, countries. The large sovereign
debts and/or fiscal deficits of a number of European countries have raised concerns regarding the
financial condition of financial institutions, insurers and other corporations (1) located in these
countries; (2) that have direct or indirect exposure to these countries; and/or (3) whose banks,
counterparties, custodians, customers, service providers, sources of funding and/or suppliers have
direct or indirect exposure to these countries.

The default, or a significant decline in the credit rating, of one or more sovereigns or financial
institutions, as well as the breakup of or exit from the European Union and/or eurozone, could cause
severe stress in the financial system generally and on the euro and other European currencies, could
disrupt the banking system generally and adversely affect the markets in which the Combined Group
will operate and the businesses and economic condition and prospects of the Combined Group’s
counterparties, customers, suppliers or creditors, directly or indirectly, in ways which are difficult to
predict. In addition, these risks, alone or in combination with regulatory changes, including devaluation
of local currencies and increased inflation, or actions of market participants, may increase the
Combined Group’s exposure to foreign exchange rate risks and cause a loss of competitiveness from
increased production cost and lower revenue, increased customer down-trading, significant write-
downs of stock and a growth in illicit trade, which may adversely impact the Combined Group’s
business, results of operations and financial conditions.
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3. Risks relating to BAT Shares
3.1 The BAT Shares and BAT ADSs have different rights from RAI Shares

Certain of the rights associated with RAI Shares are different from the rights associated with BAT
Shares and BAT ADSs. See paragraph 4.5 of Part XIX (Additional Information) and paragraph 2 of
Part XVIIl (American Depositary Shares) of this Prospectus. In addition, holders of BAT ADSs will be
able to exercise the shareholder rights for the BAT Shares represented by such BAT ADSs through the
Depositary, only to the extent contemplated by the deposit agreement.

In particular, the laws of England and Wales, the jurisdiction in which BAT is incorporated, limit the
circumstances under which shareholders of a company may bring derivative actions on behalf of that
company. In most cases, only the corporation may be the claimant or plaintiff for the purposes of
maintaining proceedings in respect of any wrongful act committed against it, and the permission of the
court is required to maintain any derivative action which is able to be brought by shareholders. In
addition, the laws of England and Wales do not afford appraisal rights to dissenting shareholders in the
form typically available to shareholders of a US corporation. The laws of England and Wales also
require that shareholders approve certain capital structure decisions (including the allotment and
issuance of shares, the exclusion of pre-emptive rights and share repurchases), which may limit BAT’s
flexibility to manage its capital structure.

In addition, only registered holders of BAT Shares (and not BAT ADS holders) are afforded the rights
of shareholders under the laws of England and Wales and the Articles of Association. Because the
Depositary holds the BAT Shares represented by BAT ADSs through a custodian which is a participant
in the CREST securities settlement system, and CREST or its nominee is the registered holder of the
New BAT Shares represented by BAT ADSs, holders of BAT ADSs must rely on the depositary bank to
exercise the rights of a shareholder via its custodian and CREST.

Holders of BAT ADSs are entitled to present BAT ADSs to the Depositary for cancellation and
withdraw the corresponding number of underlying BAT Shares, but would be responsible for
Depositary fees relating to such exchange. Fees and charges are also payable by BAT ADS holders in
relation of certain other depositary services. See Part XVIII (American Depositary Shares) of this
Prospectus.

3.2 Sales of BAT Shares, BAT ADSs and RAI Shares in anticipation of the Proposed
Acquisition, and resales of BAT Shares and BAT ADSs following Completion, may
adversely affect the market price of BAT Shares, BAT ADSs and RAI Shares prior to the
Proposed Acquisition, and the market price of BAT Shares and BAT ADSs following the
Proposed Acquisition

Certain RAI Shareholders, such as index funds or funds with concentration, geographic or other
limitations on their permitted investments may be required to sell the New BAT ADSs that they receive
in the Proposed Acquisition. Other RAI Shareholders may already hold BAT ADSs or BAT Shares and
those shareholders may decide not to hold the additional New BAT ADSs they receive in the Proposed
Acquisition, or to sell their RAl Shares prior to the Proposed Acquisition. Sales of BAT Shares, BAT
ADSs or RAI Shares, including as described above, could have the effect of depressing the market
price of BAT Shares, BAT ADSs and RAI Shares.

In addition, in connection with Completion, BAT expects that it will issue up to 435,556,670 New BAT
Shares underlying New BAT ADSs. Such dilution could result in downward pressure on the price of
BAT Shares and BAT ADSs and encourage third parties to engage in short sales of such securities.

3.3 The market price of BAT Shares and BAT ADSs after Completion will continue to
fluctuate and may be affected by factors different from those affecting the market price
of RAI Shares or those affecting BAT Shares and BAT ADSs prior to Completion

If the Proposed Acquisition is completed, RAI Shareholders will become holders of BAT ADSs or BAT
Shares if such holders elect to convert their New BAT ADSs into BAT Shares. The BAT Group’s
business differs from that of the RAI Group, and the BAT Group’s results of operations, as well as the
market price of BAT Shares and BAT ADSs, may be affected by factors different from those affecting
the RAI Group’s results of operations and the market price of RAI Shares. In addition, the market price
of BAT Shares and BAT ADSs may fluctuate significantly following Completion and holders of BAT
Shares and BAT ADSs could lose the value of their investment in such BAT securities.

The share prices of publicly traded companies can be highly volatile. The market price of BAT Shares
or BAT ADSs could be subject to significant fluctuations due to a change in sentiment in the market
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regarding BAT securities (or securities similar to them), including, in particular, in response to various
facts and events, including any regulatory changes affecting the BAT Group’s operations, variations in
the BAT Group’s operating results and/or business developments of the BAT Group and/or its
competitors, the operating and share price performance of other companies in the industries and
markets in which the BAT Group operates, large sales or purchases of shares, the publication of
research analysts’ reports regarding the BAT Group, its competitors or the sectors in which the BAT
Group operates generally, and general economic conditions unrelated to the BAT Group’s actual
performance or conditions in its key markets. Stock markets have in the past, and particularly in recent
times, experienced significant price and volume fluctuations which have affected market prices of
publicly traded companies’ securities. General fluctuations in stock markets could have a material
adverse effect on the market for, or liquidity of, BAT Shares and BAT ADSs, regardless of the BAT
Group’s actual operating performance.

34 Following Completion, future share issues by the Combined Group and/or sales of BAT
Shares and BAT ADSs could lower the market price of BAT Shares and BAT ADSs and
adversely affect the Combined Group’s ability to raise capital in the future. Further
share issues could also dilute the interests of holders of BAT Shares and BAT ADSs

The Combined Group may seek to raise financing to fund future acquisitions and other growth
opportunities and may, for these or other purposes, such as in connection with share incentive or share
option plans, issue additional shares. Following Completion, the issue of additional shares by the
Combined Group or the sale or transfer of BAT Shares or BAT ADSs or the possibility of such issue or
sale may cause the market price of BAT Shares or BAT ADSs to fluctuate or decline or be lower than
might otherwise be the case. In addition, any further issuance of shares or other securities convertible
into equity could result in the dilution of the interests of the holders of BAT Shares and BAT ADSs, and
any new shares issued could have rights different from those of existing holders of BAT Shares and
BAT ADSs.

3.5 The dividend policy of BAT will be dependent on the financial condition of the
Combined Group

BAT will only be able to pay dividends to BAT Shareholders to the extent that it has sufficient
distributable reserves and cash available for this purpose and BAT may decide to use all or part of
such cash for another purpose, for example, to invest in and further develop the Combined Group’s
business. There is no guarantee that BAT will be able to make dividend payments in the future, or to
sustain dividend payments at any particular level.

Any decision to declare and pay dividends in the future will be made at the discretion of the Board and
will depend on, among other things, applicable law, regulation, the Combined Group’s financial
position, working capital requirements, finance costs, general economic conditions and other factors
the Board deems significant from time to time. The Combined Group’s ability to pay dividends will also
depend on the level of distributions, if any, received from its operating subsidiaries. To the extent that
the Combined Group or its operating subsidiaries experience an adverse effect on its results of
operations, cash flows or financial condition, or such other relevant factor, the Board may decide at its
discretion to, decrease the amount of dividends, change or revoke the dividend policy or discontinue
paying dividends entirely. In addition, if BAT does not pay, or reduces its historical dividend rate, the
market price of BAT Shares and BAT ADSs could decline.

3.6 Exchange rate fluctuations may adversely affect the foreign currency value of BAT
ADSs and any dividends

If the Proposed Acquisition is completed, RAI Shares will be exchanged for cash and BAT ADSs.
Unlike RAI Shares, as a consequence of the listing of BAT Shares on the LSE and the JSE and the
listing of BAT ADSs on the NYSE (they currently have unlisted trading privileges on the NYSE MKT),
BAT Shares are quoted in pound sterling on the LSE and in South African rand on the JSE, while BAT
ADSs will be quoted in US dollars on the NYSE. Dividends in respect of BAT Shares underlying the
BAT ADSs, if any, will be declared in pound sterling and converted into US dollars by the Depositary
for the BAT ADSs. BAT'’s financial statements are also prepared in pound sterling. Fluctuations in the
exchange rate between the pound sterling and US dollar will affect, among other matters, the US dollar
value of BAT Shares and of any dividends in respect of such shares, including any such shares
represented by BAT ADSs.

In certain circumstances, such fluctuations may result in foreign currency exchange gain or loss that is
recognised for US federal income tax purposes by US taxpayers that hold BAT Shares or BAT ADSs.

46



For example, such gain or loss may be so recognised with respect to the amount of any dividend paid
by BAT in pound sterling that is received by holders of BAT ADSs in US dollars.

3.7 Holders of BAT Shares and BAT ADSs in the United States may not be able to enforce
civil liabilities against the BAT Group or BAT’s Directors and Senior Managers

A substantial portion of BAT Group’s assets are located outside the United States. In addition, a
majority of BAT’s Directors and the BAT Group’s Senior Managers are not residents of the United
States and the assets of such persons may be located outside of the United States. As a result, it may
not be possible for holders of BAT Shares or BAT ADSs to effect service of process within the United
States upon BAT or BAT’s Directors and the BAT Group’s Senior Managers or to enforce judgements
obtained in US courts against BAT or such persons either inside or outside the United States, or to
enforce in US courts judgments obtained against BAT or such persons in courts in jurisdictions outside
the United States, in any action predicated upon the civil liability provisions of the federal securities
laws of the United States.

There is no certainty that civil liabilities predicated solely on the federal securities laws of the United
States can be enforced in England and Wales, whether by original action or by seeking to enforce a
judgement of US courts. In addition, punitive damages awards in actions brought in the United States
or elsewhere may be unenforceable in England.

3.8 Due to delays in notification to and by the Depositary, the holders of the BAT ADSs may
not be able to give voting instructions to the Depositary or to withdraw the BAT Shares
underlying their ADSs to vote such shares in person or by proxy

Despite BAT’s efforts, the Depositary may not receive voting materials for BAT Shares represented by
BAT ADSs in time to ensure that holders of such ADSs can either instruct the Depositary to vote the
BAT Shares underlying their ADSs or withdraw such shares to vote them in person or by proxy. In
addition, the Depositary’s liability to holders of BAT ADSs for failing to execute voting instructions, or
for the manner in which voting instructions are executed, will be limited by the deposit agreement for
the BAT ADSs. There is no obligation on BAT under the Companies Act 2006 to notify the BAT ADS
holders. As a result, holders of BAT ADSs may not be able to exercise their rights to give voting
instructions, or to vote in person or by proxy, and may not have any recourse against the Depositary or
BAT if the BAT Shares underlying their BAT ADSs are not voted as they have requested or if the BAT
Shares underlying their BAT ADSs cannot be voted.

3.9 Holders of the BAT ADSs will have limited recourse if BAT or the Depositary fail to meet
their respective obligations under the deposit agreement for the BAT ADSs or if they
wish to involve BAT or the Depositary in a legal proceeding

The deposit agreement for the BAT ADSs expressly limits the obligations and liability of BAT and the
Depositary. Neither BAT nor the Depositary will be liable to the extent that they perform their respective
obligations specifically set out in the deposit agreement or the applicable ADRs without negligence or
bad faith.

In addition, neither BAT nor the Depositary has any obligation to appear in, prosecute or defend any
action, suit or other proceeding in respect of any of the BAT Shares or BAT ADSs, which in its opinion
may involve it in expense or liability, unless it is indemnified to its satisfaction.
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PART IlI
IMPORTANT INFORMATION

1. Forward-looking statements

Certain statements in this Prospectus regarding the Proposed Acquisition, the expected timetable for
completing the Proposed Acquisition, the benefits and synergies of the Proposed Acquisition, future
opportunities for the Combined Group and any other statements regarding the BAT Group’s, the RAI
Group’s or the Combined Group’s future expectations, beliefs, plans, objectives, financial conditions,
assumptions or future events or performance that are not historical facts are “forward-looking”
statements made within the meaning of section 21E of the Exchange Act. These statements are often,

o« "«

but not always, made through the use of words or phrases such as “believe”, “anticipate”, “could”,

“may”, “would”, “should”, “intend”, “plan”, “potential’, “predict’, “will", “expect”, “estimate”, “project”,
“positioned”, “strategy”, “outlook” and similar expressions. All such forward-looking statements involve
estimates and assumptions that are subject to risks, uncertainties and other factors that could cause
actual future financial condition, performance and results to differ materially from the plans, goals,
expectations and results expressed in the forward-looking statements and other financial and/or
statistical data within this Prospectus. Among the key factors that could cause actual results to differ
materially from those projected in the forward-looking statements are uncertainties related to the
following: whether the conditions to the Proposed Acquisition will be satisfied and the Proposed
Acquisition will be completed on the anticipated timeframe, or at all; the failure to realise contemplated
synergies and other benefits from the Proposed Acquisition; the incurrence of significant costs and the
availability and cost of financing in connection with the Proposed Acquisition; the effect of the
announcement of the Proposed Acquisition, and related uncertainties as to whether the Proposed
Acquisition will be completed, on the BAT Group’s, the RAI Group’s or the Combined Group’s ability to
retain customers, retain and hire key personnel and maintain relationships with suppliers and on their
operating results and businesses generally; the ability to maintain credit ratings; changes in the
tobacco industry and stock market trading conditions; changes or differences in domestic or
international economic or political conditions; changes in tax laws and rates; the impact of adverse
legislation and regulation; the ability to develop, produce or market new alternative products profitably;
the ability to effectively implement strategic initiatives and actions taken to increase sales growth; the
ability to enhance cash generation and pay dividends; adverse litigation and dispute outcomes; and
changes in the market position, businesses, financial condition, results of operations or prospects of
the BAT Group, the RAI Group or the Combined Group.

Important factors which may cause actual results to differ include, but are not limited to, those
described in Part Il (Risk Factors) of this Prospectus.

Forward-looking statements contained in this Prospectus speak only as at the date of this Prospectus.
Each of the Company, the Directors, Centerview Partners, Deutsche Bank and UBS expressly
disclaims any obligation or undertaking to publicly update any forward-looking statements or other data
or statements contained in this Prospectus, whether as a result of new information, future or changes
in events or otherwise, other than as required by law, regulation, the Prospectus Rules, the Listing
Rules or the Disclosure Guidance and Transparency Rules of the FCA. Accordingly, prospective
investors are cautioned not to place undue reliance on any of the forward-looking statements herein.

2, Market and industry data

Certain information in this Prospectus has been sourced from third parties. Save as set out below,
where information in this Prospectus has been sourced from third parties, the source of such
information has been clearly stated adjacent to the reproduced information.

All information contained in this Prospectus which has been sourced from third parties has been
accurately reproduced and, as far as the Company is aware and is able to ascertain from information
published by the relevant third party, no facts have been omitted which would render the reproduced
information inaccurate or misleading.

All references to market data, industry statistics and forecasts and other information in this Prospectus
consist of estimates based on data and reports compiled by industry professionals, organisations,
analysts, publicly available information or the Company’s own knowledge of its sales and markets.

References to market share are the BAT Group’s estimates based on the latest available data from a
number of internal and external sources.

US industry shipment volume and retail share of market data that appear in this Prospectus have been
obtained from MSAI. This information is included in this Prospectus because it is used primarily as an
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indicator of the relative performance of industry participants, brands and market trends. All US market
share results that appear, except as noted otherwise, in this document are based on US cigarette (or
smokeless tobacco products, as applicable) shipments to retail outlets (“STR Data”), based on
information submitted by wholesale locations and processed and managed by MSAIi. However,
investors should not rely on the STR Data reported by MSAI as being a precise measurement of actual
market share as the shipments to retail outlets do not reflect actual consumer sales and do not track all
volume and trade channels. Accordingly, the STR Data of the US tobacco industry as reported by
MSAIi may overstate or understate actual market share. Moreover, investors should be aware that in a
product market experiencing overall declining consumption, a particular product can experience
increasing market share relative to competing products, yet still be subject to declining consumption
volumes.

Market data and statistics are inherently speculative and are not necessarily reflective of actual market
conditions. Such statistics are based on market research, which itself is based on sampling and
subjective judgments by both the researchers and the respondents, including judgments about what
types of products and transactions should be included in the relevant market. In addition, the value of
comparisons of statistics for different markets is limited by many factors, including that (1) the markets
may be defined differently, (2) the underlying information may be gathered by different methods and
(3) different assumptions may be applied in compiling the data. Accordingly, the market statistics
included in this Prospectus should be viewed with caution and no representation or warranty is given
by any person as to their accuracy.

When used in describing aspects of the BAT Group’s business, reference to volume is an unaudited
operating measure and is calculated as the total global cigarette volume of the BAT Group’s brands
sold by its subsidiaries.

References to the price of the BAT ADSs prior to 14 February 2017 are adjusted to give effect to the
BAT ADS ratio change unless otherwise indicated.

3. Sources and presentation of financial information

3.1 Presentation of BAT financial information

The historical consolidated financial information relating to the BAT Group, including that which is
incorporated by reference into Part XIV (Historical Financial Information of the BAT Group) of this
Prospectus, has been prepared in accordance with the International Financial Reporting Standards as
adopted by the European Union (“IFRS (EU)”).

3.2 Presentation of RAI financial information

The historical financial information relating to the RAI Group including that which is included in Part XV
(Historical Financial Information of the RAIl Group) of this Prospectus, has been prepared in
accordance with generally accepted accounting principles in the United States (‘US GAAP”).

Section B of Part XV of this Prospectus includes unaudited reconciliations of the RAI Group’s historical
financial information from US GAAP to the IFRS (EU).

The RAI Group completed the Lorillard Merger (as described in paragraph 2.1 of Part VIII (Information
on the RAI Group) of this Prospectus) in June 2015. Section C of Part XV of this Prospectus includes
historical financial information of the Lorillard Group for the year ended 31 December 2014 and the
period from 1 January 2015 to 11 June 2015, presented in accordance with US GAAP. Section D of
Part XV of this Prospectus includes unaudited reconciliations of the Lorillard Group’s historical financial
information for the year ended 31 December 2014 and the period from 1 January 2015 to 11 June
2015 from US GAAP to IFRS (EU).

3.3 Combined Group Financial Information

Following Completion, RAI will be a subsidiary within the BAT Group, and the accounting policies
applied to the RAI Group will be the same as those applied to the BAT Group.

4. Unaudited supplementary non-IFRS (EU) measures of the BAT Group’s performance

This Prospectus contains certain unaudited supplementary measures that are not required by, or
presented in accordance with, IFRS (EU) or other generally accepted accounting principles. These
measures are used by the BAT Group to assess the financial performance of its businesses. These
measures include, among others, adjusted profit from operations, adjusted diluted earnings per share,
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constant exchange rate analysis, free cash flow, net debt and an underlying tax rate and are included
because the Directors believe that they are important supplemental measures of operating
performance. The Directors believe that the non-IFRS (EU) measures used provide investors with a
means of evaluating, and an understanding of how the BAT Group evaluates its performance and
results on a comparable basis that is not otherwise apparent on an IFRS (EU) basis, since many
non-recurring, infrequent or non-cash items that the Directors believe not to be indicative of the core
performance of the business may not be excluded when preparing financial measures under IFRS
(EV).

The unaudited supplementary non-IFRS (EU) measures contained in this Prospectus should not be
considered in isolation from, or as a substitute for, measures presented in accordance with IFRS (EU).
In addition, the unaudited supplementary non-IFRS (EU) measures presented by the BAT Group may
not be comparable to similarly titted measures presented by other businesses, as such businesses
may define and calculate such measures differently than the BAT Group. Accordingly, undue reliance
should not be placed on the unaudited supplementary non-IFRS (EU) measures contained in this
Prospectus.

41 Non-IFRS (EU) financial measures used by the BAT Group

411 Adjusted profit from operations

To supplement the BAT Group’s results from operations presented in accordance with IFRS (EU), the
Directors review current and prior year adjusted profit from operations to evaluate the performance of
the BAT Group and its geographic segments and to allocate resources to the overall business.
Adjusted profit from operations is not a measure defined by IFRS (EU). The BAT Group’s most directly
comparable IFRS (EU) measure to adjusted profit from operations is profit from operations. Adjusted
profit from operations is defined as profit from operations before adjusting items in profit from
operations. Adjusting items, as identified in accordance with the BAT Group’s accounting policies,
represent certain items of income and expense which the BAT Group considers distinctive based on
their size, nature or incidence. In identifying and quantifying adjusting items, the BAT Group
consistently applies a policy that defines criteria that are required to be met for an item to be classified
as adjusting and provides details of items that are specifically excluded from being classified as
adjusting items. Adjusting items in profit from operations include restructuring and integration costs,
amortisation of trademarks and similar intangibles, a gain on deemed partial disposal of a trademark,
and a payment and release of a provision relating to non-tobacco litigation.

4.1.2 Constant exchange rate analysis

Movements in foreign exchange rates have impacted the BAT Group’s profit from operations. The
Directors review certain of its results, including revenue and adjusted profit from operations, at
constant rates of exchange. The BAT Group calculates these financial measures at constant rates of
exchange based on a retranslation, at prior year exchange rates, of the current year results of the BAT
Group and its segments. The BAT Group does not adjust for the normal transactional gains and losses
in operations that are generated by exchange movements. Although the Directors do not believe that
these measures are a substitute for IFRS (EU) measures, the Directors believe that such results
excluding the impact of currency fluctuations year-on-year provide additional useful information to
investors regarding the operating performance on a local currency basis.

4.1.3 Free cash flow

The BAT Group uses free cash flow to illustrate the cash flows before transactions relating to
borrowings. Free cash flow is not a measure defined by IFRS (EU). The BAT Group defines free cash
flow as net cash generated from operating activities adjusted for dividends paid to non-controlling
interests, net interest paid, net capital expenditure (offset by sales of assets in the period) and
proceeds from associates’ share buy-backs. The most directly comparable IFRS (EU) measure to free
cash flow is net cash generated from operating activities. The Directors believe that this additional
measure, which is used internally, is useful to the users of the financial statements in helping them
understand the underlying business performance and can provide insight into the cash flow available
to, among other things, reduce debt and pay dividends. Free cash flow has limitations as an analytical
tool. It is not a presentation made in accordance with IFRS (EU) and should not be considered as an
alternative to net cash generated from operating activities determined in accordance with IFRS (EU).
Free cash flow is not necessarily comparable to similarly titled measures used by other companies. As
a result, investors should not consider this measure in isolation from, or as a substitute analysis for, the
BAT Group’s results of operations or cash flows as determined in accordance with IFRS (EU).
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4.1.4 Net debt

The BAT Group uses net debt to assess its financial capacity. Net debt is not a measure defined by
IFRS (EU). The most directly comparable IFRS (EU) measure to net debt is total borrowings. The BAT
Group defines net debt as total borrowings, including related derivatives, less cash and cash
equivalents and current available-for-sale investments. The Directors believe that this additional
measure, which is used internally, is useful to the users of the financial statements in helping them to
see how business financing has changed over the year. Net debt has limitations as an analytical tool. It
is not a presentation made in accordance with IFRS (EU), and should not be considered as an
alternative to borrowings or total liabilities determined in accordance with IFRS (EU). Net debt is not
necessarily comparable to similarly titled measures used by other companies. As a result, investors
should not consider this measure in isolation from, or as a substitute analysis for, the BAT Group’s
measures of financial position or liquidity as determined in accordance with IFRS (EU).

4.1.5 Underlying tax rate

The tax rates in the Income Statement are affected by the inclusion of the shares of associates’
post-tax profit in the BAT Group’s pre-tax results and by adjusting items. The underlying tax rate for
subsidiaries excludes these items.

5. Pro forma financial information

In this Prospectus, any reference to “pro forma” financial information is to information which has been
extracted without material adjustment from the unaudited financial information contained in Part XVI
(Unaudited Pro Forma Financial Information of the Combined Group) of this Prospectus.

The Unaudited Pro Forma Financial Information is for illustrative purposes only. Because of its nature,
the pro forma financial information addresses a hypothetical situation and, therefore, does not
represent the actual financial position or results of the BAT Group, the RAI Group or the Combined
Group.

Future results of operations may differ materially from those presented in the Unaudited Pro Forma
Information due to various factors.
6. Rounding

Certain financial data and percentages have been rounded. As a result of such rounding, the totals of
financial data presented in this Prospectus may vary slightly from the actual arithmetic totals of such
data and percentages in tables may not add up to 100%.

7. Currency

The BAT Group prepares its financial statements in pound sterling. All references to “pound”, “pounds”,

“pound sterling”, “sterling”, “£”, “pence” and “p” are to the lawful currency of the United Kingdom.

The RAI Group prepares its financial statements in US dollars. All references to “US dollars”, “dollar”,
“$”, “US$” and “cents” are to the lawful currency of the United States.

All references to “CAD dollars” and “CAD$” are to the lawful currency of Canada.

8. No profit forecast or estimates

Unless otherwise stated, no statement in this Prospectus is intended as a profit forecast or estimate for
any period and no statement in this Prospectus should be interpreted to mean that earnings or EPS for
BAT or RAI, as appropriate, for the current or future financial years would necessarily match or exceed
the historical published earnings or EPS for BAT or RAI, as appropriate.

9. Incorporation by reference

Certain information in relation to the BAT Group is incorporated by reference in this Prospectus, as set
out in paragraph 23 of Part XIX (Additional Information).

The contents of BAT’s and RAI's websites or any hyperlinks accessible from those websites do not
form part of this Prospectus and investors should not rely on them.
10. Definitions

Certain terms used in this Prospectus, including capitalised terms and certain technical terms, are
defined and explained in Part XX (Definitions).
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PART IV

DIRECTORS, COMPANY SECRETARY, REGISTERED OFFICE AND ADVISERS

Directors
Richard Burrows
Nicandro Durante
Ben Stevens
Kieran Poynter
Sue Farr

Ann Godbehere
Dr Marion Helmes
Savio Kwan

Dr Pedro Malan
Dimitri Panayotopoulos

Company secretary
Paul McCrory

Registered and head office of the Company (including following Completion)

British American Tobacco p.l.c.
Globe House

4 Temple Place

London

WC2R 2PG

United Kingdom

Joint Sponsor and Joint Financial Adviser
Deutsche Bank AG, London Branch
Winchester House

1 Great Winchester Street

London EC2N 2DB

United Kingdom

Joint Sponsor and Joint Financial Adviser
UBS Limited

5 Broadgate

London EC2M 2QS

United Kingdom

Joint Financial Adviser
Centerview Partners UK LLP
100 Pall Mall

St. James’s

London SW1Y 5NQ

United Kingdom

SA Transaction Sponsors
UBS South Africa (Pty) Ltd
64 Wierda Road East
Wierda Valley

Sandton 2196

South Africa

Legal advisers to the Company as to English law

Herbert Smith Freehills LLP
Exchange House

Primrose Street

London EC2A 2EG

United Kingdom
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Chairman
Chief Executive
Finance Director

Senior Independent Director

Non-Executive Director
Non-Executive Director
Non-Executive Director
Non-Executive Director
Non-Executive Director
Non-Executive Director



Legal advisers to the Company as to US law

Cravath, Swaine & Moore LLP
825 Eighth Avenue

New York, NY 10019

United States

Legal advisers to the Company as to South African law

Werksmans Attorneys
155 5th Street

Sandton

Johannesburg 2196
South Africa

Legal advisers to the Joint Sponsors and Joint Financial Advisers as to English and US law

Davis Polk & Wardwell London LLP
5 Aldermanbury Square

London EC2V 7HR

United Kingdom

Auditors and Reporting Accountants

KPMG LLP

15 Canada Square
Canary Wharf
London E14 5GL
United Kingdom

UK Registrar and Receiving Agent

Computershare Investor Services PLC
The Pavilions

Bridgwater Road

Bristol

BS99 577

United Kingdom

SA Registrar and Receiving Agent

Computershare Investor Services Proprietary Limited
Rosebank Towers

15 Biermann Avenue

Rosebank 2196

(PO Box 61051, Marshall town 2107)

South Africa
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PART YV
EXPECTED TIMETABLE AND INDICATIVE MERGER STATISTICS

Expected timetable

All references to time in this Prospectus and in the expected timetable are to the time in London,
United Kingdom, unless otherwise stated. Each of the times and dates in the table below are indicative
only and may be subject to change.

Event Time and Date
Announcement of the Proposed Acquisition ...............ccccooiiiiiiiiiiin, 17 January 2017
Publication of the ProSpectus .............cciuiniiiii e 14 June 2017
Publication of the Circular...............ooiiiii e 14 June 2017
Latest time and date for receipt of Proxy Forms and PFSAs ...............cooiiinls 2pm (UK time) / 3pm

(South Africa time)
on 17 July 2017

Voting record date (UK and South Africa) .........c.cooiiiiiiiiii e, 6pm (UK time) / 7pm
(South Africa time)
on 17 July 2017

BAT General Meeting to approve the Proposed Acquisition............................. 2pm (UK time)
on 19 July 2017

RAI Special Meeting to approve the Proposed Acquisition .....................ocoevels 9am (New York time)
on 19 July 2017

Expected date of Completion ..o 25 July 2017

Expected date New BAT Shares issued and credited to CREST ...................... 25 July 2017

Expected date of admission and commencement of dealings in New BAT ADSs

on the NYSE and conversion of Existing BAT ADSS .........ccoooiiiiiiiiiiiiiiieeen, 25 July 2017

Expected date of Admission and commencement of dealings in New BAT

Sharesonthe LSEandthe JSE..........cocoiiiiiii e 26 July 2017

Merger Statistics
Number of Existing BAT Shares” ... 2,027,103,642
Number of New BAT Shares to be issued pursuant to the Proposed Acquisition ...  up to 435,556,670

Number of BAT Shares in issue immediately following Admission'23.................. up to 2,462,660,312
New BAT Shares as a percentage of the total BAT Shares immediately following

AdMISSIONT 23 e e 17.69%
LS I L e GB0002875804
ST 15 P 0287580

1 Number of BAT Shares as at the Latest Practicable Date (including BAT Treasury Shares and shares owned by employee
share trusts). There are 162,645,590 BAT Treasury Shares, representing 8.72% of BAT’s share capital excluding treasury
shares, as at the Latest Practicable Date.

2 Assumes that no new BAT Shares are issued as a result of (i) the exercise of any options or (ii) awards vesting under the
BAT Employee Share Schemes between the Latest Practicable Date and Admission.

3 Based on the number of BAT Shares in issue as at the Latest Practicable Date and that 435,556,670 New BAT Shares are
issued in connection with the Proposed Acquisition.
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PART VI
DETAILS OF THE PROPOSED ACQUISITION

1. Introduction

On 17 January 2017, BAT announced that it and RAI had agreed the terms of a recommended offer for
the acquisition, by a subsidiary of BAT, of the remaining 57.8% of the RAI Shares not already held by
the BAT Group, which will be effected through a statutory merger pursuant to the laws of North
Carolina.

Under the terms of the Proposed Acquisition, the RAI Shareholders, subject to certain conditions, will
receive $29.44 in cash and 0.5260 of a New BAT Share, which will be represented by a New BAT ADS
listed on the NYSE, for each of their RAI Shares.

Owing to its size, the Proposed Acquisition constitutes a class 1 transaction for the purposes of the
Listing Rules, and therefore requires the approval of BAT Shareholders. The Proposed Acquisition is
conditional on, among other things, such approval being obtained. Accordingly, a BAT General
Meeting has been convened for 2pm (UK time) on 19 July 2017 at Hilton London Bankside, 2-8 Great
Suffolk Street, London SE1 O0UG, United Kingdom.

RAI was incorporated in the state of North Carolina and RAI Shares are listed on the NYSE. RAl is
therefore not subject to the Listing Rules. However, pursuant to the terms of the Merger Agreement
and in accordance with the NCBCA, the Proposed Acquisition is also conditional on RAI Shareholder
approvals. For further details of the shareholder approvals required, please see paragraph 10.3 of this
Part VI.

2. Summary of the terms of the Proposed Acquisition

Pursuant to the terms of the Merger Agreement, subject to the satisfaction of the Conditions, RAI
Shareholders, other than the BAT Group and RAI Shareholders who have properly asserted and not
lost or effectively withdrawn a demand for appraisal rights, will receive:

For each RAI Share:

$29.44 in cash
and
0.5260 of a New BAT Share which
shall be represented by New BAT ADSs listed on the NYSE

e Based on BAT'’s share price and the pound sterling-US dollar exchange rate as at market
close on 12 June 2017, the purchase price implies a total current value of $54.5 billion for the
remaining 57.8% of RAI Shares not owned by the BAT Group, comprised of approximately
$24.4 billion in cash and $30.1 billion in New BAT Shares which will be represented by New
BAT ADSs.

e Based on BAT'’s share price and the pound sterling-US dollar exchange rate as at market
close on 12 June 2017, this represents a premium of 39.5% over the closing price of RAI
Shares on 20 October 2016 (being the last day prior to BAT’s announcement on 21 October
2016 of a proposal to merge with RAI).

As with the Existing BAT ADSs, each New BAT ADS will represent one underlying BAT Share. BAT
intends to register the New BAT ADSs and the New BAT Shares with the SEC. No fractional New BAT
ADSs will be issued in respect of the Proposed Acquisition and RAI Shareholders will receive cash in
lieu of any fractional New BAT ADS (based on the net cash proceeds from the sale by the Exchange
Agent of the aggregated New BAT ADSs).

BAT currently intends to finance the cash portion of the Merger Consideration, which the Directors
estimate to be approximately $24.4 billion, and related fees and expenses, with drawings under the
Acquisition Facility. A $25 billion Acquisition Facility has been entered into with a syndicate of banks to
provide financing certainty. The Directors currently expect that the utilised Acquisition Facility will be
refinanced by bond issuances in due course. For further details of the debt financing arrangements,
please see paragraphs 11 and 12 of this Part VI (Details of the Proposed Acquisition).

The Proposed Acquisition will take place by way of a statutory merger under the laws of North
Carolina, pursuant to which Flight Acquisition Corporation (‘Merger Sub”), a North Carolina
corporation and an indirect wholly owned subsidiary of BAT, will merge with and into RAI, with RAI
surviving the merger as an indirect wholly owned subsidiary of BAT.
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The expected timetable of principal events for the Proposed Acquisition is set out in this Part VI.
Subiject to the satisfaction or waiver of the Conditions, Completion is expected to occur on or around
25 July 2017.

Following Completion and assuming that 435,556,670 New BAT Shares are issued in connection with
the Proposed Acquisition, the RAI Shareholders will, together, own approximately 19% of the ordinary
share capital of the Combined Group (excluding BAT Treasury Shares) RAI will become an indirect,
wholly-owned subsidiary of BAT.

3. Background to, and reasons for, the Proposed Acquisition

The BAT Group has been a shareholder of RAI since July 2004. In July 2004, the US assets, liabilities
and operations, other than certain specified assets and liabilities, of BAT’s wholly owned subsidiary,
B&W, then known as Brown & Williamson Tobacco Corporation (“B&W Tobacco”), were combined
with RJR Tobacco Company (the “B&W Business Combination”). RAI previously was formed as a
new holding company for these combined businesses. As a result of the B&W Business Combination,
BAT acquired beneficial ownership of approximately 42% of outstanding RAI Shares.

The Board believes that the Proposed Acquisition represents the logical progression in BAT'’s
relationship with RAI and offers shareholders of both companies a stake in a stronger, global tobacco
and Next Generation Products company.

Enhanced geographic coverage:

The Combined Group will have enhanced geographic coverage across emerging and developed
markets as a result of the Proposed Acquisition.

The BAT Group has a significant presence in emerging markets across South America, Africa, the
Middle East and Asia. Over the last five years, revenue per pack in these markets has grown at more
than twice the rate compared to developed markets. With generally low cigarette pack prices and
expectations of continued growth in consumer disposable income over the long-term, the future profit
growth opportunity remains strong.

While the United States is characterised as a developed market, direct access to the US market
strengthens BAT’s opportunity for long-term profitable growth. The United States is the world’s largest
tobacco profit pool (excluding China), and over the last five years has grown revenue per pack at a
faster rate than other developed markets. Long-term growth prospects are underpinned by affordable
pack prices, relatively high disposable incomes and a growing market for Next Generation Products.

The Board believes that, after Completion, the Combined Group will be a larger, broader, more
geographically diversified business with continued exposure to high growth emerging markets, direct
access to the opportunity in the US market and a broad presence in key developed markets.

Combined portfolio of global brands:

The Combined Group will benefit from the combined portfolio of strong, growing global brands of both
the BAT Group and the RAI Group, bringing together ownership of NEWPORT, KENT and PALL
MALL, and in particular, that the unified ownership of these brands will allow the BAT Group to
leverage consistent global positioning and shared resources. The RAI Group is well positioned with the
second largest cigarette market share in the US market, with three out of the four top selling cigarette
brands and the benefits from the Lorillard Merger already evident. For the year ended 31 December
2016, the RAI Group accounted for approximately 34% of the US cigarette market share, with
NEWPORT the leading brand in menthol, PALL MALL the leading value brand and the NATURAL
AMERICAN SPIRIT brand, which is a top ten best-selling cigarette brand in the United States. For the
year ended 31 December 2016, American Snuff Co., an RAI subsidiary, also had a 33% share of the
US moist snuff category, led by its GRIZZLY brand. US moist snuff retail volumes grew approximately
3.6% in 2016.

Global Next Generation Products business:

The Combined Group will be a global company in the fast growing Next Generation Product category,
with an opportunity to leverage scale and insights across the largest and fastest growing markets and
categories for Next Generation Products. The BAT Group is one of the largest international companies
in the vapour market outside of the United States and China, having successfully launched a portfolio
of products in the five largest vapour markets in Europe and established significant market share in the
United Kingdom and Poland, based on the BAT Group’s internal estimates. In December 2016, GLO,
an innovative tobacco heating product, was launched in Japan with encouraging early results. In
addition, the RAI Group’s VUSE is one of the leading vapour brands sold in the US vapour retail
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market. The Proposed Acquisition will benefit from the best of the two companies’ talented research
and development and next generation product organisations, including nicotine replacement therapy,
and allow such next generation product capabilities to be shared more broadly. In particular, the Board
believes that the Proposed Acquisition will increase BAT’s exposure to the US vapour market and,
subject to applicable approvals from the US Food and Drug Administration (the “FDA”) and compliance
with other US rules, may permit further leverage of the BAT Group’s pipeline of Next Generation
Products.

Growth prospects:

The BAT Group has a successful track record of developing strong brands and growing market share
through a consistent focus on consumer insights, product quality and innovation, enabling it to build on
RAI's existing share growth momentum. The global drive brand portfolio of DUNHILL, KENT, LUCKY
STRIKE, PALL MALL and ROTHMANS has grown volume at an average of 7% per annum over the
last three years, gaining more than 200 basis points share over the period. The Board believes that the
ownership of RAI and access to the US market will further support BAT's commitment to long-term
profitable growth through consistent revenue growth. Further, the Board believes that the Proposed
Acquisition will give BAT ownership of what will be a significant proportion of the Combined Group’s
cash flows and provide a more balanced exposure to foreign exchange.

4, Synergies and integration

The Board anticipates realising at least $400 million in annualised cost synergies by the end of the
third full year following Completion. These synergies are expected to be primarily achieved by
leveraging the scale of the Combined Group, integrating corporate functions and eliminating redundant
spending using BAT'’s target operating model principles and policies and delivering other efficiencies in
manufacturing and supply chain.

The Board expects cost synergies to be achieved in the following main areas, listed in order of the
magnitude of expected impact on the Combined Group:

e integration of corporate functions and elimination of duplicated spend using BAT’s target
operating model principles and policies;

e procurement savings from leveraging enhanced scale, global expertise and category
management;

e integration of product development capabilities using a “best of both” approach; and
e other efficiencies in manufacturing and supply chain.

The one-off costs of delivering these synergies are expected to total approximately $325 million to
$350 million. The Board confirms that the annual cost synergies and the anticipated one-off
expenditure reflect both the beneficial elements and the relevant costs of achieving these synergies.

These expected synergies have been calculated based on BAT and RAl’s financial and management
information for the year ended 31 December 2016. The synergies referred to above are expected to be
recurring and will accrue as a direct result of the Proposed Acquisition and would not be achievable
independently. The Board believes that there are no material dis-synergies which would arise in
connection with the Proposed Acquisition that will impact the planned benefits.

Although the Board expects that cost savings will result from the Proposed Acquisition from 2018
onwards, increasing to the full annualised amount of at least $400 million by the end of the third full
year following Completion, there can be no assurance that any particular amount of such savings or
synergies will be achieved following Completion or that they will be achieved in the expected time
frame.

The Board expects that the Proposed Acquisition will be accretive to adjusted diluted EPS in the first
full year of ownership and beyond.

The Board is confident that the integration of RAI can be achieved without causing any material
disruption to the underlying operations of the two businesses. As at the date of this document,
appropriate preparatory integration planning is being undertaken by an integration leadership team
comprising members of senior management of both the BAT Group and the RAI Group. Individual
work-streams have been defined with nominated leads from the BAT Group and the RAI Group to feed
in to an overall integration plan that will manage the key synergy related activities until the benefits are
realised. The plan is expected to be produced in July 2017 and will cover the following key
components:

e the overall approach, plus detailed activities for the first six months post-Completion;
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e the plans to develop and implement the destination operating model and associated
organisational design for each of the RAI Group’s corporate functions operating within the BAT
Group;

e the integration of key IT systems;
e an agreed communication strategy; and

e the adoption of all necessary monitoring and tracking mechanisms designed to ensure the
synergies are realised.

The cost synergies estimated by the Board, as described above, were taken into consideration by RAI
in projecting certain cost synergies of $500 million as a result of the Proposed Acquisition. These
estimated cost synergies and certain estimated annual tax efficiencies were used by the financial
adviser to the RAI Transaction Committee, Goldman Sachs, and the financial advisers to the RAI
board of directors, J.P. Morgan and Lazard, in their own respective manner in performing their
respective financial analyses and used by the RAI Transaction Committee and the RAI board of
directors for purposes of their consideration and evaluation of the Proposed Acquisition and have been
disclosed in the Proxy Statement/Prospectus forming part of BAT’s Registration Statement on Form
F-4 and the filings on Schedule 13E-3 in relation to RAI (the “Schedules 13E-3"), which have been
filed with the SEC.

The RAI estimates relating to the cost synergies and the annual tax efficiencies were used in the
financial advisers’ analyses which were disclosed publicly to meet disclosure requirements under the
applicable rules and regulations promulgated by the SEC and are therefore included in the Form F-4
and in exhibits to the Schedules 13E-3. As mentioned above, the Board’s estimate of annualised cost
synergies by the end of the third full year following Completion is at least $400 million.

5. Summary information on RAI

RAI, the parent company of the RAI Group, is a holding company whose wholly owned operating
subsidiaries include the second largest tobacco company in the United States, RJR Tobacco
Company; SFNTC, the manufacturer and marketer of the NATURAL AMERICAN SPIRIT brand of
cigarettes and other tobacco products in the United States; the second largest smokeless tobacco
products manufacturer in the United States, American Snuff Co.; RJR Vapor, a marketer of digital
vapour cigarettes in the United States; Niconovum USA, Inc. and Niconovum AB, marketers of nicotine
replacement therapy products in the United States and Sweden, respectively; and until their sale on
13 January 2016, SFRTI, and various foreign subsidiaries affiliated with SFRTI, distributors and
marketers of NATURAL AMERICAN SPIRIT brand of cigarettes and other tobacco products outside
the United States.

RAI's reportable operating segments are the RJR Tobacco segment, the Santa Fe segment and the
American Snuff segment:

e The RJR Tobacco segment consists of the primary operations of RUR Tobacco Company and
includes three of the top four best-selling cigarettes in the United States: NEWPORT, CAMEL
and PALL MALL. These brands, and RJR Tobacco’s other brands, including DORAL, MISTY
and CAPRI, are manufactured in a variety of styles and marketed in the United States. As part
of its total tobacco strategy, RUR Tobacco offers a smokeless tobacco product, CAMEL Snus.
RJR Tobacco manages contract manufacturing of cigarettes and tobacco products through
arrangements with the BAT Group, and manages the export of tobacco products to US
territories, US duty-free shops and US overseas military bases. In the United States, RJR
Tobacco also manages the premium cigarette brands DUNHILL, which RJR Tobacco
Company licenses from the BAT Group, and STATE EXPRESS 555, which RJR Tobacco
Company licenses from CTBAT, a joint venture between the BAT Group and CNTC.

e The Santa Fe segment consists of the primary operations of SFNTC and includes the
manufacturing and marketing of premium cigarettes and other tobacco products under the
NATURAL AMERICAN SPIRIT brand in the United States.

e The American Snuff segment consists of the primary operations of American Snuff Co..
American Snuff is the second largest smokeless tobacco products manufacturer in the United
States, and offers adult tobacco consumers a range of differentiated smokeless tobacco
products, primarily moist snuff. The moist snuff category is divided into premium, price-value
and popular-price brands. American Snuff's primary brands include its largest selling moist
snuff brands, GRIZZLY, in the price-value category, and KODIAK, in the premium category.
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Included in All Other, among other RAI subsidiaries, are RJR Vapor, Niconovum USA, Inc., Niconovum
AB, and until their sale on 13 January 2016, SFRTI and various foreign subsidiaries affiliated with
SFRTI.

RAIl was incorporated in the State of North Carolina on 2 January 2004, and RAI Shares are listed on
the NYSE under the trading symbol “RAI”. RAl's headquarters are located at 401 North Main Street,
Winston-Salem, North Carolina 27101.

RAI had consolidated net sales of $12,503 million and consolidated net income of $6,073 million for the
year ended 31 December 2016 (compared to consolidated net sales of $10,675 million and
consolidated net income of $3,253 million for the year ended 31 December 2015). Further information
on the financial performance of RAl is set out in Part XV (Historical Financial Information of the RAI
Group) of this Prospectus, including unaudited reconciliations of the RAI Group’s historical financial
information from US GAAP to IFRS (EU).

6. ADSs

6.1 ADS Programme

The Existing BAT ADSs have unlisted trading privileges on the NYSE MKT and no BAT securities are
listed on any US securities exchange or registered pursuant to the securities laws of the United States.
As a result, BAT is subject to neither the NYSE listing standards nor the corporate governance rules
under the Sarbanes-Oxley Act of 2002.

BAT has entered into an amended and restated deposit agreement dated 1 December 2008, which
governs the terms of BAT's ADS programme. Since 14 February 2017, under an amendment to the
amended and restated deposit agreement, each existing BAT ADS represents one BAT Share.

As part of the Proposed Acquisition, BAT intends to register the New BAT ADSs and the New BAT
Shares with the SEC and to apply for the Existing BAT ADSs and the New BAT ADSs to be approved
for listing on the NYSE such that the BAT ADS programme will be changed to a Sponsored Level Il
ADS programme with no action required by the holders of Existing BAT ADSs to effect such change.
BAT will also become subject to the reporting requirements of the Exchange Act and, accordingly, be
required to file or furnish certain reports with the SEC.

As a result of the registration of the New BAT Shares with the SEC, large BAT Shareholders (with
direct or indirect beneficial ownership of more than 5% of BAT) will be required to file certain reports on
their beneficial ownership with the SEC. Beneficial ownership is determined in accordance with the
rules of the SEC and includes voting or investment power with respect to the securities.

Following Completion, the Existing BAT ADSs will be fungible with the New BAT ADSs to be issued as
part of the Merger Consideration.

6.2 Rights of ADS holders

In connection with the Proposed Acquisition, all holders of RAI Shares will only be entitled to receive
cash and New BAT ADSs and may not elect to receive BAT Shares in lieu of New BAT ADSs. Once
New BAT ADSs are issued, the holders of the New BAT ADSs will have the right to convert those New
BAT ADSs into BAT Shares, which they may continue to hold or may sell on the LSE or the JSE.
However, the holder of the New BAT ADSs will be responsible for all fees charged by the Depositary
relating to any such conversion. Fees and charges are also payable by BAT ADS holders to the
Depositary in relation to certain other depositary services.

While each BAT ADS represents one BAT Share, there are some differences between these two
securities. These differences include:

e BAT ADSs trade in US dollars, while BAT Shares trade in pound sterling on the LSE and South
African rand on the JSE;

e dividends paid in respect of BAT ADSs will be paid in US dollars following conversion from
pound sterling by the Depositary, while dividends paid in respect of BAT Shares listed on the
LSE will be paid in pound sterling and on the JSE will be paid in South African rand.
Consequently, dividends payable in respect of BAT ADSs will be subject to currency
fluctuations. In addition, dividends paid in respect of BAT ADSs have a payment date which is
three business days after that of the payment date of BAT Shares;

e under the terms of an agreement between BAT and the Depositary, the Depositary has agreed
to waive the fees that would otherwise be payable in connection with the issuance of BAT
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ADSs upon deposit of BAT Shares and the cancellation of BAT ADSs and corresponding
withdrawal of BAT Shares, in each case by BAT or any of its affiliates, officers, directors or
employees. The terms of this agreement may be amended at any time by BAT and the
Depositary;

¢ while under the terms of the deposit agreement, cash dividends paid in respect of BAT ADSs
are subject to a fee of up to $0.05 per BAT ADS payable to the Depositary, under the terms of
the separate agreement between BAT and the Depositary referred to above, such dividends
are instead subject to a fee of up to $0.02 per BAT ADS per year (a fee of $0.01 per dividend
based on the distribution of an interim and a final cash dividend per year or a fee of $0.005 per
dividend based on the distribution of four quarterly cash dividends per year). Under such
separate agreement, this dividend fee may not be varied by the Depositary without the consent
of BAT;

e prior to or at Completion, BAT ADSs will be listed on the NYSE (the Existing BAT ADSs have
unlisted trading privileges on the NYSE MKT) while BAT Shares are listed on the LSE (with a
secondary listing on the JSE);

e holders of BAT ADSs vote the underlying BAT Shares by instructing the Depositary on how to
vote such BAT Shares at a general meeting, while holders of BAT Shares vote directly at any
general meetings;

e certain shareholders’ rights, such as the right to propose resolutions or the right to convene a
general meeting, may not be exercised by BAT ADS holders unless they first convert their BAT
ADSs into BAT Shares; and

e holders of BAT Shares are entitled to receive mailed copies of proxy materials and documents
from BAT, while, in lieu of distributing such materials, the Depositary may distribute to holders
of BAT ADSs instructions on how to retrieve such materials upon request.

7. Dividends and dividend policy

RAI intends to continue to pay dividends consistent with past practice and in accordance with RAl's
dividend policy during the period prior to Completion. RAI Shareholders will be entitled to BAT
dividends (with record dates following Completion) in respect of the New BAT Shares underlying the
New BAT ADSs from the time of issuance of such ADSs. The New BAT Shares will, when issued, rank
pari passu with each other and with all Existing BAT Shares and will rank in full for all dividends and
other distributions hereafter declared, made or paid in respect of the Existing BAT Shares.

BAT intends to maintain its dividend policy of a minimum 65% payout ratio post Completion and the
Board expects the Proposed Acquisition to be accretive to dividends per share. BAT’s dividends are
set in pence per ordinary share. It is expected that any dividend of the Combined Group will be set in
the same format.

Following Completion, until the end of 2017, the Combined Group intends to maintain BAT’s stated
policy of paying a dividend biannually. Beginning in 2018, the Combined Group will pay four interim
quarterly dividends with respect to BAT Shares and BAT ADSs. BAT will announce the dividend
amount as part of its preliminary results announcement for the year ending 31 December 2017 in
February 2018 and the dividend amount will be paid in four equal instalments in May 2018, August
2018, November 2018 and February 2019. As part of the transition to quarterly dividend payments, and
to ensure BAT Shareholders receive the equivalent amount of total cash payments in 2018 as they
would have under the previous payment policy, an additional interim dividend will be announced in
December 2017 for payment in February 2018 and will be calculated as 25% of the total cash dividend
paid in 2017.

The dividends paid on the BAT Shares in respect of the period covered by the historical financial
information were as follows:

Year ended 31 LSE Ex-dividend JSE Ex-dividend Payment

December Type Amount date date date

2016 ..o Final ........... 118.10p 16/03/2017 15/03/2017 04/05/2017
Interim ........ 51.30p 18/08/2016 17/08/2016 28/09/2016

2015 i, Final ........... 104.60p 17/03/2016 14/03/2016 05/05/2016
Interim ........ 49.40p 20/08/2015 17/08/2015 30/09/2015

2014 oo, Final ........... 100.60p 19/03/2015 16/03/2015 07/05/2015
Interim ........ 47.50p 20/08/2014 18/08/2014 30/09/2014
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8. Dilution

Subject to Completion, up to 435,556,670 New BAT Shares will be issued in connection with the
Proposed Acquisition. This will result in BAT’s issued share capital increasing by approximately 21%
(including BAT Treasury Shares). Following Completion and assuming that 435,556,670 New BAT
Shares are issued in connection with the Proposed Acquisition, BAT Shareholders will be subject to an
immediate dilution as a result of the issue, following which they will hold approximately 81% of the
Combined Group’s issued share capital (excluding BAT Treasury Shares).

9. Management and employees

Pursuant to the Merger Agreement, BAT will take all actions necessary to cause three directors serving
on RAI’s board of directors (other than the directors designated for nomination by B&W, a subsidiary of
BAT) immediately prior to Completion to be appointed to the Board upon Completion. Such directors
will be selected by BAT prior to Completion after consultation with the RAI Transaction Committee.

BAT attaches great importance to the skills and experience of the existing management and
employees of the BAT Group and the RAI Group and the Board believes that the Combined Group will
offer greater opportunities to the employees within it.

The Combined Group’s headquarters will be located at BAT’s existing headquarters at Globe House,
4 Temple Place, London, WC2R 2PG, United Kingdom (which is also its registered office).

The BAT Group’s manufacturing footprint is expected to be enhanced as a result of the inclusion of the
RAI Group’s high quality production facilities in North Carolina and Tennessee.
10. Structure and Conditions to the Proposed Acquisition

10.1  Structure of the Proposed Acquisition

The Proposed Acquisition will take place by way of a statutory merger under the laws of North
Carolina, pursuant to which Merger Sub, a North Carolina corporation and an indirect wholly owned
subsidiary of BAT, will merge with and into RAI, with RAI surviving the merger as an indirect wholly
owned subsidiary of BAT. The Merger Agreement was entered into on 16 January 2017, the terms of
which are more fully described in Part XIX (Additional Information) of this Prospectus

10.2 Completion

Assuming the satisfaction or waiver of all Conditions, Completion is expected to take place on or about
25 July 2017. Any revision to this will be promptly notified to BAT Shareholders, by BAT, via a
Regulatory Information Service. Following Completion, BAT will announce that the Proposed
Acquisition has taken effect. The announcement will be made by way of a press release despatched
via a Regulatory Information Service.

10.3  Conditions to the Proposed Acquisition
The Merger Agreement contains a number of Conditions. These include:
e  Antitrust approvals:

o expiration or termination of the applicable waiting period (or extension thereof) under
the HSR Act; and
o the earlier of the expiration of the waiting period required by Japanese merger control

regulations and the receipt of clearance from the Japan Fair Trade Commission.
e BAT Shareholder approvals:

o the approval of the Merger Agreement and other transactions contemplated by the
Merger Agreement and for the Directors to allot and issue the New BAT Shares at the
BAT General Meeting.

e RAI Shareholder approvals:

o approval of the Merger Agreement by the holders of a majority of the outstanding
shares of RAI capital stock entitled to vote at the RAI Special Meeting (the holder of
Series B preferred stock of RAI (which is a wholly owned subsidiary of RAl), is not
entitled to vote in respect of this stock); and

o approval of the Merger Agreement by the holders of a majority of the outstanding RAI
Shares entitled to vote and present (in person or by proxy) and voting at the RAI
Special Meeting that are not owned, directly or indirectly, by the BAT Group or any of
RAI’s subsidiaries.
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e Admission of New BAT Shares to listing on the LSE and New BAT ADSs on the NYSE:

o approval for admission of the New BAT Shares to the premium listing segment of the
Official List of the UKLA and to trading on the main market for listed securities of the
LSE subject only to the issue of such New BAT Shares upon Completion; and

o approval for listing on the NYSE of the New BAT ADSs issuable to RAI Shareholders
as the share portion of the Merger Consideration (subject to official notice of

issuance).
e Registration statements declared effective by the SEC:
o declaration by the SEC of the effectiveness of the registration statements filed on

Form F-4 and Form F-6 relating to the New BAT Shares and New BAT ADSs to be
issued as the share portion of the Merger Consideration (and the absence of any stop
order suspending the effectiveness of such registration statements or any proceedings
seeking such a stop order).

e Other conditions:

o the filing of this Prospectus and the Circular with the UKLA, the approval of this
Prospectus and the Circular by the UKLA and the mailing of the Circular and the
publishing of this Prospectus, in each case, in accordance with applicable rules and
regulations;

o absence of any temporary restraining order, preliminary or permanent injunction or
other judgment or law entered, enacted, promulgated, enforced or issued by any court
or other governmental entity that prevents, makes illegal or prohibits the Completion or
the issuance of the New BAT Shares;

o accuracy of the representations and warranties made in the Merger Agreement by the
other party, subject to certain exceptions based on a material adverse change
standard; and

o performance in all material respects by the other party of the obligations required
under the Merger Agreement to be performed by it at or prior to Completion.

Pursuant to the requirements of the HSR Act, BAT and RAI filed Notification and Report Forms with
respect to the Proposed Acquisition with the FTC and DOJ on 6 February 2017 and requested early
termination of the HSR Act waiting period. The applicable HSR Act waiting period for the Proposed
Acquisition expired on 8 March 2017.

On 23 March 2017, BAT and RAI filed notifications for the Proposed Acquisition with the Japan Fair
Trade Commission. Approval from the Japan Fair Trade Commission was received on 4 April 2017. As
a result of the foregoing, the Conditions related to antitrust approvals required as part of the closing
conditions to the Proposed Acquisition have been satisfied.

BAT’s obligation to complete the Proposed Acquisition is further conditional upon the absence of any
legal restraint issued by a governmental entity under any antitrust laws that would, directly or indirectly,
result in (1) any prohibition or limitation on the ownership or operation by RAI, BAT or their respective
subsidiaries of any portion of the business, properties or assets of RAIl, BAT or their respective
subsidiaries, (2) RAI, BAT or their respective subsidiaries being compelled to dispose of or hold
separate any portion of the business, properties or assets of RAI, BAT or any of their respective
subsidiaries, (3) any prohibition or limitation on the ability of BAT to acquire or hold, or exercise full
right of ownership of, any shares of the capital stock of the RAI Group, including the right to vote such
shares, or (4) any prohibition or limitation on BAT effectively controlling the business or operations of
the RAI Group.

For further information, please see paragraph 17.1.1 of Part XIX (Additional Information) of this
Prospectus.

10.4 Termination fee

Pursuant to the Merger Agreement, if the Merger Agreement is terminated, BAT will be entitled to
receive a termination fee of $1 billion from RAIl in the event that:

e the RAI board of directors or any committee thereof changes its recommendation to RAI
Shareholders and either (1) the Merger Agreement is terminated because the RAI
Shareholders fail to approve the Merger Agreement at the RAI Special Meeting or no
shareholders’ meeting is held prior to the End Date; or (2) BAT terminates the Merger
Agreement as a result of such change in recommendation; or
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e (1) the Merger Agreement is terminated (or in certain circumstances could have been
terminated) because the Proposed Acquisition has not occurred by the End Date (and at such
time all antitrust approvals have been obtained and no legal restraint preventing the
Completion is in effect), the RAI shareholders failed to approve the Merger Agreement at the
RAI Special Meeting or RAI breached its obligations under the Merger Agreement, (2) prior to
such termination, shareholder vote or breach, as applicable, and after the date of the Merger
Agreement, a Company Takeover Proposal (as defined in the Merger Agreement) that
contemplates acquiring a majority of the capital stock or assets of RAl was made or made
known to RAI or its shareholders, and (3) within 12 months after such termination, RAI or any
of its subsidiaries enters into a definitive agreement with respect to, or completes, such
Company Takeover Proposal.

Pursuant to the Merger Agreement, if the Merger Agreement is terminated, RAI will be entitled to
receive a termination fee of $1 billion from BAT in the event that:

e the Board or any committee thereof changes its recommendation and either (1) the Merger
Agreement is terminated because BAT Shareholders fail to approve the Resolution or no
shareholders’ meeting is held prior to the End Date or (2) RAI terminates the Merger
Agreement as a result of such change in recommendation; or

e (1) the Merger Agreement is terminated (or in certain circumstances could have been
terminated) because the Proposed Acquisition has not occurred by the End Date (and at such
time all antitrust approvals have been obtained, no legal restraint preventing the Completion is
in effect and no antitrust restriction (as defined in the Merger Agreement) is in effect), the BAT
Shareholders failed to approve the Resolution at the shareholders’ meeting or BAT breached
its obligations under the Merger Agreement, (2) prior to such termination, shareholder vote or
breach, as applicable, and after the date of the Merger Agreement, a Parent Alternative
Proposal (as defined in the Merger Agreement) that contemplates acquiring a majority of the
shares in, or the assets of, BAT is publicly proposed or announced and (3) within 12 months
after such termination, BAT enters into a definitive agreement with respect to, or completes,
such Parent Alternative Proposal.

In addition, the Merger Agreement provides that RAI will be entitled to receive a termination fee of
$500 million from BAT in the event that the Merger Agreement is terminated because the Proposed
Acquisition has not occurred by the End Date and at the time of termination (1) all antitrust approvals
that are Conditions have not been obtained, a legal restraint attributable to an antitrust law is in effect
that prevents Completion or an antitrust restriction (as defined in the Merger Agreement) is in effect
and (2) all other Conditions have been satisfied (or, in the case of any condition that is by its nature is
to be satisfied at Completion, would be satisfied if Completion were to occur on the date of such
termination). The Conditions related to antitrust approvals required as part of the closing conditions to
the Proposed Acquisition have been satisfied. BAT must also pay a termination fee of $500 million to
RAI if the Merger Agreement is terminated because a legal restraint attributable to an antitrust law that
prevents Completion has become final and non-appealable. BAT will not be required to pay the
termination fees described in this paragraph if RAI has not complied with its obligation to use
reasonable best efforts to complete the Proposed Acquisition as promptly as practicable.

1. Financing

BAT currently intends to finance the cash portion of the Merger Consideration, which the Directors
estimate to be approximately $24.4 billion, and related fees and expenses, with drawings under the
Acquisition Facility.

On 16 January 2017, B.A.T. International Finance p.l.c. and B.A.T Capital Corporation, each a
wholly-owned subsidiary of BAT, as original borrowers, and BAT, as guarantor, entered into the
Acquisition Facility with HSBC Bank plc, as agent, HSBC Bank USA, National Association, as US
agent, and the financial institutions party thereto, as mandated lead arrangers and banks. Under the
Acquisition Facility, the lenders are providing an unsecured and unsubordinated term loan facility in an
aggregate principal amount of up to $25,000,000,000, available for the purpose of financing the
Proposed Acquisition, paying fees and expenses and refinancing an existing revolving credit facility of
RAL.

The Acquisition Facility comprises four credit facilities:

e a $15,000,000,000 bridge facility which, subject to two six-month extension options exercisable
at BAT’s discretion, matures on the date falling 12 months (or, if both extension options are
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exercised, 24 months) after the earlier of (1) the date of Completion and (2) the business day
that is six months after 16 January 2017 (the earlier of (1) and (2), the Start Date);

e a $5,000,000,000 bridge facility which, subject to two six-month extension options exercisable
at BAT’s discretion, matures on the date falling 24 months (or, if both extension options are
exercised, 36 months) after the Start Date;

e a $2,500,000,000 term loan which matures on the date falling 36 months after the Start Date;
and

e a $2,500,000,000 term loan which matures on the date falling 60 months after 16 January
2017.

The Directors currently expect that the utilised Acquisition Facility will be refinanced by bond issuances
in due course. In addition, as an alternative, BAT may issue new bonds to satisfy a portion of the cash
portion of the Merger Consideration in lieu of drawing on the Acquisition Facility. BAT has not entered
into any definitive documentation with respect to any such bond issuances. There can be no assurance
that any replacement, supplemental or refinance financing will be available to BAT at all or on
acceptable terms.

12. 2017 Revolving Credit Facility

On 20 January 2017, BAT as guarantor and BAT, BATIF, British American Tobacco Holdings (The
Netherlands) B.V. (“BATHTN”), B.A.T. Netherlands Finance B.V. (“BATNF”) and BATCAP (each a
wholly-owned subsidiary of BAT), as original borrowers entered into a £5,680,000,000 forward starting
revolving credit facilities agreement with HSBC Bank plc as agent and euro swingline agent, HSBC
Bank USA, National Association as US agent and USD swingline agent and certain banks and financial
institutions as banks and arrangers (the “2017 RCF”).

The 2017 RCF comprises the following facilities:

e a £2,840,000,000 multi-currency revolving credit facility (“RCF Facility A”) with a
$785,714,285 USD swingline sub-facility and a €473,300,000 euro swingline sub-facility each
maturing on the date falling 364 days after the date of Completion and incorporating:

o an option to extend the final maturity date of RCF Facility A by 365 days (with each
bank having the right to accept or decline an extension request in respect of its
commitments);

o an option to term out RCF Facility A (at BAT’s option) by converting any outstanding
revolving facility advances into term advances on the applicable final maturity date (the
“Term Out Date”) and extending the final maturity date of RCF Facility A to either the
second anniversary of the date of Completion or, if the applicable final maturity date
has already been extended pursuant to the extension option, the third anniversary of
the date of Completion; and

e a £2,840,000,000 multi-currency revolving facility (‘RCF Facility B”) with a $1,571,428,571
USD swingline sub-facility and a €946,600,000 euro swingline sub-facility, each maturing on
29 May 2021. RCF Facility B effectively replaces BAT'’s existing £3,000,000,000 revolving
credit facility entered into on 29 May 2014 (the “2014 RCF”).

The 2017 RCF also contains an accordion feature, allowing BAT to bring one additional bank into the
facility by delivering a request on or prior to the date falling six months after the date of Completion.

Revolving facility advances are to be applied in or towards the general corporate purposes of the BAT
Group. Each swingline advance is to be applied in or towards refinancing short-term borrowings of the
BAT Group and providing support for the BAT Group’s euro (under all swingline facilities) and US
(under the USD swingline facilities) commercial paper programmes. The 2014 RCF will be cancelled at
Completion and the 2017 RCF will be available to draw from such time, provided applicable conditions
precedent are met (which includes evidence that the 2014 RCF has been cancelled). If at any time
BAT gives notice that Completion will not occur or if Completion does not occur on or before 31 March
2018, commitments under the 2017 RCF will be cancelled and this facility will not be available to be
drawn. In this case the 2014 RCF will remain in place until its maturity in 2021.
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13. Current trading and prospects for BAT and RAI

131 BAT

BAT issued, on 14 June 2017, the following trading update ahead of its closed period commencing
27 June 2017:

“The business continues to perform very well, in line with expectations.

First half revenue is expected to benefit from good pricing. As highlighted in February, first half
volumes are lapping a strong prior year comparator and will be impacted by the phasing of shipments
in a number of key markets, including Pakistan. Full year volume is expected to outperform the
industry, which we anticipate will be down around 4%.

We expect our market share to continue to grow, driven by the Global Drive Brands.

Trading in our key markets continues to reflect the trends discussed at the Preliminary Results in
February with Canada, Romania, Bangladesh and Ukraine performing well and conditions remaining
challenging in Brazil, South Africa, Malaysia, France and the UK.

The performance of GLO in Sendai, Japan continues to exceed our expectations and we are on track
for further Japanese and international rollout in the second half. In vapour, our share growth in Western
Europe continues and we are making encouraging progress with the rollout of VYPE PEBBLE. A city
test of VYPE e-Pen lll is on track for Q4.

As previously stated, profit growth is expected to be weighted to the second half of the year, mainly
due to the timing of volume shipments, as well as the phasing of Next Generation Product investments
and marketing spend.

If exchange rates stayed the same for the remainder of the year, there would be an adverse
transactional impact on operating profit of 2% for both the first half and the full year. For translation,
this would be a tailwind on operating profit of approximately 13% for the half year and 7% for the full
year.

First half EPS is expected to benefit from a significant translational foreign exchange tailwind of around
14%.”

13.2 RAI
Year ended 31 December 2016
RAI filed its Form 10-K for the year ended 31 December 2016 with the SEC on 9 February 2017.

RAI reported net sales of $12.5 billion in 2016, an increase of 17.1% compared to 2015. Comparisons
for the full year were driven largely by the addition of the NEWPORT brand following the acquisition of
Lorillard in June 2015. RAI’s reportable operating segments consist of RJR Tobacco, Santa Fe and
American Snuff. RJIR Tobacco’s net sales in 2016 were $10.3 billion, an increase of 19.5% compared
to 2015, primarily due to higher volume and favourable product mix of $1.3 billion and higher net
pricing of $490 million. Santa Fe’s 2016 net sales increased by 18.9% from 2015 to $973 million, due
to higher volume and higher net pricing. American Snuff net sales in 2016 totalled $914 million, an
increase of 6.9% compared to 2015, due to higher net pricing and higher moist snuff volume.

RAI's net income was $6.1 billion in 2016, an increase of 86.7% compared to 2015 primarily due to the
recognition of the gain on divestiture of NATURAL AMERICAN SPIRIT’s business outside the United
States in 2016. Each of RAI's reportable operating segments demonstrated improved operating income
during 2016.

Three months ended 31 March 2017
RAI filed its Form 10-Q for the three months ended 31 March 2017 with the SEC on 3 May 2017.

RAI reported net sales of $2.9 billion for the first quarter of 2017, an increase of 1.1% compared to the
first quarter of 2016. RJR Tobacco’s net sales in the first quarter of 2017 were $2.4 billion, a decrease
of 1.7% compared to the prior year period, primarily due to lower net volume/product mix of
$123 million, partially offset by higher net pricing of $120 million. Lower contract manufacturing
revenues and leaf sales also contributed to the decline in net sales. Santa Fe’s net sales increased by
9.2% from the prior year to $238 million, primarily due to higher volume and net pricing. American
Snuff net sales totalled $242 million, an increase of 12.0% compared to the prior year, primarily due to
higher net pricing and higher moist snuff volume.

65



RAI's net income was $780 million in the first quarter of 2017, a decrease of 78.1% compared to the
first quarter of 2016, which included a significant gain on divestiture resulting from the sale of
NATURAL AMERICAN SPIRIT’s business outside the United States. RJR Tobacco’s 2017 first-quarter
operating income was unfavourably impacted by lower net volume and product mix and higher State
Settlement Agreement expenses, partially offset by higher net pricing when compared to the first
quarter of 2016. RAI's other two reportable operating segments reported higher operating income in
the first quarter of 2017 compared to the same period in 2016.

14. De-listing of RAI Shares and listing of New BAT Shares

14.1 De-listing of RAI Shares

If the Proposed Acquisition completes, there will no longer be any publicly held RAI Shares.
Accordingly, RAI Shares will be delisted from the NYSE and will be deregistered under the Exchange
Act as soon as practicable following Completion, and RAI will no longer be required to file periodic
reports with the SEC in respect of RAIl Shares.

Prior to Completion, RAI will cooperate with BAT to cause the delisting of the RAI Shares from the
NYSE as promptly as practicable after Completion, and in any event no more than two business days
after Completion.

14.2 Listing of New BAT Shares

Under the terms of the Merger Agreement, BAT is required to use its reasonable best efforts to cause
(1) the New BAT Shares to be approved for admission to the premium listing segment of the Official
List of the UKLA and to trading on the main market for listed securities of the LSE and (2) the New BAT
ADSs to be issued as Merger Consideration to be approved for listing on the NYSE, subject to official
notice of issuance, each prior to Completion. It is a condition to both parties’ obligations to complete
the Proposed Acquisition that such approvals are obtained. Accordingly, application will be made to
have the New BAT Shares approved for listing by the UKLA and to trading on the main market for
listed securities on the LSE and for the New BAT ADSs to be approved for listing on the NYSE.
Application will also be made to have the New BAT Shares listed on the JSE.

BAT Shares have a secondary listing on the JSE in South Africa, under the abbreviated name BATS
and the trading code “BTI”. As at 31 December 2016, 257,070,692 BAT Shares (being 12.68% of
BAT’s issued ordinary share capital) were recorded on its South Africa branch share register.
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PART VII
INFORMATION ON THE BAT GROUP

1. Overview

BAT is the parent holding company of the BAT Group, a global tobacco and Next Generation Products
group with brands sold in over 200 markets. According to the BAT Group’s internal estimates, the BAT
Group is a market leader in more than 55 countries by volume, producing the cigarette chosen by one
in eight of the world’s one billion smokers. The BAT Group, excluding the BAT Group’s associated
undertakings, is organised into four regions: Asia-Pacific, Americas, Western Europe and Eastern
Europe, Middle East and Africa (‘EEMEA”).

For the year ended 31 December 2016, the BAT Group sold approximately 665 billion cigarettes
(excluding sales of its associates) of which approximately 630 billion cigarettes were produced by
44 factories in 42 countries. In 2016, the BAT Group’s five global drive brands - DUNHILL, KENT,
LUCKY STRIKE, PALL MALL and ROTHMANS - accounted for 49% of the BAT Group’s total cigarette
volume. The BAT Group’s range of products covers all segments, from value-for-money to premium
with a portfolio of international, regional and local tobacco brands to meet a broad array of adult
tobacco consumer preferences wherever the BAT Group operates. The BAT Group is investing in
building a portfolio of innovative new types of tobacco and nicotine products alongside its traditional
tobacco business. These Next Generation Products include vapour products (such as e-cigarettes) and
tobacco heating products.

The BAT Group manages a globally integrated supply chain and the BAT Group’s products are
distributed to retail outlets worldwide. During the year ended 31 December 2016, the BAT Group
employed around 50,000 people worldwide.

For the year ended 31 December 2016, the BAT Group’s revenue was £14,751 million and its profit
from operations was £4,655 million.

2, History and development of BAT

The BAT Group has had a significant global presence in the tobacco industry for over 100 years. BAT
Ltd. was incorporated in 1902, when the Imperial Tobacco Company and the American Tobacco
Company agreed to form a joint venture company. BAT Ltd. inherited companies and quickly expanded
into major markets, including India and Ceylon, Egypt, Malaya, Northern Europe and East Africa. In
1927, BAT Ltd. expanded into the US market through its acquisition of B&W.

During the 1960s, 1970s and 1980s, the BAT Group diversified its business under the umbrella of
B.A.T Industries p.l.c., with acquisitions in the paper, cosmetics, retail and financial services industries,
among others. Various business reorganisations followed as the business was eventually refocused on
the BAT Group’s core cigarette, cigars and tobacco products businesses with British American
Tobacco p.l.c. becoming a separately listed entity on the LSE in 1998.

In 1999, the BAT Group announced a global merger with Rothmans International, at that time the
fourth largest tobacco company in the world. The BAT Group acquired Imperial Tobacco Canada in
2000, and in 2003 the BAT Group acquired Ente Tabacchi Italiani S.p.A., Italy’s state-owned tobacco
company. Investments were made in Peru and Serbia in 2003, through the acquisitions of Tabacalera
Nacional and Duvanska Industrija Vranje. In July 2004, the US assets, liabilities and operations, other
than certain specified assets and liabilities, of BAT’'s wholly owned subsidiary, B&W, were combined
with RJR Tobacco Company. RAI previously was formed as a new holding company for these
combined businesses. As a result of the B&W business combination, B&W acquired beneficial
ownership of approximately 42% of the RAI Shares. In 2008, the BAT Group acquired Tekel, the
Turkish state-owned tobacco company, as well as 100% of the cigarette and snus business of
Skandinavisk Tobakskompagni A/S. Following the acquisition of its business during 2009, the BAT
Group recognised an effective 99% interest in Bentoel in Indonesia. In 2011, the BAT Group completed
the acquisition of 100% of Protabaco in Colombia. In 2012, the BAT Group acquired CN Creative
Limited, a UK based start-up company specialising in the development of e-cigarette technologies.
During 2013, the BAT Group entered into joint operations in China and Myanmar. In 2015, the BAT
Group acquired: the shares it did not already own in Souza Cruz; the Blue Nile Cigarette Company
Limited, a tobacco manufacturing and distribution company in the Republic of Sudan; and the CHIC
Group, a vapour product business in Poland and TDR d.o.o., a cigarette manufacturer in Central
Europe. In 2015, in connection with the Lorillard Merger (as described in paragraph 2.1 of Part VI
(Information on the RAI Group) of this Prospectus), the BAT Group also invested $4.7 billion to
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maintain its approximate 42% equity position in the enlarged RAI, following RAI’s purchase of Lorillard.
Following Completion, RAI will become an indirect, wholly owned subsidiary of BAT and will no longer
be a publicly held corporation. In 2016, the BAT Group acquired Ten Motives, a UK based e-cigarette
business with particular strength in traditional grocery and convenience channels.

BAT was incorporated in July 1997 under the laws of England and Wales as a public limited company
and is domiciled in the United Kingdom. BAT is the parent holding company of the BAT Group, which is
involved in activities directly or indirectly related to the manufacture, distribution or sale of cigarettes
and other tobacco and nicotine products.

21 Significant recent business combinations and acquisitions

During the years ended 31 December 2016 and 2015, the BAT Group made the following significant
business combinations and acquisitions:

e In 2015, the BAT Group invested £1.7 billion to acquire the shares it did not already own in its
Brazilian subsidiary, Souza Cruz S.A. (“Souza Cruz”), and de-listed the company. Following a
public auction in October 2015, the BAT Group acquired sufficient shares to cancel Souza
Cruz’s registration as a publicly listed company, with a total shareholding of 99.1%. The
compulsory acquisition of the remaining minority shares was approved on 5 February 2016,
with Souza Cruz becoming a wholly owned subsidiary at that date.

e In September 2015, the BAT Group completed the acquisition of TDR d.o.o., a cigarette
manufacturer in Central Europe, and other tobacco and retail assets (“TDR”) from Adris Grupa
d.d. for a total enterprise value of €550 million.

The BAT Group made no significant business combinations or acquisitions during the year ended
31 December 2014.

3. BAT Strategy

The BAT Group offers adult consumers a range of products including: cigarettes, Fine Cut tobacco,
Swedish-style snus, cigars and Next Generation Products.

The BAT Group has a diversified Global Drive Brand portfolio, rather than a “one size fits all” model.
Using insights into adult tobacco consumer preferences, the BAT Group seeks to deliver benefits to its
adult tobacco consumers through product quality, blend, taste and price. The BAT Group’s Global
Drive Brand approach offers choice to adult tobacco consumers through different brands, formats and
styles, drives the expansion of each brand’s geographic footprint; and improves margins.

The BAT Group focuses resources to develop these brands where it expects both current and long-
term growth opportunities to drive its share in a particular market. The BAT Group additionally relies on
its other international, regional and local brands in areas where these play a strategic role either in a
product sector or in a key local market with high consumer loyalty. The BAT Group intends to continue
to make substantial investments in a range of Next Generation Products to enable it to offer choice and
meet varied consumer needs in this emerging product category.

4, Business segments

The BAT Group, excluding the BAT Group’s associated undertakings, is organised into four regions:
Asia-Pacific, Americas, Western Europe and EEMEA. For more information about adjusted profit from
operations, including a reconciliation to profit for the year, see Part Ill (Important Information) of this
Prospectus.

The Western Europe region encompasses Western Europe and parts of Central Europe, including
Poland, Romania, Bulgaria, Serbia, Croatia, Montenegro, Albania and Kosovo. For the year ended
31 December 2016, the volume for the Western Europe region was 120 billion (compared to 112 billion
for the years ended 31 December 2015 and 2014). For the year ended 31 December 2016, revenue
from the Western Europe region was £3,867 million (compared to £3,203 million for the year ended
31 December 2015 and £3,359 million for the year ended 31 December 2014), which is 26.2% of the
BAT Group’s total consolidated revenue, profit from operations was £1,044 million and adjusted profit
from operations was £1,389 million, representing 21.6% and 28.7% of the BAT Group’s total profit,
respectively.

The Asia-Pacific region encompasses South Korea, the markets of South-East Asia, South Asia, Japan
and Australasia. For the year ended 31 December 2016, the volume for the Asia-Pacific region was
196 billion (compared to 198 billion for the year ended 31 December 2015 and 197 billion for the year
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ended 31 December 2014). For the year ended 31 December 2016, revenue from the Asia-Pacific
region was £4,266 million (compared to £3,773 million for the year ended 31 December 2015 and
£3,873 million for the year ended 31 December 2014), which is 28.9% of the BAT Group’s total
consolidated revenue, profit from operations was £1,432 million and adjusted profit from operations
was £1,630 million, representing 29.6% and 33.7% of the BAT Group’s total profit, respectively.

The Americas region encompasses the markets of Central America and South America, the
Caribbean, Canada and Mexico. For the year ended 31 December 2016, the volume for the Americas
was 113 billion (compared to 124 billion for the year ended 31 December 2015 and 131 billion for the
year ended 31 December 2014). For the year ended 31 December 2016, revenue from the Americas
was £2,868 million (compared to £2,720 million for the year ended 31 December 2015 and
£2,990 million for the year ended 31 December 2014), which is 19.4% of the BAT Group’s total
consolidated revenue, profit from operations was £1,017 million and adjusted profit from operations
was £1,172 million, representing 21.0% and 24.2% of the BAT Group’s total profit, respectively.

The EEMEA region encompasses Eastern Europe, which includes Russia, Ukraine, Moldova, Belarus,
the Caucasus, the Middle East and Africa. For the year ended 31 December 2016, the volume for the
EEMEA region was 236 billion (compared to 229 billion for the year ended 31 December 2015 and
227 billion for the year ended 31 December 2014). For the year ended 31 December 2016, revenue
from the EEMEA region was £3,750 million (compared to £3,408 million for the year ended
31 December 2015 and £3,749 million for the year ended 31 December 2014), which is 25.4% of the
BAT Group’s total consolidated revenue, profit from operations was £1,182 million and adjusted profit
from operations was £1,289 million, representing 24.4% and 26.6% of the BAT Group’s total profit,
respectively.

5. Brands and products

The BAT Group’s core tobacco product range includes cigarettes, Fine Cut (roll-your-own and make-
your-own tobacco), Swedish-style snus and cigars. The BAT Group’s range of products covers all
segments, from value-for-money to premium products. In addition, the BAT Group also develops and
sells Next Generation Products and is currently focusing on two distinct categories: vapour products
(such as e-cigarettes) and tobacco heating products.

The BAT Group’s cigarette portfolio is composed of Global Drive Brands, international brands and local
brands. The BAT Group’s five Global Drive Brands play a key role in its growth strategy. For the year
ended 31 December 2016, Global Drive Brands volume represented 49% of the BAT Group’s global
cigarette volume, up from 35% in 2011. The international and local brands help maintain the BAT
Group’s broad brand portfolio worldwide, with strong market positions in many key markets, such as
Brazil, Canada, South Africa, Turkey, Nigeria, Denmark, Norway, Australia, Vietnam, Pakistan,
Bangladesh and Japan.

The BAT Group'’s five Global Drive Brands are:
e DUNHILL;
e KENT;
e LUCKY STRIKE;
e PALL MALL; and
e ROTHMANS.

The BAT Group’s other international brands include:

e VOGUE;

e VICEROY;

e KOOL;

e PETER STUYVESANT;
e CRAVENA,;

e BENSON & HEDGES;

e JOHN PLAYER GOLD LEAF;
e STATE EXPRESS 555; and
e SHUANG XI.
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5.1 Global drive brands

5.1.1 DUNHILL

The DUNHILL brand for tobacco products was launched in 1907. In 1999, as part of the BAT Group’s
merger with Rothmans International, the BAT Group acquired Dunhill Tobacco of London Limited,
including all of the DUNHILL brand of cigarettes, cigars and tobacco products. The DUNHILL brand
range includes a diverse range of cigarettes and cigars that can command premium or above premium
prices. The BAT Group’s DUNHILL brand is sold in more than 100 markets. For the year ended
31 December 2016, total DUNHILL volume decreased compared to the year ended 31 December 2015
by 3.3% to 57 billion (representing 8.5% of the BAT Group’s global volume), driven mainly by industry
declines in Malaysia and Brazil, which more than offset growth in South Korea and the continued
growth in Indonesia.

In recent years, the BAT Group has enhanced DUNHILL’s position in various key markets, including
the successful entry of the brand into Indonesia (following the acquisition of Bentoel) and through the
delivery of innovative cigarette products such as new capsule offers and the BAT Group’s Reloc
product innovation using re-sealable pack technology distinctive to DUNHILL. The roll-out of the BAT
Group’s super-premium variant Fine Cut has also helped to expand DUNHILL into a number of new
markets.

5.1.2 KENT

The Directors believe that KENT is a market leader in the tobacco industry for innovation. The KENT
brand is sold in more than 70 markets. For the year ended 31 December 2016, total KENT volume
increased compared to the year ended 31 December 2015 by 1.0% to 66 billion (representing 10% of
the BAT Group’s global volume), driven by increased sales in Chile, Turkey, Japan and Russia.

In recent years, the BAT Group has developed a number of innovations in respect of the KENT brand.
KENT Convertibles, the innovative range of capsule products launched in 2010, continues to expand
into new markets and has played a key role in generating volume growth and reinforcing KENT’s status
as a leader in innovation. Also, KENT has expanded its slimmer formats to continue driving share
growth in the super slim premium segment. Packaging improvements implemented across the BAT
Group’s core range and a recent launch of the tube filter have also strengthened the BAT Group’s
brand and resulted in share gains in important markets such as Japan and Turkey.

5.1.3 LUCKY STRIKE

The LUCKY STRIKE brand was launched in 1871. In 1994, the LUCKY STRIKE brand was added to
the BAT Group’s portfolio, through the acquisition of the American Tobacco Company. For the year
ended 31 December 2016, total LUCKY STRIKE volume increased compared to the year ended
31 December 2015 by 13.5% to 36 billion (representing 5.5% of the BAT Group’s global volume), with
growth in Indonesia, Colombia, Egypt, France, Croatia and Italy, which more than offset reductions in
Argentina and Russia. The LUCKY STRIKE brand is sold in more than 80 markets.

LUCKY STRIKE has continued its growth through the LUCKY STRIKE Click & Roll capsule product
particularly in the Americas region and in France. The Adult Smokers Under 30 market segment
accounts for a significant percentage of the brand’s franchise and the BAT Group continues to focus on
this market segment through consumer relevant innovation.

5.1.4 PALL MALL

The PALL MALL brand was introduced in 1899 by the Black Butler Company. In 1994, the PALL MALL
brand was added to the BAT Group’s product portfolio, through the acquisition of the American
Tobacco Company. PALL MALL is the BAT Group’s leading global value-for-money brand. Based on
the BAT Group’s internal estimates, using the declared brand volumes of the BAT Group’s key
competitors, PALL MALL is the fourth biggest global brand. For the year ended 31 December 2016,
total PALL MALL volume increased compared to the year ended 31 December 2015 by 0.1% to
92 billion (representing 13.9% of the BAT Group’s global volume), as growth in Venezuela, Poland,
Iran, Mexico and Romania more than offset reductions in Pakistan and the migration to ROTHMANS in
Italy. PALL MALL is sold in more than 110 markets.

PALL MALL’s products include the BAT Group’s global core offer, along with menthol, capsules, extra
cut and additive-free ranges.
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5.1.5 ROTHMANS

The ROTHMANS brand was established in London in 1890 by its founder, Louis Rothman. The
ROTHMANS brand was acquired by the BAT Group following its global merger with Rothmans
International in 1999. For the year ended 31 December 2016, total ROTHMANS volume increased
compared to the year ended 31 December 2015 by 36.9% to 73 billion (representing 10.9% of the BAT
Group’s global volume), driven by an increase in volumes in Russia, Ukraine, Italy, Nigeria, Turkey and
South Korea. ROTHMANS is currently available in over 80 markets around the world.

5.2 Local and international brands

Although the BAT Group’s local and international brands are undergoing a slow decline, representing
36.1% and 15.2% of total BAT Group volume and down 4.4% and 9.0%, respectively, for the year
ended 31 December 2016 compared to the prior year, these brands continue to play an important role
in delivering the BAT Group’s strategy in several key markets, including South Africa, Vietnam,
Pakistan, Bangladesh and Japan. These brands are also predominantly the source of migrations to the
BAT Group’s Global Drive Brands. International brands include VOGUE, VICERQY, KOOL, PETER
STUYVESANT, CRAVEN A, BENSON & HEDGES, JOHN PLAYER GOLD LEAF, STATE EXPRESS
555 and SHUANG XI. The BAT Group’s portfolio also includes important local brands which enjoy high
consumer loyalty, such as YAVA in Russia and DERBY in Brazil. These brands assist the BAT Group
in maintaining a broad brand portfolio worldwide.

5.3 Next Generation Products

The two main categories of Next Generation Products are: vapour products (such as e-cigarettes),
which are battery powered electronic devices which heat a solution to create a vapour which can be
inhaled and tobacco heating products, which are battery powered electronic devices that operate with
specifically designed consumables containing tobacco, to deliver a real tobacco taste and aroma.
While still a nascent market, the global vapour products category is currently the larger of the two and
continues to grow at a significant rate in certain key markets. Today, tobacco heating products are a
smaller category but one that is growing, particularly in Japan, and the category is expanding to other
markets, including in Europe.

The BAT Group is one of the largest international companies in the vapour market outside of the
United States and China, having successfully launched a portfolio of products in the five largest vapour
markets in Europe and established significant market share in the United Kingdom and Poland, based
on the BAT Group’s internal estimates.

The BAT Group’s leading vapour product brand is VYPE, which is available in 10 countries following a
geographic expansion during the year ended 31 December 2016, including the launch of VYPE in the
United Kingdom during the year ended 31 December 2013 and the opening of the first VYPE retail
concept store in Milan in 2016. The BAT Group has six different VYPE devices available to adult
tobacco consumers, as well as a variety of e-liquid flavours and nicotine strengths, including a nicotine-
free option. The newest addition to the BAT Group’s portfolio of vapour products is the VYPE PEBBLE,
which is a small, portable device that is simple to use. Currently, the BAT Group is consumer testing its
first VYPE device using a new vaping technology developed in partnership with an independent
inventor, which would replace the current “coil and wick” system. In December 2016, the BAT Group
launched a tobacco heating product, called GLO, in Sendai, Japan, which provides an experience to
adult tobacco consumers similar to that of a cigarette. The BAT Group’s other tobacco heating product,
the IFUSE product, blends vaping technology with tobacco. The iFUSE product was launched in
Romania during the year ended 31 December 2015 as a test market, and further development of this
platform is scheduled to take place during the year ending 31 December 2017.

To provide a globally consistent and responsible approach to the marketing of its vapour products,
during the year ended 31 December 2015, the BAT Group developed and published its vapour product
Marketing Principles, which are aligned to the UK Committee of Advertising Practice Codes. The BAT
Group is currently working on the development of new Marketing Principles for tobacco heating
products.

6. Procurement

While the BAT Group does not own tobacco farms or directly employ farmers, it sources over 400,000
tons of tobacco leaf each year directly from over 90,000 contracted farmers and through third-party
suppliers mainly in developing countries and emerging markets in Africa, Asia and Latin America. The
BAT Group also purchases tobacco leaf from India where the tobacco is bought over an auction floor.
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For the year ended 31 December 2016, the BAT Group entered into commitments to buy 80% of its
leaf from its principal sources located in 14 countries. The price of tobacco in US dollars varies from
year to year driven by domestic inflationary pressures, supply, demand and quality. The Directors
believe there is an adequate supply of tobacco leaf in the world markets to satisfy its current and
anticipated production requirements.

The BAT Group also purchases other raw materials, such as packaging materials, filters and paper,
from other international suppliers. The e-liquids used in the BAT Group’s vapour products are made
from medical grade nicotine sourced from third-party manufacturers. The BAT Group’s Next
Generation Products are mainly manufactured in third-party factories.

The BAT Group continues to implement and realise the benefits of a new global operating model with
common systems, processes and ways of working across its worldwide businesses. This has helped
drive further savings through greater global integration between end-markets, regional and global sub
functions. Examples of this are the increased use of shared services for back office functions, a global
supply planning centre in Southampton, United Kingdom and the establishment during the year ended
31 December 2016 of a new Global Leaf Operations Centre in Brazil which helps export best
agronomic practice across the BAT Group.

Furthermore, the BAT Group invests over £60 million each year to provide on-the-ground support and
advice to its contracted farmers.

For the year ended 31 December 2016, the BAT Group replaced its Social Responsibility in Tobacco
Production programme with the Sustainable Tobacco Programme (“STP”). This is an industry-wide
initiative developed in collaboration with five other manufacturers to bring together best practice from
across the industry. It is also aligned to important external standards, such as those of the International
Labour Organization, and includes strengthened processes and more frequent on-site reviews of leaf
suppliers. STP covers areas such as sustainable farming techniques, the use of agrochemicals, soil
and water management and actions that can be taken to help prevent child labour, forced labour and to
create safer working environments.

STP has been adopted by all major global tobacco manufacturers and their leaf suppliers. Its aim is to
provide a more consistent and robust way of assessing suppliers’ performance, reducing complexity
and driving continuous improvement across the global tobacco leaf supply chain. STP was rolled out
across the BAT Group’s leaf supply chain during the year ended 31 December 2016 through a series
of training and regional workshops.

7. Manufacturing

For the year ended 31 December 2016 the BAT Group sold approximately 665 billion cigarettes
(excluding sales of its associates) of which approximately 630 billion cigarettes were produced by
44 cigarette factories in 42 countries. The BAT Group’s factory outputs and establishments vary
significantly in size and production capacity. For example, the BAT Group’s site in St. Petersburg,
Russia has an annual output of about 45 billion cigarettes and over 500 employees, whereas one of
the BAT Group’s smallest factories in Fiji, has an annual output of about 330 million cigarettes and
approximately 50 employees. In addition, the BAT Group has 18 green leaf threshing plants, where
leaf received from the farmers is processed, and three factories that produce other tobacco products,
such as roll-your-own tobacco, make-your-own and snus. In total, approximately 18,000 employees
work within the BAT Group’s manufacturing operation. The BAT Group uses a mixture of in-house and
contract manufacturers to manufacture its Next Generation Products.

BAT-Owned Manufacturing Facilities?

Western Europe Asia-Pacific Americas EEMEA Total
Fully Integrated (cigarettes / other
tobacco products) ............ccoeeeenennn. 7 11 7 9 34
Make-pack ........cccoiiiiiiiiii 0 4 0 6 10
Other....coooiiiiii 2 0 0 0 2
Total..ooii 9 15 7 15 46
1 As at 31 December 2016.

The plants and properties owned or leased and operated by the BAT Group’s subsidiaries are
maintained in good condition and are believed to be suitable and adequate for the BAT Group’s
present needs. As a result of the recent acquisition of the Blue Nile Cigarette Company Limited, the

72



BAT Group is currently investing in bringing an acquired factory to a condition deemed appropriate by
the BAT Group. The BAT Group plans to close its factory in Bayreuth, Germany by the end of 2017
and to transfer its production to existing factories in Poland, Romania, Hungary and Croatia.

The technology employed in cigarette factories is sophisticated, especially in the area of cigarette
making and packing where throughputs can reach between 500 and 1000 packs per minute. The BAT
Group can produce many different pack formats (e.g. varying the number of cigarettes per packet) and
configurations (e.g. bevel edge, round corner, international) to suit marketing and consumer
requirements. New technology machines are sourced from the leading machinery suppliers to the
industry. Close cooperation with these organisations helps the BAT Group support its marketing
strategy by driving its product innovations, which are brought to the market on a regular basis.

The BAT Group uses quality standards, processes and procedures covering the entire end-to-end
value chain to help to ensure quality products are provided to its customers and adult tobacco
consumers according to the BAT Group’s requirements and end market regulatory requirements.

The BAT Group has several improvement initiatives which it is currently managing. For example, the
BAT Group is continuing to realise the benefits of its Integrated Work System Programme launched
during the year ended 31 December 2014, a centrally led initiative with an aim to improve the
performance of the BAT Group’s factories globally by focusing on manufacturing standards, continuous
improvement, assessment and benchmarking and organisational development. The BAT Group also
uses a survey process in the factories with an aim to improve factory productivity and reduce costs in
the manufacturing environment. This process, known as “Bulls Eye”, has been in existence for a
number of years and highlights productivity opportunities by benchmarking.

8. Customers

No BAT Group customer accounted for 10% or more of the BAT Group’s consolidated revenue during
the years ended 31 December 2016, 2015 or 2014. There is no concentration of credit risk with respect
to trade receivables as the BAT Group has a large number of internationally dispersed customers.

9. Distribution, sales and marketing

The BAT Group’s products are distributed to retail outlets around the world, including supermarkets,
convenience stores, hotels, restaurants, cafes, tobacconists and duty free shops. The BAT Group
recognises the importance of retail outlet distribution and as part of its trade communication and
distribution strategy, the BAT Group has adopted a direct and exclusive distribution approach, or
“direct store sales”, by identifying and working with the retail outlets to develop a commercially based
and strategic relationship. Direct store sales provide the BAT Group with visibility and control over the
distribution of its products, allowing the BAT Group to access both the market and consumer
information. Such sales also provide a direct commercial link to the BAT Group’s most strategic retail
accounts. Around half of the BAT Group’s global cigarette volume is sold by retailers, supplied through
the BAT Group’s direct distribution capability or exclusive distributors. The BAT Group continuously
reviews its route to market for combustible products and Next Generation Products, including its
relationships with wholesalers, distributors and logistics providers.

The BAT Group additionally has hundreds of local and regional wholesale customers and actively
works with key global corporate retailer partners. These very large businesses operate mainly in the
grocery, convenience stores and petrol station distribution channels. The BAT Group continues to
further develop joint programmes with its global retail partners in order to better reach adult smokers in
key channels such as global travel retail and convenience. The Directors believe that its routes to
market are critical and allow the BAT Group to roll out innovations effectively and quickly on a global
scale as well as to meet consumer demand at the point of sale.

In addition, the BAT Group trains its trade marketing and distribution staff to successfully support its
brands and innovations in a fast-paced and rapidly changing environment to meet the demands of
retailers and adult tobacco consumers. The BAT Group has over 20,000 trade marketing and
distribution staff.

The BAT Group’s marketing is based on understanding adult tobacco consumers and giving them
relevant choices. The BAT Group gathers insights into adult tobacco consumers’ smoking preferences
and buying behaviour to understand the different profiles of its adult tobacco consumers, before
investing in developments across the marketing mix to deliver relevant choices for the BAT Group’s
adult tobacco consumers. This assists the BAT Group in ensuring its products satisfy the preferences
of adult tobacco consumers.

73



The BAT Group is focused on delivering quality tobacco products to adult tobacco consumers. The
BAT Group’s marketing strategy is driven by four principles:

e understanding the different profiles and preferences of its customers;
e the strength of its brands;

e its consumer-centric innovative products; and

e world class trade marketing.

The Company believes that there should be marketing restrictions for products which pose real and
serious risks to health, such as tobacco products. The BAT Group seeks to apply a consistent,
responsible approach to marketing across the BAT Group by requiring that its companies follow its
International Marketing Principles, which govern the BAT Group’s marketing of all combustible tobacco
products. The BAT Group’s International Marketing Principles provide that its marketing should be
targeted at adult tobacco consumers and not undermine their understanding of the health risks and
include, for example, further procedures for adult verification and for the responsible use of new and
emerging channels of consumer communication. The BAT Group’s International Marketing Principles
are its minimum standards and are applied even when they are stricter than local laws. However, if
local laws or other voluntary codes in markets are stricter than or override the International Marketing
Principles, then the BAT Group abides by those laws or voluntary codes. The BAT Group monitors
adherence to its International Market Principles through market audits and annual self-assessments.

10. Regulation

The BAT Group’s businesses operate under increasingly stringent regulatory regimes worldwide. The
tobacco industry is one of the most highly regulated in the world, with manufacturers required to
comply with a variety of different regulatory regimes across the globe. The BAT Group continues to
respond to these regimes and engages with governments and other regulatory bodies to find solutions
to changing regulatory landscapes. Restrictions on the manufacture, sale, marketing and packaging of
tobacco products are in place in nearly all countries and markets. For further information see Part IX
(Regulation) of this Prospectus.

The Directors believe that as a responsible business, the BAT Group can contribute through
information, ideas and practical steps, to help regulators address the key issues regarding its products,
including under-age access, illicit trade, product information, product design, involuntary exposure to
smoke and the development of potentially less harmful products, while maintaining a competitive
market that accommodates the significant percentage of adults who choose to be tobacco consumers.
The BAT Group is committed to working with national governments and multilateral organisations and
welcomes opportunities to participate in good faith to achieve sensible and balanced regulation of
traditional tobacco products and Next Generation Products. For information about risks related to
regulation, see paragraph 2.2 of Part Il (Risk Factors) of this Prospectus.

1. Environmental matters

The BAT Group is subject to extensive environmental laws and regulations with respect to water and
air quality, greenhouse gas emissions, solid and hazardous waste disposal and odour and noise
control. The BAT Group conducts an on-going programme designed to ensure and maintain
compliance with these environmental laws and regulations. The Directors believe that it is in material
compliance with all applicable environmental laws and regulations wherever it operates. However, the
BAT Group cannot predict whether future changes in environmental laws or regulations might increase
the cost of operating its facilities and conducting its business. Any such changes could have adverse
consequences on the BAT Group’s business, financial condition and results of operations. In addition,
failure to comply with these laws and regulations can result in significant fines, penalties and civil or
criminal liabilities, and liability for the clean-up of contamination can, in some jurisdictions, be imposed
without regard to whether the owner or operator of the property or facility knew of, or was responsible
for, the release or presence of hazardous or toxic substances.

The BAT Group’s Environment, Health and Safety policy (the “EHS Policy”) sets out detailed
requirements for all of its operating companies, designed to achieve the BAT Group’s aim of applying
the best international standards in environmental, occupational health and safety management, and to
ensure that its companies give the necessary compliance activities a high priority. Unless local law is
more exacting, all of the BAT Group’s operating companies are expected to comply with EHS Policy.

74



12. Industry and competitive environment

According to Euromonitor International and the BAT Group’s internal estimates, the global cigarette
industry sells around 5,450 billion cigarettes each year and the retail value of the global tobacco
market (including cigarettes, cigars, cigarillos, smoking tobacco, smokeless tobacco and vapour
products) for 2016 was estimated at $785 billion. Since 1995, the world market for cigarettes has
grown, predominantly due to growth in China, which has offset the reducing volume of cigarettes in the
rest of the world, especially in developed markets, such as Western Europe. Over the coming years,
the Directors expect volumes of cigarettes outside China to continue to decline as a lower percentage
of the total adult population will choose to smoke cigarettes and individual smokers will consume fewer
cigarettes; these dynamics will be partly offset by the impact of population growth.

In 2016, the four biggest international manufacturers, outside of China, India and the United States,
according to the BAT Group’s internal estimates, were Philip Morris International with a share of the
global market excluding China, India and the United States of approximately 31%, the BAT Group
(excluding associates) with approximately 25%, Japan Tobacco with approximately 19% and Imperial
Brands with approximately 10%, based on sales by volume. Collectively, these four players held
around 41% of the global market, or approximately 84% of the market outside of China, India and the
United States. According to Euromonitor International, China accounts for approximately 45% of global
cigarette volume and is the world’s largest cigarette market. The international tobacco companies have
a very small presence in the Chinese market, where the industry is state-owned. According to
Euromonitor International, India accounts for approximately 1.5% of global cigarette volume and ITC
accounts for approximately 79% of India’s market share. The BAT Group has an approximate 30%
interest in ITC. According to Euromonitor International, the United States accounts for approximately
5% of global cigarette volume. For the year ended 31 December 2016, the RAIl Group accounted for
approximately 34% of the United States’ cigarette market share, according to MSAi. The BAT Group
has an approximate 42% interest in RAI. The global tobacco industry operates in a challenging
environment. The BAT Group competes primarily on the basis of product quality, brand recognition,
brand loyalty, taste, innovation, packaging, service, marketing, advertising and retail price. The size of
the global cigarette market is impacted by a number of factors, including increased regulation,
litigation, rising excise rates on its products and illicit trade. For further information see Part IX
(Regulation) of this Prospectus.

Tobacco products are subject to substantial duty, excise and other taxes in most markets in which the
BAT Group operates. Increases to duty, excise and other taxes affect the size of tobacco markets.
Significant and sustained increases in taxes in markets where tobacco prices are already high may
lead adult tobacco consumers to switch to cheaper brands. This can lead to the growth in sales of
lower margin products and decreases in sales of higher margin products. Additionally, increases in
tobacco taxes can lead to adult tobacco consumers rejecting legitimate tax-paid products and
switching to products from illegal sources.

Trafficking of tobacco products includes the trade in counterfeit products, smuggled genuine products,
including ‘illicit whites’ (also known as “made for smuggling brands”), and locally manufactured
products on which applicable taxes are evaded. lllicit trade remains a key challenge for the legitimate
tobacco industry. lllicit trade is driven by many factors, including tax-driven price increases, weak
criminal penalties, poor enforcement of border controls, weak laws, corruption, loosely regulated free
trade zones, a less rigorous approach to intellectual property rights protection and the use of the
internet as a medium of trading. Euromonitor International estimates that approximately 456 billion
cigarettes per year are smuggled, manufactured illegally or counterfeited. The BAT Group is liaising
with governments and law enforcement agencies around the world to combat illicit trade. The BAT
Group also undertakes a range of measures to protect its trademarks and strengthen the security of its
supply chain, such as digital coding and tax verification, which help governments ensure taxes and
duties are paid, and a track and trace system, which means the BAT Group can monitor its products as
they move through the supply chain. The BAT Group also destroys all old machinery and spares, while
cooperating with suppliers and customers to fight trafficking.

The Directors believe that quality and innovation will play an increasing role in delivering market share,
as tobacco companies operate in a highly competitive marketplace. This involves cigarette innovations
such as capsule products, additive-free products, tube filters and slims. Substantial investments have
also been made in developing Next Generation Products.

75



13. Research and development

The BAT Group makes significant investments in research and development to deliver innovations that
satisfy or anticipate consumer needs and generate growth for the business.

The BAT Group has an extensive scientific research programme in a broad spectrum of scientific fields
including molecular biology, toxicology and chemistry. The BAT Group has spent £446 million on
research and development over the past three years (£144 million for the year ended 31 December
2016, £148 million for the year ended 31 December 2015 and £154 million for the year ended
31 December 2014), with a focus on products that could potentially reduce the risk associated with
smoking conventional cigarettes.

The BAT Group is transparent about its research and development and publishes details of its
research programmes on its website, and the results of its studies in peer-reviewed journals.

The BAT Group’s research and development function also provides guidance on the use of ingredients
in the BAT Group’s products to ensure its current product portfolio complies with national legislative
requirements and with its own internal standards.

14. Capital expenditures

Gross capital expenditures include purchases of property, plant and equipment and purchases of
intangibles. The BAT Group’s gross capital expenditures for the years ended 31 December 2016, 2015
and 2014 were £652 million, £591 million and £689 million, respectively, representing investment in the
BAT Group’s global operational infrastructure (including, but not limited to, the manufacturing network,
trade marketing and IT systems). The BAT Group expects gross capital expenditures for the year
ending 31 December 2017 to be approximately £620 million. These 2017 expenditures do not include
any expected amounts related to RAI and are primarily related to investment in the BAT Group’s global
operational infrastructure and are expected to be funded by operating cash flows and, where
applicable, from the BAT Group’s existing credit facilities.

15. Intellectual property

The BAT Group’s trademarks, which include the brand names under which its products are sold, are
key assets. The BAT Group regards the protection and maintenance of the reputation of its brand
names and trademarks as critical to its success. The BAT Group relies on trademark laws together
with patent, copyright and design right laws in different jurisdictions around the world to protect its
intellectual property rights.

The BAT Group owns the trademarks to the vast majority of the brands that it uses in its business.
Generally, the BAT Group’s trademarks in relation to its Global Drive Brands and its other international
brands are principally owned by the BAT Group’s brand owning companies in the United Kingdom, the
United States, the Netherlands or Switzerland, and are licensed to its relevant operating companies.
Other brands tend to be owned by the local BAT Group operating company.

In addition to selling brands that the BAT Group owns, the BAT Group also sells CAMEL, WINSTON
and SALEM branded products which are licensed to the BAT Group by Japan Tobacco with respect to
cigarettes in certain markets in Latin America.

SHUANG XI (outside of China mainland) and STATE EXPRESS 555 are owned by CTBAT, a joint
venture between the BAT Group and CNTC.

The BAT Group also owns a number of brands and trademarks which it has licensed to third parties for
use in particular jurisdictions. For example:

e the BENSON & HEDGES trademark is licensed to ITC for use in respect of cigarettes and
tobacco products in India;

e the DUNHILL trademark is licensed to RAI for use in respect of cigarettes, cigars and tobacco
products in the United States; and

e the DUNHILL trademark is licensed to Rothmans, Benson & Hedges Inc. for use in respect of
cigarettes and tobacco products in Canada.
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As well as protecting its brand names by way of trademark registration, the BAT Group also protects its
innovations by means of patents and designs in key global jurisdictions. As at 31 December 2016, the
BAT Group had:

Status Number

Pending DESIGNS . ....ueiiie e 168
Granted DESIGNS ... e e 1890
Pending Patents ... 2168
Granted Patents .........c..iiiiiiii 1938

16. Seasonality

The BAT Group’s business segments are not significantly affected by seasonality, although in certain
markets cigarette consumption trends rise during the summer months due to longer daylight time and
tourism.

17. Employees

As at 31 December 2016, the number of persons permanently employed by the BAT Group was
50,274 worldwide. The Directors believe that its labour relations are good.

The following table sets forth the number of BAT Group permanent employees by region for the years
ended 31 December 2016, 2015 and 2014.

Region As at 31 December
2016 2015 2014
(number of employees worldwide)

ASIA-PaCIfiC ..o 13,674 13,745 16,184
P 0 =14 (o7 13,647 14,395 14,102
Western EUrOpe .. .. e 11,794 12,025 12,113
EEME A o s 11,159 11,627 12,200
Total EMPIOYEES ..o 50,274 51,792 54,599
1 Included within the employee numbers for Western Europe are certain employees in different locations in respect of

central functions. Some of the costs of these employees are allocated or charged to the various regions and markets in
the BAT Group.
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PART VI
INFORMATION ON THE RAI GROUP

1. Overview

RAIl is the parent company of the RAlI Group whose wholly owned operating subsidiaries include RJR
Tobacco Company, the second largest tobacco company in the United States, whose brand portfolio
includes the premium brands NEWPORT and CAMEL and the traditional value brand PALL MALL,;
SFNTC, the manufacturer and marketer of the premium cigarette brand NATURAL AMERICAN
SPIRIT; American Snuff Co., the second largest smokeless tobacco products manufacturer in the
United States; RJR Vapor, a marketer of digital vapour cigarettes in the United States; Niconovum
USA, Inc. and Niconovum AB, marketers of nicotine replacement therapy products in the United States
and Sweden respectively.

RAI had consolidated net sales of $12,503 million and consolidated net income of $6,073 million for the
year ended 31 December 2016 (compared to consolidated net sales of $10,675 million and
consolidated net income of $3,253 million for the year ended 31 December 2015).

2. History and development of the RAI Group

RJR Tobacco Company was founded in 1875 by Richard Joshua Reynolds. In 1913, RJR Tobacco
Company introduced CAMEL cigarettes. In 1954, RJR Tobacco Company introduced WINSTON,
followed by SALEM in 1956.

Following RJR Tobacco Company’s diversification into foods and other non-tobacco businesses during
the 1960s and 1970s, R. J. Reynolds Industries, Inc. was formed as a new parent company of RJR
Tobacco Company.

In 1985, R. J. Reynolds Industries, Inc. acquired the Nabisco Brands and was renamed RJR Nabisco,
Inc. In 1988, RJR Nabisco, Inc. entered into a merger agreement with Kohlberg Kravis Roberts & Co.
(“KKR”) for the acquisition of RJIR Nabisco by KKR. The merger was completed in 1989 for $25 billion.

In 1999, following the sale of RJR Tobacco Company’s international tobacco business to JTI, the
remaining tobacco and food businesses were separated. In June 1999, the domestic tobacco business
was spun off from RJR Nabisco Holdings Corp, the parent company of RJR Nabisco, as R.J. Reynolds
Tobacco Holdings, Inc. which became a separate publicly traded company.

In January 2002, R.J. Reynolds Tobacco Holdings, Inc. acquired SFNTC. Established in 1982, SFNTC
is the manufacturer and marketer of NATURAL AMERICAN SPIRIT cigarettes and other tobacco
products.

On 30 July 2004, the US assets, liabilities and operations of B&W, a wholly owned subsidiary of BAT,
were combined with RJR Tobacco Company. RAI, incorporated on 2 January 2004, became the parent
company of the merged US operations of RJR Tobacco Company and B&W. As a result of the B&W
Business Combination and, as described in more detail in paragraph 2.1 below, subsequent share
investment in 2015, BAT, through its wholly owned subsidiaries, owns approximately 42% of the
outstanding RAI Shares.

In May 2006, RAI completed its acquisition of Conwood Company (now the American Snuff Co.), the
owner of GRIZZLY and KODIAK brands. In December 2009, RAI completed its acquisition of
Niconovum AB, a Swedish-based nicotine replacement therapy company and in 2010, Niconovum
USA Inc. was formed. In 2012, Niconovum USA, Inc.'s (part of the RAI Group) ZONNIC nicotine
replacement therapy gum was first marketed in Des Moines, lowa before expanding nationally in 2014.

R. J. Reynolds Vapor Company was formed in 2012, and started selling its VUSE Digital Vapor
Cigarettes in Colorado in June 2013 before expanding nationally in 2014.

2.1 Significant recent business combinations, acquisitions and sales

On 12 June 2015, RAI acquired Lorillard in a cash and shares transaction valued at $25.8 billion,
pursuant to which (i) a wholly owned subsidiary of RAl merged with and into Lorillard, with Lorillard
continuing as the surviving entity and a wholly owned subsidiary of RAI (the “Lorillard Merger”) and
(ii) Lorillard Tobacco Company LLC (“Lorillard Tobacco”), a wholly owned subsidiary of Lorillard,
merged with and into RJR Tobacco Company, with RJR Tobacco Company continuing as the surviving
entity. Through the acquisition of Lorillard, the NEWPORT cigarette brand was added to RJR Tobacco
Company’s cigarette brand portfolio.
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In addition, on 12 June 2015, ITG Brands, LLC (the “Imperial Sub”), a wholly owned subsidiary of
Imperial Brands PLC (“Imperial”), acquired, for $7.1 billion certain assets (i) owned by the RAI Group
relating to the cigarette brands WINSTON, KOOL and SALEM and (ii) owned by Lorillard subsidiaries
or affiliates related to the cigarette brand MAVERICK and the “e-vapour” brand BLU (including
SKYCIG), as well as Lorillard’s owned and leased property, and certain transferred employees,
together with associated liabilities. As a result of the Divestiture, RAI recognised a pre-tax gain of
$3.2 billion.

On 12 June 2015, concurrently with the completion of the Lorillard Merger and the Divestiture, BAT,
through a wholly owned subsidiary, purchased 77,680,259 RAI Shares, prior to giving effect to RAI's
two-for-one share split, for approximately $4.7 billion, (the “BAT Share Purchase”), as described
below, which allowed the BAT Group to collectively maintain its approximate 42% beneficial ownership
in RAI.

On 13 January 2016, the RAI Group completed the sale of the international rights to the NATURAL
AMERICAN SPIRIT brand name and associated trademarks, along with the international companies
that distributed and marketed the brand outside the United States, to JT International Holding BV, a
subsidiary of JTI, in an all-cash transaction of approximately $5 billion, and recognised a pre-tax gain
of approximately $4.9 billion. The transaction did not include the rights to the NATURAL AMERICAN
SPIRIT brand name and associated trademarks in the US market, US duty-free locations and US
territories or in US military outlets worldwide, all of which have been retained by SFNTC. Following this
transaction, the international rights to nearly all of the RAI Group’s cigarette trademarks are owned by
international tobacco companies.

2.2 Share split

On 27 July 2015, RAI's board of directors approved a two-for-one share split of RAl Shares, in the form
of a 100% dividend, which was issued on 31 August 2015. RAI Shareholders received one additional
RAI Share for each RAI Share owned.

3. RAI’s strategy

RAI's strategy continues to focus on transforming tobacco to deliver sustainable earnings growth,
strong cash flow and enhanced long-term shareholder value. This transformation strategy includes
growing the core cigarette and moist-snuff businesses, focusing on innovation and engaging with adult
tobacco consumers, while maintaining efficient and effective operations.

To achieve its strategy, RAI encourages the migration of adult smokers to smokeless tobacco products
and other non-combustible nicotine-containing products, which RAIl believes aligns consumer
preferences for new alternatives to traditional tobacco products in view of societal pressure to reduce
smoking. The RAI Group facilitates this migration through innovation, including the development of
digital vapour products, CAMEL Snus, heat-not-burn cigarettes and nicotine replacement therapy
technologies. RAI remains committed to maintaining high standards of corporate governance and
business conduct in a high performing culture.

4, Brands and products

4.1 Operational segments of RAI

RAI's reportable operating segments are: (i) RUR Tobacco; (ii) Santa Fe; and (iii) American Snuff. The
RJR Tobacco segment consists of the primary operations of RUR Tobacco Company. The Santa Fe
segment consists of the primary operations of SFNTC. The American Snuff segment consists of the
primary operations of American Snuff Co. Included in All Other, among other RAI subsidiaries, are RIR
Vapor, Niconovum USA, Inc. and Niconovum AB.

4.2 RJR Tobacco

4.2.1 Overview

RAI’s largest operating segment, RJR Tobacco, is the second largest tobacco company in the United
States. RJR Tobacco’s brands include three of the top four best-selling cigarettes in the United States:
NEWPORT, CAMEL and PALL MALL, also referred to as the “drive brands”. These “drive brands”, and
its other brands, including DORAL, MISTY and CAPRI, are manufactured in a variety of styles and
marketed in the United States. As part of its total tobacco strategy, RJR Tobacco offers a smokeless
tobacco product, CAMEL Snus, a heat-treated tobacco product sold in individual pouches that provide
convenient tobacco consumption.
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For the year ended 31 December 2016, the domestic sales volumes for the RJR Tobacco segment
were 79.4 billion cigarettes (compared to 71.3 billion cigarettes and 61 billion cigarettes for the years
ended 31 December 2015 and 2014, respectively). Net sales for the RJR Tobacco segment were
$10,314 million for the year ended 31 December 2016 (compared to $8,634 million and $6,767 million
for the years ended 31 December 2015 and 2014, respectively).

RJR Tobacco manages contract manufacturing of cigarettes and tobacco products through
arrangements with the BAT Group, and manages the export of tobacco products to US territories, US
duty-free shops and US overseas military bases. In the United States, RJR Tobacco also manages the
premium cigarette brands DUNHILL, which RJR Tobacco Company licenses from the BAT Group, and
STATE EXPRESS 555, which RJR Tobacco Company licenses from CTBAT, a joint venture between
the BAT Group and CNTC.

RJR Tobacco primarily conducts business in the highly competitive US cigarette market. The
international rights to substantially all of RJR Tobacco’s brands were sold in 1999 to JTI, and no
international rights were acquired in connection with the B&W Business Combination or the Lorillard
Merger. The US cigarette market, which has a few large manufacturers and many smaller participants,
is a mature market in which overall adult consumer demand has declined since 1981, and is expected
to continue to decline. MSAI reported that US cigarette shipments declined 2.4% in 2016 to 258 billion
cigarettes, 0.1% in 2015 (264.3 billion cigarettes) and 3.2% in 2014 (264.6 billion cigarettes). From
year to year, shipments are impacted by various factors including price increases, excise tax increases
and wholesale inventory adjustments.

4.2.2 Competition

RJR Tobacco Company’s primary competitors are Philip Morris USA and Imperial Sub, as well as
manufacturers of deep-discount brands. Deep-discount brands are brands manufactured by
companies that are not original or subsequent participating manufacturers to the State Settlement
Agreements. Accordingly, these non-participating manufacturers to the State Settlement Agreements
do not have cost structures burdened with payments related to State Settlement Agreements to the
same extent as the original or subsequent participating manufacturers. For further information, see
paragraph 14 of Part XIl (Operating and Financial Review of the RAI Group) of this Prospectus.

Based on STR Data, during each of 2016 and 2015, RJR Tobacco Company had an overall retail
share of the US cigarette market of 32.3% and in 2014, a market share of 32.1%, reflecting the pro
forma impact of the Lorillard Merger and the Divestiture. During each of these same years, Philip
Morris USA had an overall retail share of the US cigarette market of 49.9% in 2016 and 2015 and
49.3% in 2014, respectively.

Competition is based primarily on brand positioning, including price, product attributes and packaging,
consumer loyalty, promotions, advertising and retail presence, as well as finding efficient and effective
means of balancing market share and profit growth. Cigarette brands produced by the major
manufacturers generally require competitive pricing, substantial marketing support, retail programmes
and other incentives to maintain or improve market position or to introduce a new brand or brand style.
Competition among the major cigarette manufacturers continues to be highly competitive and includes
product innovation and expansion into smokeless tobacco categories.

4.2.3 Marketing

RJR Tobacco’s marketing programmes are designed to strengthen brand image, build brand
awareness and loyalty, and switch adult smokers of competing brands to RJR Tobacco brands. In
addition to building strong brand awareness, RJR Tobacco’s marketing approach uses a retail pricing
strategy, including discounting at retail, to defend certain brands’ shares of market against competitive
pricing pressure. RJR Tobacco’s competitive pricing methods may include list price changes,
discounting programmes, such as retail and wholesale buy downs, periodic price reductions,
off-invoice price reductions, US dollar-off promotions and consumer coupons. Retail buy downs refer to
payments made to the retailer to reduce the price that consumers pay at retail. Consumer coupons are
distributed by a variety of methods.

RJR Tobacco provides trade incentives through trade terms, wholesale partner programmes and retail
incentives. Trade discounts are provided to wholesalers based on compliance with certain terms. The
wholesale partner programmes provide incentives to RJR Tobacco’s direct buying customers based on
performance levels. Retail incentives are paid to the retailer based on compliance with RJR Tobacco’s
contract terms.
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RJR Tobacco’s cigarette brand portfolio strategy is based upon two brand categories: drive and other.
The drive brands consist of two premium brands, NEWPORT and CAMEL, and the largest traditional-
value brand in the United States, PALL MALL. These three drive brands are managed for long-term
market share and profit growth and receive the vast majority of RJR Tobacco’s equity support, with an
emphasis on the NEWPORT and CAMEL brands. The other brand category includes the premium
brand, CAPRI, and the value brands, DORAL and MISTY, along with other smaller brands. All of the
other brands receive limited marketing support and are managed to maximise profitability.

The key objectives of the portfolio strategy are designed to balance the long-term market share growth
and profitability of the drive brands while managing the other brands for long-term sustainability and
profitability. Consistent with that strategy, RJR Tobacco continues to evaluate some of its non-core
cigarette styles for potential elimination.

Anti-tobacco groups continue to attempt to restrict cigarette sales, cigarette advertising, and the testing
and introduction of new tobacco products as well as encourage smoking bans. The MSA and US
federal, state and local laws and regulations, including the Family Smoking Prevention and Tobacco
Control Act (the “FDA Tobacco Act”) and related regulations, restrict or prohibit the use of television,
radio or billboard advertising or certain other marketing and promotional tools for cigarettes and
smokeless tobacco products. RJR Tobacco continues to use direct mailings, websites and other
means to market its brands and enhance their appeal among age-verified adults who use tobacco
products. RJR Tobacco continues to advertise and promote at retail locations and in adult venues and
also uses print advertising in newspapers and consumer magazines in the United States, where
permitted.

4.2.4 Manufacturing and distribution

RJR Tobacco Company owns its manufacturing facilities, located in the Winston-Salem, North Carolina
area. RJR Tobacco has a total production capacity of approximately 115 billion cigarettes per year.
RJR Tobacco distributes its cigarettes primarily through a combination of direct wholesale deliveries
from two local distribution centres and public warehouses located throughout the United States.

RJR Tobacco Company has entered into various transactions with the BAT Group. RJR Tobacco sells
contract-manufactured cigarettes, tobacco leaf and processed tobacco to the BAT Group. In January
2016, RJR Tobacco Company received written notice from a BAT subsidiary terminating a cigarette
contract manufacturing agreement, effective 5 January 2019. In July 2016, such contract
manufacturing agreement was amended to permit an early transition of the cigarette production,
covered by the agreement, to the BAT Group’s facilities, which began in the fourth quarter of 2016. Net
sales, primarily of cigarettes, to the BAT Group represented approximately 2% of RAI's total net sales
in each of 2016 and 2015, and 4% in 2014.

4.2.5 Raw materials

In its production of tobacco products, RUR Tobacco uses US and foreign grown (primarily in Brazil)
flue-cured and burley leaf tobaccos, as well as Oriental leaf tobaccos grown primarily in Turkey,
Macedonia and Bulgaria. RJR Tobacco Company believes that there is a sufficient supply of tobacco
leaf in the worldwide tobacco market to satisfy its current and anticipated production requirements.

RJR Tobacco purchases the majority of its US flue-cured and burley tobacco leaf directly through
contracts with tobacco growers. These short-term contracts are frequently renegotiated. RUR Tobacco
Company believes that the relationship with its tobacco leaf suppliers is good.

RJR Tobacco also uses other raw materials such as filter tow, filter rods and fire standards compliant
paper, which are sourced from either one supplier or a few suppliers. RIR Tobacco Company believes
that it has reasonable measures in place designed to mitigate the risk posed by the limited number of
suppliers of certain raw materials.

4.3 Santa Fe

4.3.1 Overview

Santa Fe manufactures and markets premium cigarettes and other tobacco products under the
NATURAL AMERICAN SPIRIT brand in the United States.

For the year ended 31 December 2016, the domestic sales volumes for the Santa Fe segment were
5.4 billion cigarettes (compared to 4.8 billion cigarettes and 3.9 billion cigarettes for the years ended

81



31 December 2015 and 2014, respectively). Net sales for the Santa Fe segment were $973 million for
the year ended 31 December 2016 (compared to $818 million and $658 million for the years ended
31 December 2015 and 2014, respectively).

4.3.2 Competition

Santa Fe manufactures and markets premium cigarettes and other tobacco products under the
NATURAL AMERICAN SPIRIT brand in the United States. The NATURAL AMERICAN SPIRIT brand
is a top ten best-selling cigarette brand in the United States. Based upon STR Data, during 2016, 2015
and 2014, Santa Fe had an overall retail share of the US cigarette market of 2.2%, 1.9% and 1.5%,
respectively.

4.3.3 Marketing

SFENTC is a subsequent participating manufacturer in the MSA. The MSA and US federal, state and
local laws and regulations, including the FDA Tobacco Act and related regulations, restrict or prohibit
use of television, radio or billboard advertising or certain other marketing and promotional tools for
cigarettes and other tobacco products. Santa Fe continues to use direct mailings, websites and other
means to market its brand and enhance its appeal among age-verified adults who use tobacco
products. Santa Fe continues to advertise and promote at retail locations and in adult venues, and
uses print advertising in consumer magazines and other publications in the United States, where
permitted.

4.3.4 Manufacturing and distribution

SFNTC owns its manufacturing facility, which is located in Oxford, North Carolina. Santa Fe distributes
its products primarily through a combination of direct wholesale deliveries from a distribution centre in
North Carolina and public warehouses located throughout the United States.

4.3.5 Raw materials

Santa Fe’s support for sustainable agriculture and natural resources is part of its commitment to the
environment. Santa Fe contracts directly with independent farmers and advocates earth-friendly
practices through its two growing programmes, Purity Residue Clean, which uses environmentally
friendly cultivation practices, and Certified Organic, which follows the guidelines of the United States
Department of Agriculture’s National Organic Program. In the production of its tobacco products, Santa
Fe purchases electricity generated from renewable sources, including wind power, and operates a zero
waste-to-landfill manufacturing facility.

4.4 American Snuff

4.41 Overview

American Snuff, is the second largest smokeless tobacco products manufacturer in the United States,
and offers adult tobacco consumers a range of differentiated smokeless tobacco products, primarily
moist snuff. The moist snuff category is divided into premium, price-value and popular-price brands.
American Snuff’'s primary brands include its largest selling moist snuff brands, GRIZZLY, in the price-
value category, and KODIAK, in the premium category.

In contrast to the declining US cigarette market, US moist snuff retail volumes grew approximately
2.5%, 3.6%, 2.0% and 2.3% in the twelve months ended 31 March 2017 and the years ended
31 December 2016, 2015 and 2014, respectively. Moist snuff's growth is partially attributable to
cigarette smokers switching from cigarettes to smokeless tobacco products or using both.

Moist snuff has been the key driver to American Snuff's overall growth and profitability within the US
smokeless tobacco market and accounted for approximately 93%, 91%, 90% and 89% of its revenue in
the three months ended 31 March 2017 and the years ended 31 December 2016, 2015 and 2014,
respectively. Profit margins on moist snuff products are generally higher than on cigarette products.

For the year ended 31 December 2016, the sales volume for the American Snuff segment was
502.9 million cans (compared to 499.1 million cans and 478.6 million cans for the years ended
31 December 2015 and 2014, respectively). Net sales for the American Snuff segment were
$914 million for the year ended 31 December 2016 (compared to $855 million and $783 million for the
years ended 31 December 2015 and 2014, respectively).
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4.4.2 Competition

American Snuff is dependent on the US smokeless tobacco products market and competes in that
market with other domestic and international companies. The highly competitive moist snuff category
has developed many of the characteristics of the larger cigarette market, including multiple pricing
tiers, focused marketing programmes and significant product innovation. Similar to the cigarette
market, competition is based primarily on brand positioning and price, as well as product attributes and
packaging, consumer loyalty, promotions, advertising and retail presence.

American Snuff’s retail share of the US moist snuff market, according to STR Data, was 33.4%, 33.7%
and 32.9% in 2016, 2015 and 2014, respectively. GRIZZLY moist snuff had a market share of 30.8%,
30.9% and 30.0% in 2016, 2015 and 2014, respectively. American Snuff's largest competitor is US
Smokeless Tobacco Company LLC which had approximately 54.7%, 54.0% and 54.4% of the US
moist snuff market share in 2016, 2015 and 2014, respectively.

4.4.3 Marketing

American Snuff's marketing programmes are designed to enhance brand image, build brand
awareness and loyalty, and switch adult smokeless tobacco consumers of competing brands to
American Snuff's brands. US federal, state and local laws and regulations, including the FDA Tobacco
Act and related regulations, restrict or prohibit use of television, radio or billboard advertising or certain
other marketing and promotional tools for smokeless tobacco products.

American Snuff’'s brand portfolio strategy consists of the drive brand, GRIZZLY, a leading moist snuff
brand in the United States, and non-support brands that consist of all other brands. American Snuff is
focusing on growing market share and profitability of its GRIZZLY branded products through brand
equity building initiatives and promotions. American Snuff also offers GRIZZLY pouches, which provide
pre-measured portions that are more convenient than traditional, loose moist snuff. Pouches
represented approximately 20% of the total US moist snuff market as at 31 December 2016. During
2016, demand for pouches continued to grow at more than triple the overall category rate.

4.4.4 Manufacturing and distribution

American Snuff Co. owns its manufacturing facilities located in Memphis, Tennessee; Clarksville,
Tennessee; and Winston-Salem, North Carolina. American Snuff distributes its products primarily
through a combination of direct wholesale deliveries from a distribution centre in North Carolina and
public warehouses located throughout the United States.

4.4.5 Raw Materials

In its production of moist snuff, American Snuff uses US fire-cured and air-cured leaf tobaccos as well
as foreign, primarily Brazilian, burley and air-cured leaf tobaccos. American Snuff purchases the
majority of its US fire-cured and air-cured tobacco leaf directly through contracts with tobacco growers.
These short-term contracts are frequently renegotiated. American Snuff Co. believes the relationship
with its tobacco leaf suppliers is good, and there is a sufficient supply of leaf in the worldwide tobacco
leaf market to satisfy its current and anticipated production requirements.

4.5 All Other

RJR Vapor markets VUSE Digital Vapor Cigarette products, which include VUSE Solo, VUSE Fob and
VUSE Vibe. VUSE is the top-selling vapour product in convenience/gas stores and is available in more
than 110,000 retail outlets across the United States. Its innovative digital technology is designed to
deliver a consistent flavour and vapour experience.

In March 2016, RJR Vapor introduced its VUSE Fob power unit, which integrates Bluetooth®
technology and offers an on-device display with information about battery and cartridge levels. RJIR
Vapor began national distribution in November 2016 of its VUSE Vibe high-volume cartridge and
closed-tank system with a stronger and longer-lasting battery.

All production of VUSE Solo cartridges is performed at RJR Tobacco Company’s manufacturing
facility, pursuant to a services agreement between RJR Tobacco Company and RJR Vapor.

Niconovum USA, Inc. is a marketer of a nicotine replacement therapy gum, ZONNIC, which is available
in approximately 40,000 retail outlets across the United States. Niconovum AB is a marketer of nicotine
replacement therapy products in Sweden under the ZONNIC brand name.

On 13 January 2016, RAI, through certain subsidiaries, completed the sale of the international rights to
the NATURAL AMERICAN SPIRIT brand name and associated trademarks, along with SFR Tobacco
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International GmbH, (“SFRTI”) and other international companies that distributed and marketed the
brand outside the United States, to JTI, in an all-cash transaction with a value of approximately
$5 billion. Prior to such sale, such operations were included in All Other.

For the year ended 31 December 2016, net sales for All Other were $302 million (compared to
$368 million and $263 million for the years ended 31 December 2015 and 2014, respectively).

5. Customers

The largest customer of RJR Tobacco, Santa Fe and American Snuff is the distributor McLane. Sales
to McLane constituted approximately 28% of the RAI Group’s consolidated revenue for each of the
years ended 31 December 2016 and 2015 and 31% for the year ended 31 December 2014. RJR
Tobacco, Santa Fe and American Snuff sales to the distributor Core-Mark represented approximately
14%, 10% and 11% of the RAI Group’s consolidated revenue for the years ended 31 December 2016,
2015 and 2014, respectively. No other customer accounted for 10% or more of the RAI Group’s
consolidated revenue during those periods. Sales of RJR Tobacco, Santa Fe and American Snuff to
McLane and Core-Mark are not governed by any written supply contract. RJR Tobacco, Santa Fe and
American Snuff believe that their relationships with McLane and Core-Mark are good. No significant
backlog of orders existed at RUR Tobacco, Santa Fe or American Snuff as at 31 December 2016, 2015
or 2014.

6. Sales to foreign countries

The RAI Group’s sales to foreign countries, including sales to the BAT Group were $351 million,
$482 million and $497 million for the years ended 31 December 2016, 2015 and 2014, respectively.

7. Research and development

The research and development activities of the RAI Group are primarily conducted at RJR Tobacco
Company’s facility in Winston-Salem, North Carolina through various intercompany service
agreements. Scientists and engineers continue to explore the development of innovative products,
packaging and processes, as well as harm reduction technologies, modified risk tobacco products and
analytical methodologies. Another key activity for research and development is to assist the RAI Group
in complying with regulations of the FDA, and to adhere to future FDA regulations and approval
processes.

The RAI Group’s research and development expense was $101 million, $107 million and $88 million
for the years ended 31 December 2016, 2015 and 2014, respectively.

8. Intellectual property

The RAI Group own or have the right to use numerous trademarks, including the brand names of their
products and the distinctive elements of their packaging and displays, and numerous patents. The RAI
Group’s material patents and trademarks are registered with the US Patent and Trademark Office, and
certain corresponding patents and trademarks are registered in other countries throughout the world.
Rights in the US patents will expire in accordance with their individual statutory terms, and rights in the
trademarks in the United States will last as long as the RAI Group continues to use the trademarks.
The RAI Group considers the distinctive blends and recipes used to make each of its brands to be
trade secrets. These trade secrets are not patented, but the RAI Group takes appropriate measures to
protect the unauthorised disclosure of such information.

In 1999, RJR Tobacco Company sold most of its trademarks and patents outside the United States in
connection with the sale of the international tobacco business to JTIl. The sale agreement granted JTI
the right to use certain of RUR Tobacco Company’s trade secrets outside the United States, but details
of the ingredients or formulas for flavours and the blends of tobacco may not be provided to any
sub-licensees or sub-contractors. The agreement also generally prohibits JTI and its licensees and
sub-licensees from the sale or distribution of tobacco products of any description employing the
purchased trademarks and other intellectual property rights in the United States. In 2005, the US duty-
free and US overseas military businesses relating to certain brands were re-acquired from JTI.

In addition to the intellectual property rights it directly owns, RJR Tobacco Company has certain rights
with respect to BAT intellectual property that were available for use by B&W prior to the completion of
the B&W Business Combination.

Pursuant to the sale by certain members of the RAI Group of the international rights to the NATURAL
AMERICAN SPIRIT brand name and associated trademarks to JTI in January 2016, RAIl and its
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controlled affiliates have agreed not to engage in the business of producing, selling, distributing and
developing natural, organic and additive-free combustible tobacco cigarettes and roll-your-own or
make-your-own tobacco products outside the United States, and JTI and its controlled affiliates have
agreed not to engage in the conduct of such business in the United States, in each case, for five years
following the closing of the transaction.

9. Employees

During the year ended 31 December 2016, the RAI Group had approximately 5,500 full-time
employees and approximately 50 part-time employees. No employees of the RAI Group are unionised.
The following table sets forth the approximate number of RAI Group employees by operating
subsidiary for the years ended 31 December 2016, 2015 and 2014:

RAI Subsidiary Year Ended 31 December
2016 2015 2014
(number of employees worldwide)
RJR TobacCo COMPANY ....c.viiiieiiiiiee e 3,700 3,800 3,600
SN T C it 500 500 600
American SNUf CO ....uuieii i 600 600 400
Total Full-Time Employees ... 5,500 5,600 5,300
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PART IX
REGULATION

1. Overview

The Combined Group will operate in a highly regulated industry. A variety of regulatory initiatives
affecting the tobacco industry have been proposed, introduced or enacted in recent years and these
are expected to increase in number and scope.

Regulation can typically be categorised as follows:

e Place: including regulations restricting smoking in private, public and work places (e.g. public
place smoking bans);

e Product. including regulations on the use of ingredients, product design and attributes
(e.g. ceilings regarding tar, nicotine and carbon monoxide yields, as well as restrictions on
flavours); product safety regulations (e.g. General Product Safety Directive (2001/95/EC),
electrical safety regulations and reduced cigarette ignition propensity standards) and
regulatory product disclosure requirements (e.g. in relation to ingredients and emissions);

e Packaging and labelling: including regulations on health warnings and other government-
mandated messages (e.g. in respect of content, positioning, size and rotation); restrictions on
the use of certain descriptors and brand names; requirements on pack shape, size, weight and
colour and mandatory plain packaging;

e Sponsorship, promotion and advertising: including partial or total bans on tobacco advertising,
marketing, promotions and sponsorship and restrictions on brand sharing and stretching (the
latter refers to the creation of an association between a tobacco product and a non-tobacco
product by the use of tobacco branding on the non-tobacco product);

e Purchase: including regulations on the manner in which tobacco products are sold, such as
type of outlet (e.g. supermarkets and vending machines) and how they are sold (e.g. above the
counter versus beneath the counter); and

e  Price: including regulations which have implications for the prices which manufacturers can
charge for their tobacco products (e.g. excise and minimum prices).

2. World Health Organization Framework Convention on Tobacco Control

Much of the recent development in regulation at a global level has been driven by the FCTC. The
FCTC came into force in 2005 and contains provisions aimed at, among other things, reducing tobacco
consumption and toxicity. The original treaty is supplemented by protocols and guidelines. While these
guidelines are not legally binding, they provide a framework of recommendations for parties to the
guidelines.

To date, the FCTC has been ratified by 180 countries, not including the United States. The FCTC has
led to increased efforts by tobacco-control advocates and public health organisations to reduce the
supply of and demand for tobacco products, and to encourage governments to further regulate the
tobacco industry. As national regulations increasingly reflect global influences, the scope of areas
regulated will likely further expand. The guidelines on advertising, promotion and sponsorship, for
example, seek to broaden the definition of tobacco advertising to include product display, the use of
vending machines as well as the design of the pack itself.

Where adopted by contracting parties, a number of the measures referred to in the guidelines may
result in either additional costs for the tobacco industry or restrictions on a manufacturer’s ability to
differentiate its products and communicate those differences to adult smokers. For example, a change
in the number and size of on-pack health warnings requires new printing cylinders to be commissioned,
while the implementation of new plant protection product standards, product testing and the
submission of ingredients information to national governments require extensive resources, time and
material.

3. EU regulation

Other developments in regulation have been driven by tobacco control activities undertaken outside
the FCTC process. For example, the European Union Tobacco Products Directive (the “TPD”) was
adopted by the EU in May 2001 for transposition into EU Member States’ laws by September 2002.
The TPD included provisions that set maximum tar, nicotine and carbon monoxide yields, introduced
larger health warnings and banned descriptors such as “light” and “mild”.
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The Revised TPD was adopted in April 2014 for transposition into EU Member States’ laws by May
2016. Provisions of the Revised TPD include: larger combined pictorial and textual health warnings
covering 65% of the two main pack surfaces (front and back) for cigarettes; restrictions on pack shape
and size, including minimum pack sizes of 20 sticks for cigarettes and 30g for roll-your-own and make-
your-own tobacco; increased ingredients reporting; “tracking and tracing” requirements; and for
e-cigarettes, nicotine limits, pre-market notification, ingredients reporting and advertising bans. Among
other things, the Revised TPD bans the sale of tobacco products with a characterising flavour. Menthol
flavoured cigarettes are exempt from the ban until May 2020.

The Revised TPD also purports to leave open to EU Member States the possibility of further
standardising the packaging of tobacco products and to apply its provisions in different ways. For
example, it provides, among other things, that the labelling, packaging, and the tobacco product itself
shall not include any element or feature that suggests that a particular tobacco product has vitalising,
energetic, healing, rejuvenating, natural, organic properties or has other health or lifestyle benefits. On
1 February 2017, the French Government applied its laws transposing these provisions into French
national law to prohibit the sale of all variants of VOGUE cigarettes from February 2018, as well as the
use of certain other tobacco brand and brand variant names.

The EU Commission is required to monitor and produce a report on the implementation and impact of
the Revised TPD by 21 May 2021, identifying whether further amendments to the Revised TPD are
required.

4. Restrictions on smoking in private, public and work places

The Combined Group will operate in a number of markets which have in place restrictions on smoking
in certain private, public and work places, including restaurants, bars and nightclubs. While these
restrictions vary in scope and severity, extensive public and work place smoking bans have been
enacted in markets including the United States, Canada, the United Kingdom, Spain, New Zealand and
Australia. Restrictions on smoking in private have also been adopted or proposed, and typically take
the form of prohibitions on smoking in cars or residential homes when children are present, or smoking
within a certain distance from specified public places (such as primary schools).

5. Regulation of ingredients, including flavoured tobacco products

A number of countries have restricted and others are seeking to restrict or ban the use of certain
flavours or ingredients in cigarettes and other tobacco products, on the basis that such products are
alleged to: appeal disproportionately to minors, act as a catalyst for young people taking up smoking
and/or increase the addictiveness or toxicity of the relevant product.

In Canada, the manufacture and sale of cigarettes, little cigars and blunt wraps with characterising
flavours are banned. While the Canadian ingredient ban currently exempts menthol at the federal level,
most Canadian provinces have adopted or are in the process of adopting menthol bans. The Canadian
federal government has also recently published draft regulations that would prohibit menthol in
cigarettes.

In Australia, the majority of the states have banned flavours in cigarettes that give an “overtly” fruit-
flavoured taste and the government is currently considering further regulatory options. The Revised
TPD similarly bans the manufacture and sale of tobacco products with a characterising flavour other
than tobacco, subject to an exemption until May 2020 for menthol cigarettes.

An ingredients ban in Brazil, which would ban the use of certain ingredients with flavouring or aromatic
properties, including menthol, is not currently in force due to ongoing legal challenges. In Turkey, a ban
on the use of menthol in cigarettes will apply from 20 May 2020.

Many of the above regulations are subject to ongoing legal challenges.

Further legislation on ingredients is to be expected. In particular, the EU Commission is required to
prepare a report by no later than 20 May 2021 in respect of, among other things, the benefits of
establishing a single list of permitted ingredients at Union level (a so-called ‘positive list’) by reference
to available scientific evidence on the toxic and addictive effects of different ingredients. Similarly, the
Conference of Parties to the FCTC has tasked a working group to further elaborate the partial
guidelines on the regulation of the contents of tobacco products and tobacco product disclosures.
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6. Plain and standardised packaging

Plain or ‘standardised’ packaging generally refers to a ban on the use of trademarks, logos and colours
on packaging other than the use of a single colour and the presentation of brand name and variant in a
specified font and location(s). The presentation of individual cigarettes may be similarly restricted.

Plain packaging is particularly high on the agenda of tobacco control groups and the FCTC guidelines
recommend that contracting parties consider introducing plain packaging.

To date, nine countries have adopted plain packaging legislation. The world’s first plain packaging law
was passed in Australia in November 2011, where plain packaging has been fully implemented since
December 2012 (i.e. it has been unlawful to sell non-plain packaged products since this date in all
Australian states and territories). In France, plain packaging has been fully implemented since January
2017. In the United Kingdom, plain packaging has been fully implemented since 20 May 2017. In
Hungary, compliance is required immediately for new product launches, and by no later than May 2019
for existing products. In Slovenia, detailed specifications are still to be adopted, which may alter or
amend the implementation timetable, but the existing legislation currently requires compliance from
1 January 2020. In Ireland, the legislation provides for a manufacturing deadline of 30 September
2017, with a 12-month sell through period for non-compliant product manufactured before this date. In
New Zealand, the legislation provides for a manufacturing deadline of 14 March 2018, with a 6-week
distribution period plus on additional 6-week sell through period for non-compliant product
manufactured before this date. Norway is finalising its implementation plans. Plain packaging will be
implemented in Georgia from 1 January 2018.

Countries, territories and states that are currently considering adopting plain packaging legislation,
include, but are not limited to, Brazil, Canada, Chile, Singapore and Sweden. Others, such as
Hong Kong, are considering implementing large graphic health warnings.

7. Purchase: product display bans at point of sale and licensing regimes

Product display restrictions at point of sale have been in place in a number of countries for several
years and have been implemented both at national and state levels. Ireland was the first EU Member
State to introduce a point-of-sale display ban, which became effective in July 2009, with Norway,
Iceland, Finland, New Zealand, Thailand, Canada, Australia, the United Kingdom and a number of
other countries implementing or passing similar legislation banning tobacco displays.

A number of countries, such as Hungary, have also sought to restrict the supply of tobacco products,
including through the adoption of licensing regimes limiting the number of retail outlets from which it is
possible to purchase tobacco products and/or by prohibiting the sale of tobacco products within a
certain distance of specified public places.

8. lllicit trade

The illegal market for tobacco products is an increasingly important issue for governments and the
industry across the world. Euromonitor International estimates that approximately 456 billion cigarettes
per year are smuggled, manufactured illegally or counterfeited. A number of governments, regulators
and organisations have or are considering adopting regulation to support anti-illicit trade activities.
Among other forms, such regulation may comprise mandatory “tracking and tracing” requirements,
enabling regulators to identify the point at which any seized product left the legal supply chain, security
features to combat counterfeiting and inspection and authentication obligations in respect of seized
product. The Revised TPD, for example, requires that all unit packets of tobacco are marked with a
unique and irremovable identifier, which when scanned provides various information about that
product’s route to market.

In November 2012, the FCTC adopted the Protocol to Eliminate lllicit Trade in Tobacco Products which
includes a raft of supply chain control measures, including the implementation of “tracking and tracing”
technologies. To date, 26 parties have ratified the Protocol, which will come into force once the
40t party has ratified it.

9. Next Generation Products

More recently, significant debate has been generated regarding the appropriate regulation of Next
Generation Products, including regulation of the nicotine liquids used in vapour products. While this
nascent category has grown in size and complexity in a relatively short period of time, a consensus
framework for regulation and taxation has yet to emerge.
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The Revised TPD, for example, establishes frameworks for the regulation of novel tobacco products
and e-cigarettes, introducing nicotine limits, health warnings requirements, advertising bans, and
pre-market notification and post-market disclosure obligations.

Conversely, some governments have intentionally banned or are seeking to ban novel tobacco
products and products containing nicotine, while others would need to amend their existing legislation
in order to permit their sale. For example, in Australia nicotine is classified as poison, meaning that the
importation of vaping products or nicotine refill liquids is illegal in every state and territory, as is the
possession and use of these products. In Canada, vaping products containing nicotine are not
approved for general sale. However, at a federal level there is no regulation on non-nicotine vaping
products, meaning that a number of provinces and municipalities have begun to develop their own
frameworks for the sale and marketing of these products.

Even in countries where the sale of Next Generation Products is permitted, some governments have
adopted, or are seeking to adopt, bans on vaping in public places. For information on the US regulatory
environment applicable to Next Generation Products, see paragraphs 17 and 18 of Part XlI (Operating
and Financial Review for the RAI Group) of this Prospectus.

10. Regulation in the US

The Combined Group will be subject to US federal, state and local laws and regulations. For example,
key elements of the FDA Tobacco Act include: filing of facility registrations, product listing, constituent
testing and ingredient information; obtaining FDA clearance for all new products or product
modifications; banning all characterising artificial or natural flavours other than tobacco or menthol in
cigarettes; establishing “user fees” to fund the FDA’s regulation of tobacco products; increasing the
health warning size on cigarette packs with the option to introduce pictorial health warnings;
implementing good manufacturing practices; revising the labelling and advertising requirements for
smokeless tobacco products; and requiring the study of menthol.

For further information on the US regulatory environment applicable to the Combined Group, see
paragraphs 17 and 18 of Part Xll (Operating and Financial Review for the RAIl Group) of this
Prospectus.
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PART X

DIRECTORS, SENIOR MANAGERS AND CORPORATE GOVERNANCE
1. Directors

The Directors of the Company as at the date of this Prospectus and their respective roles are set out
below:

Name Position

Richard BUIMOWS ..o Chairman

Nicandro Durante .........c.ccooiiiiii i Chief Executive

BEeN StEVENS ... Finance Director
Kieran Poynter ... Senior Independent Director
SUB FalT . Non-Executive Director
ANN GOdbENEre ... Non-Executive Director
DrMarion HelmesS ..ol Non-Executive Director
SaVIoO KWaN ... Non-Executive Director
DrPedroMalan..........ccoiimiii il Non-Executive Director
Dimitri Panayotopoulos ..o, Non-Executive Director

The business address of each Director is Globe House, 4 Temple Place, London WC2R 2PG,
United Kingdom.

A short biography for each Director is set out below. Further information on the Directors, including the
companies of which each of the Directors has been a director at any time in the past five years, is set
out in paragraph 7 of Part XIX (Additional Information).

Richard Burrows (72), Chairman and Chairman of the Nominations Committee

Richard Burrows was appointed Chairman of the Board in November 2009, having served as a
Non-Executive Director since his appointment to the Board in September 2009. He is also the
Chairman of the Nominations Committee. Richard has been the Chairman of the Craven House Capital
plc board of directors since 2016 and is currently Chair of its Nomination, Remuneration and
Compliance Committees. He has served as a Non-Executive Director of Rentokil Initial plc since 2008,
where he currently is a member of the Remuneration and Nominations Committees, and a Supervisory
Board member at Carlsberg A/S since 2009, where he is the Chairman of the Remuneration
Committee. Richard was formerly the Chairman of the Board of Voicesage Global Holdings Ltd. from
2012 until 2015 as well as a Non-Executive Director of Eurasian Natural Resources Corporation
Limited from 2012 until 2013. He was formerly the Governor of the Bank of Ireland, Chief Executive of
Irish Distillers and Co-Chief Executive of Pernod Ricard. Richard is a citizen of Ireland.

Nicandro Durante (60), Chief Executive

Nicandro Durante was appointed as Chief Executive in March 2011, after being appointed Chief
Operating Officer and Director in January 2008, having joined the Management Board as Regional
Director for Africa and the Middle East in 2006. He has experience in senior financial and management
roles within the BAT Group having overseen operations in the United Kingdom, Hong Kong and Brazil,
including his time as President of Souza Cruz. Nicandro has been a Non-Executive Director of Reckitt
Benckiser Group plc since 2013 and is a member of its Remuneration and Corporate Responsibility,
Sustainability and Ethics Committees. Nicandro is a citizen of Brazil and Italy.

Ben Stevens (57), Finance Director

Ben Stevens has served as Finance Director since April 2008 and Director since March 2008. He
previously held the position of Regional Director for Europe from 2004, after having originally joined the
Management Board in 2001 as Development Director. He has experience in a number of senior group
finance and general management roles within the BAT Group, particularly in Europe and Russia, and
was Head of Merger Integration following the merger with Rothmans in 1999. He is currently a
Non-Executive Director of ISS A/S. Ben has been a Director of Louisville since July 2008. Ben is a
citizen of the United Kingdom.

Kieran Poynter (66), Senior Independent Non-Executive Director and Chairman of the Audit
Committee

Kieran Poynter was appointed as a Non-Executive Director in 2010 and as the Senior Independent
Director in October 2016. He is the Chairman of the Audit Committee and a member of the
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Nominations Committee. He has been a Non-Executive Director and Chair of the Audit and
Compliance Committee of International Consolidated Airlines Group S.A. since 2010. He has been
Chairman of the Board since 2013 and a member of the Board since 2009 of F&C Asset Management
plc, and he also chairs the Nominations, Audit and Compliance and Risk and Remuneration
Committees. He previously held the position of Non-Executive Chairman of the Board of Nomura
International plc from 2011 until 2015, and served as a member of the Board from 2009 until 2015. A
Chartered Accountant, he was Chairman and Senior Partner of PricewaterhouseCoopers until 2008
and served on the President's Committee of the Confederation of British Industry between 2000 and
2008 and as member of an advisory committee for the Chancellor of the Exchequer between 2009 and
2010. Kieran is a citizen of the United Kingdom.

Sue Farr (61), Independent Non-Executive Director

Sue Farr was appointed as a Non-Executive Director in February 2015. She is a member of the
Nominations and Remuneration Committees. She has been a Special Advisor at Chime
Communications Limited since 2016. She has been a Non-Executive Director and Chair of the
Corporate Responsibility Committee of Dairy Crest Group plc since 2011, a Non-Executive Director
and member of the Audit, Remuneration and Nominations Committees of Millennium & Copthorne
Hotels plc since 2013, a Non-Executive Director and Chair of the Nominations and Remuneration
Committee of Accsys Technologies plc since 2014 and a Non-Executive Director of Dolphin Capital
Investors Limited since 2016. She previously served as Executive Director of Business Development
for Chime Communications Limited from 2003 until 2016, as a Non-Executive Director of Motivcom plc
from 2008 until 2014, and a Trustee of Historic Royal Palaces from 2007 until 2013. She was formerly
the Chairwoman of the Marketing Society and the Marketing Group of Great Britain. Sue is a citizen of
the United Kingdom.

Ann Godbehere (62), Independent Non-Executive Director

Ann Godbehere was appointed as a Non-Executive Director in October 2011. She is a member of the
Nominations and Remuneration Committees. She has been a Non-Executive Director, Chair of the
Compensation Committee and member of the Audit Committee of UBS Group AG and UBS AG since
2009, a Non-Executive Director, Chair of the Audit Committee and member of the Nominations
Committee of Rio Tinto plc and Rio Tinto Limited since 2010 and previously served as a Non-Executive
Director, Chair of the Audit Committee and member of the Nomination and Governance and Risk
Committees of Prudential plc from 2007 to May 2017. She also previously served as a Non-Executive
Director, Chair of the Audit Committee and member of the Conflicts Committee of Atrium Underwriting
Group Limited from 2007 until 2013, and a Non-Executive Director and Chair of the Audit Committee of
Arden Group Limited from 2007 until 2014. She was formerly the Chief Financial Officer of both the
Swiss Re Group and Northern Rock during the initial phase of its public ownership. Ann is a citizen of
the United Kingdom and Canada.

Dr. Marion Helmes (51), Independent Non-Executive Director

Dr. Marion Helmes was appointed as a Non-Executive Director in August 2016. She is a member of
the Audit and Nominations Committees. She has been a Supervisory Board member of Uniper SE
since 2017, a Supervisory Board member and Chairwoman of the Audit Committee of Bilfinger SE
since 2016, Vice Chairwoman of the Supervisory Board of ProSieben Sat.1 Media SE since 2014 and
a Non-Executive Director of NXP Semiconductors N.V. since 2013. She was previously Chief Financial
Officer of Celesio from 2012 until 2014, of Q-Cells from 2010 until 2011 and of ThyssenKrupp Elevator
Technology from 2006 until 2010. She previously served as a member of the Supervisory Board of
Fugro Consult GmbH from 2009 until 2014. Marion is a citizen of Germany.

Savio Kwan, (69), Independent Non-Executive Director

Savio Kwan was appointed as a Non-Executive Director in January 2014. He is a member of the
Nominations and Remuneration Committees. He was the Co-Founder of and has served as the Chief
Executive Officer of A&K Consulting Co Ltd since 2005. Savio has been a visiting Professor at Henley
Business School since 2008 and Non-Executive Director of the Alibaba Hong Kong Entrepreneurs
Fund since 2015. He was a Non-Executive Director of the Alibaba Group, China’s largest internet
business, from 2008 until 2012. He was an Advisory Board member of York International Corp
between 2003 and 2006. Savio is a citizen of the United Kingdom.
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Dr. Pedro Malan, (74), Independent Non-Executive Director

Dr. Pedro Malan was appointed as a Non-Executive Director in February 2015. He is a member of the
Audit and Nominations Committees. He has been a member of the advisory panel of Temasek
Holdings (Private) Limited since 2012, a Trustee of the Thomson Reuters Trust Principles, a Director
and member, acting as trustee, of Thomson Reuters Founders Share Company Limited since 2011,
the Chairman of the International Advisory Board of Itau Unibanco Holdings S.A. since 2009, and a
member of the Board of EDP — Energias do Brasil SA since 2006. He previously served as a
Non-Executive Director of Mills Estruturas e Servicos de Engenharia SA from 2010 until 2016, a Board
Member of Souza Cruz from 2010 until 2015, a Trustee of International Financial Reporting Standards
Foundation from 2008 until 2013, as Non-Executive Director of Via Varejo from 2010 until 2012 and as
the Minister of Finance for Brazil, President of the Central Bank of Brazil and Chief External Debt
Negotiator for Brazil. Pedro is a citizen of Brazil.

Dimitri Panayotopoulos (65), Independent Non-Executive Director and Chairman of the
Remuneration Committee

Dimitri Panayotopoulos was appointed as a Non-Executive Director in February 2015. He is the
Chairman of the Remuneration Committee and a member of the Nominations Committee. He has been
a senior advisor at Boston Consulting Group since 2014. Dimitri has been a Non-Executive Director
and member of the Compensation Committee of Logitech since 2014. He was previously
Vice Chairman and Advisor to the Chairman and Chief Executive Officer of Procter & Gamble from
2013 until 2014, and was the Vice Chair of the Global Business Units of Procter & Gamble from 2011
until 2013. Dimitri is a citizen of the United Kingdom.

2, Senior Managers

In addition to the Executive Directors, the Company’s senior management team consists of the
following Senior Managers and their respective roles are set out below:

Name Position

Jerome Abelman ..............cccoiiiinnn. Director, Legal & External Affairs and General Counsel
Jack Bowles ... Regional Director, Asia-Pacific

AlaN Davy ..o Director, Operations

Giovanni Giordano............c.cocevviiiinnnnn. Director, Group Human Resources

ANdrew Gray ........cocvveviiiiiiiiiiieeeas Director, Marketing

Tadeu MarroCo........ccovvvviiiiiiiiieiienn Regional Director, Western Europe

Ricardo Oberlander.............cccocvveiennnn.n. Regional Director, Americas

Dr David O'Rellly .......cooovviiiiiiiiiin, Group Scientific Director

Naresh Sethi.............ccoiiiii, Director, Business Development

Johan Vandermeulen .....................cols Regional Director, Eastern, Middle East and Africa
Kingsley Wheaton.................ccoooiiiinne. Managing Director, Next Generation Products

The business address of the Senior Managers is Globe House, 4 Temple Place, London WC2R 2PG,
United Kingdom save for the business address of Jack Bowles which is 16 Floor, 2 IFC, 8 Finance
Street, Central, Hong Kong.

A short biography for each Senior Manager is set out below.

Jerome Abelman (53), Director, Legal & External Affairs and General Counsel

Jerome Abelman joined the Management Board as Group Corporate and Regulatory Affairs Director in
January 2015 and as at 1 May 2015, Jerome took the role of Director, Legal & External Affairs and
General Counsel. Prior to his appointment to the Management Board he was Regional General
Counsel, Asia-Pacific from 2010 until 2014, before becoming Assistant General Counsel of
Corporate & Commercial from July 2014 until December 2014. He has previously held a number of
roles in the Legal function and has been with the BAT Group for 14 years. As a director designated for
nomination by B&W under the Governance Agreement, Jerome joined the Board of RAI on 4 February
2016. Jerome is a citizen of the United States.

Jack Bowles (53), Regional Director, Asia-Pacific

Jack Bowles was appointed as Regional Director for Asia-Pacific in January 2013. He was Regional
Director, Americas from October 2011 after joining the Management Board originally as Regional
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Director, Western Europe in October 2009. He joined the BAT Group in 2004, becoming Chairman of
British American Tobacco France in 2005 before being appointed Managing Director of British
American Tobacco Malaysia in 2007. Jack is a citizen of France.

Alan Davy (53), Director, Operations

Alan Davy joined the Management Board as Group Operations Director in March 2013. Prior to his
present appointment he was Group Head of Supply Chain from 2010 until 2013, and Area Director of
Caribbean and Central America from 2010 until 2012. He joined the BAT Group in 1988 and has held
various roles in manufacturing, supply chain and general management. Alan is a citizen of the
United Kingdom.

Giovanni Giordano (51), Director, Group Human Resources

Giovanni Giordano joined the BAT Group and the Management Board as the Group Human Resources
Director in June 2011. Prior to this appointment his international human resources career included
senior roles at Procter & Gamble and Ferrero, where he was Chief Corporate Officer. Giovanni is a
citizen of Italy and the United States.

Andrew Gray (52), Director, Marketing

Andrew Gray was appointed as Marketing Director in September 2014. He originally joined the
Management Board as Regional Director for Africa and the Middle East in 2008 prior to being
appointed Regional Director for EEMEA in January 2011. He has held a number of senior
management positions with the BAT Group across South America, Central America, the Caribbean
and Malaysia, including President of Souza Cruz in Brazil. Andrew is a citizen of the United Kingdom
and Brazil.

Tadeu Marroco (51), Regional Director, Western Europe

Tadeu Marroco was appointed Western Europe Regional Director in December 2016. He held the
position of Group Head of Strategy and Planning of Mergers and Acquisitions from 2012 until 2014. He
joined the Management Board as Business Development Director in September 2014. He joined the
BAT Group in 1992 holding various senior finance positions including Regional Finance Controller for
EEMEA and Group Finance Controller, a position he held from 2012 until 2014. Tadeu is a citizen of
Brazil.

Ricardo Oberlander (53), Regional Director, Americas

Ricardo Oberlander joined the Management Board as Regional Director for the Americas in January
2013 having first joined the BAT Group over 25 years ago. He was previously Global Consumer
Marketing Director from 2012 until 2013, General Manager in France from 2010 until 2012 and prior to
that Regional Head of Marketing for the Americas. As a director designated for nomination by B&W
under the Governance Agreement, he joined the Board of RAI in December 2014. Ricardo is a citizen
of Brazil.

Dr. David O’Reilly (50), Group Scientific Director

Dr. David O’Reilly joined the Management Board as Group Scientific and Research and Development
Director in January 2012. He was previously Head of International Public Health & Scientific Affairs and
has held various positions in Group Research & Development (GR&D), most recently as Head of
GR&D. David is a citizen of the United Kingdom.

Naresh Sethi (50), Director, Business Development

Naresh Sethi was appointed Business Development Director in December 2016. He joined the
Management Board as Group Business Development Director in January 2012, and became Regional
Director of Western Europe from 2013 until 2016. He has held various marketing roles with the BAT
Group in Australia, India, Indonesia, West Africa and Japan, where he was Marketing Director and,
later, General Manager. Naresh is a citizen of Australia.

Johan Vandermeulen (49), Regional Director, Eastern Europe, Middle East and Africa

Johan Vandermeulen joined the Management Board as Regional Director for EEMEA in September
2014. He was previously General Manager in Russia, from 2010 until 2014, General Manager in
Turkey, and Global Brand Director for KENT. He has been with the BAT Group for more than 20 years.
Johan is a citizen of Belgium.
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Kingsley Wheaton (44), Managing Director, Next Generation Products

Kingsley Wheaton was appointed Managing Director, Next Generation Products in January 2015.
Kingsley joined the Management Board as Deputy Corporate and Regulatory Affairs Director in
January 2012 and in June 2012 he was appointed Director, Corporate and Regulatory Affairs. Prior to
these appointments he was Global Brand Manager for KENT and VOGUE, and previously also held
various marketing roles in the Middle East and West Africa, becoming Marketing Director in Nigeria
and Russia and, later, General Manager in Russia. Kingsley is a citizen of the United Kingdom.

3. Directors’ and Senior Managers’ Interests

Details of the interests of each Director and Senior Manager are set out in paragraph 7 of Part XIX
(Additional Information).

4. Corporate governance

4.1 Compliance with the UK Corporate Governance Code

The Board is committed to the highest standards of corporate governance. The Board currently
complies, and has complied, with the UK Corporate Governance Code. The Board also takes account
of institutional shareholder and governance rules and guidance on disclosure and shareholder
authorisation. The Board meets at least six times a year and may meet at other times at the request of
one or more of the Directors.

4.2 Board composition

The BAT Group is controlled through the Board, which comprises ten Directors and is responsible to
BAT Shareholders for proper management of the Company. The Board’s main roles are to create
value for BAT Shareholders, to provide entrepreneurial leadership of the Company, to approve the
Company’s strategic objectives and to ensure that the necessary financial and other resources are
made available to enable the Company to meet those objectives.

The UK Corporate Governance Code also recommends that at least half the board of directors of a UK
listed company, excluding its chairman, should comprise non-executive directors determined by the
board to be independent. For the purposes of assessing compliance with the UK Corporate
Governance Code, the Board considers that Kieran Poynter, Sue Farr, Ann Godbehere, Marion
Helmes, Savio Kwan, Pedro Malan and Dimitri Panayotopoulos are non-executive directors who are
independent of management and free from any business or other relationship that could materially
interfere with the exercise of their independent judgment. The Board also considers that the chairman
of the Company was independent on appointment.

Pursuant to the Merger Agreement, BAT will take all actions necessary to cause three directors serving
on RAI's board of directors (other than the directors designated for nomination by B&W, a subsidiary of
BAT) immediately prior to Completion to be appointed to the Board upon Completion. Such directors
will be selected by BAT prior to Completion after consultation with the RAI Transaction Committee.

The UK Corporate Governance Code further recommends that the board of directors of a company
with a premium listing on the Official List should appoint one of the non-executive directors to be the
Senior Independent Director to provide a sounding board for the chairman and to serve as an
intermediary for the other directors when necessary. The Senior Independent Director should be
available to shareholders if they have concerns which contact through the normal channels of the
chairman or the chief executive officer has failed to resolve or for which such contact is inappropriate.
The Company has appointed Kieran Poynter as the Senior Independent Director of the Company.

4.3 Board committees

As required by the UK Corporate Governance Code the Board has established an Audit Committee, a
Remuneration Committee and a Nominations Committee, with formally delegated duties and
responsibilities and with written terms of reference.
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The members of each committee are as follows:
Name Chairman Members

Audit .. Kieran Poynter Marion Helmes
Pedro Malan
Remuneration...............ccooiiiiiiiii, Dimitri Panayotopoulos Sue Farr
Ann Godbehere
Savio Kwan
Nominations ..........cccoviiiiiii e Richard Burrows Kieran Poynter
Sue Farr
Ann Godbehere
Savio Kwan
Pedro Malan
Dimitri Panayotopoulos

4.3.1 Audit Committee

The Audit Committee is appointed by the Board and comprises at least three members, all of whom
shall be independent Non-Executive Directors. At least one member will have recent and relevant
financial experience. The Audit Committee chairman will be appointed by the Board and in the absence
of the Audit Committee chairman the members present will elect one of their number to chair the
meeting. The Audit Committee chairman will be an independent Non-Executive Director. Members will
be entitled to attend or vote at a meeting of the Audit Committee. The Audit Committee normally meets
five times a year including immediately prior to the publication of the Company’s full year and periodic
results. The Audit Committee will meet at such other times as the Audit Committee chairman, the
external or internal auditors or any member of the Audit Committee may request.

The Audit Committee is responsible for monitoring and reviewing the integrity of the BAT Group’s
financial statements and any formal announcements relating to the Company’s performance,
considering any significant issues and judgments reflected in them, before their submission to the
Board; consistency of the BAT Group’s accounting policies; effectiveness of, and making
recommendations to the Board on, the BAT Group’s accounting, risk and internal control systems;
effectiveness of the BAT Group’s internal audit function; and performance, independence and
objectivity of the BAT Group’s external auditors, making recommendations as to their reappointment
(or for a tender of audit services), and approving their terms of engagement and the level of audit fees.

4.3.2 Remuneration Committee

The Remuneration Committee is appointed by the Board and comprises at least three members, all of
whom shall be independent Non-Executive Directors. The quorum is any two members of the
Remuneration Committee. The Remuneration Committee chairman will be appointed by the Board and
in the absence of the Remuneration Committee chairman the members present will elect one of their
number to chair the meeting. The Remuneration Committee normally meets three times a year and will
meet at such other times as the Remuneration Committee chairman or any member of the
Remuneration Committee may request.

The Remuneration Committee is responsible for agreeing and proposing the remuneration policy for
Directors (covering salary, benefits, performance-based variable rewards and pensions) for
shareholder approval; determining, within the terms of the agreed policy, the specific remuneration
packages for the Chairman and the Executive Directors, both on appointment and on review and, if
appropriate, any compensation payment due on termination of appointment; the setting of targets
applicable for the Company’s performance based variable reward scheme and determining
achievement against those targets, exercising discretion where appropriate and as provided by the
applicable scheme rules and the Policy; and monitoring and advising the Board on any major changes
to the policy on employee benefit structures for the BAT Group.

4.3.3 Nominations Committee

The Nominations Committee is appointed by the Board and comprises at least three members, a
majority of whom shall be independent Non-Executive Directors, and shall include the Chairman and
the Senior Independent Director. The quorum is any two members of the Nominations Committee
including the Chairman or in his absence the Senior Independent Director. The Chairman will chair the
Nominations Committee and in his absence the members present will elect one of their number to chair
the meeting. The Senior Independent Director will chair the Nominations Committee when it is
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considering a successor to the Chairman. The Nominations Committee normally meets two times a
year and at such other times as the Nominations Committee chairman or any member of the
Nominations Committee may request.

The Nominations Committee is responsible for reviewing the structure, size and composition of the
Board and Management Board to ensure both have an appropriate balance of skills, expertise,
knowledge and (for the Board) independence; reviewing the succession plans for the Executive
Directors and members of the Management Board; ensuring that the procedure for appointing
Directors is rigorous, transparent, objective, merit-based and has regard for diversity; making
recommendations to the Board on suitable candidates for appointments to the Board and Management
Board; and assessing the time needed to fulfil the roles of Chairman, Senior Independent Director and
Non-Executive Director, and ensuring Non-Executive Directors have sufficient time to fulfil their duties.
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PART Xl
OPERATING AND FINANCIAL REVIEW OF THE BAT GROUP

The selected historical financial information discussed in this operating and financial review of the BAT
Group has been extracted without material adjustment from Part XIV (Historical Financial Information
of the BAT Group) of this Prospectus (which has been incorporated by reference into, and forms part
of, this Prospectus). Investors should read the following discussion of BAT’s financial condition and
results of operations together with the rest of this Prospectus, including the financial information in Part
XIV (Historical Financial Information of the BAT Group) and should not rely solely on the summarised
information contained in this Part XI.

The following discussion and analysis of the BAT Group’s financial condition and results of operations
is based on and should be read in conjunction with the consolidated financial statements of the BAT
Group referred to in Part XIV (Historical Financial Information of the BAT Group) of this Prospectus
which has been incorporated by reference into, and forms part of, this Prospectus. The consolidated
financial statements of the BAT Group have been prepared in accordance with IFRS (EU), which may
differ in material respects from generally accepted accounting principles in other jurisdictions, including
the United States.

Certain figures contained in this Part Xl, including financial information, have been subject to rounding
adjustments. Accordingly, in certain instances, (i) the sum or percentage change of the numbers may
not conform exactly with the total figure given and (i) the sum of the numbers in a column or row in
certain tables may not conform exactly with the total figure given for that column or row.

The discussion and analysis in this Part X| contains forward-looking statements that are subject to
known and unknown risks and uncertainties. Actual results and the timing of events could differ
materially from those expressed or implied by such forward-looking statements as a result of various
factors, including those described below and summarised in Part Il (Risk Factors) and in paragraph 1
of Part Il (Important Information).

1. Overview

BAT is the parent holding company of the BAT Group, a global tobacco and Next Generation Products
group with brands sold in over 200 markets. According to the BAT Group’s internal estimates, the BAT
Group is a market leader in more than 55 countries by volume, producing the cigarette chosen by one
in eight of the world’s one billion smokers. The BAT Group, excluding the BAT Group’s associated
undertakings, is organised into four regions: Asia-Pacific, Americas, Western Europe and EEMEA.

For the year ended 31 December 2016, the BAT Group sold approximately 665 billion cigarettes
(excluding sales of its associates), of which approximately 630 billion cigarettes were produced by 44
factories in 42 countries. For the year ended 31 December 2016, the BAT Group’s Global Drive Brands
accounted for 49% of the BAT Group’s total cigarette volume. The BAT Group’s range of products
covers all segments, from value-for-money to premium with a portfolio of international, regional and
local tobacco brands to meet a broad array of adult tobacco consumer preferences wherever the BAT
Group operates. The BAT Group is investing in building a portfolio of innovative new types of tobacco
and nicotine products alongside its traditional tobacco business. These Next Generation Products
include vapour products (such as e-cigarettes) and tobacco heating products.

The BAT Group manages a globally integrated supply chain and the BAT Group’s products are
distributed to retail outlets worldwide. During the year ended 31 December 2016, the BAT Group
employed around 50,000 people worldwide.

2. Key factors affecting results of operations

The Directors believe that the following factors have had and will continue to have a material effect on
the BAT Group’s results of operations and financial condition. In addition, important factors that could
cause the BAT Group’s actual operations or financial conditions to differ materially from those
expressed or implied below, include, but are not limited to, factors described in Part Il (Risk Factors) of
this Prospectus.

21 Business combinations and acquisitions

The BAT Group’s growth strategy is to increase volume and share of the global tobacco market
through organic growth and mergers and acquisitions where it makes financial and strategic sense.
During the years ended 31 December 2016 and 2015, the BAT Group’s financial condition and the
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comparability of results of operations between years have been affected by business combinations,
particularly Souza Cruz and TDR, and may be so affected in the future by these and future business
combinations.

e In April 2016, the BAT Group announced it had acquired Ten Motives, a UK based e-cigarette
business with particular strength in traditional grocery and convenience channels. The fair
value of the consideration payable was £56 million, of which £6 million is contingent on post-
acquisition targets being met.

e During 2015, the BAT Group invested £1.7 billion to acquire the shares it did not already own
in its Brazilian subsidiary, Souza Cruz, and de-listed the company. Following a public auction
in October 2015, the BAT Group acquired sufficient shares to cancel Souza Cruz’s registration
as a publicly listed company, with a total shareholding of 99.1%. The compulsory acquisition of
the remaining minority shares was approved on 5 February 2016, with Souza Cruz becoming a
wholly owned subsidiary at that date.

e In November 2015, the BAT Group acquired 100% of Blue Nile Cigarette Company Limited, a
tobacco manufacturing and distribution company in the Republic of Sudan. The fair value of
the consideration payable was £45 million of which £8 million was contingent on achievement
of certain post-acquisition targets.

e In September 2015, the BAT Group announced that it had signed a conditional agreement to
acquire 100% of the CHIC Group, a leading vapour product business in Poland. The
transaction was completed on 30 December 2015. The fair value of the consideration payable
was £82 million of which £30 million was contingent on achievement of certain post-acquisition
targets.

e In September 2015, the BAT Group completed the acquisition of TDR, a cigarette
manufacturer in Central Europe, and other tobacco and retail assets from Adris Grupa d.d. for
a total enterprise value of €550 million.

2.2 Industry trends affecting revenue and profit

The BAT Group’s revenue and profit have been and will continue to be affected by various industry
trends including tobacco consumption rates, regulatory developments, taxation, litigation, illicit trade,
macro-economic challenges and competitive dynamics. Changes in these factors could adversely
restrict or otherwise affect the BAT Group’s business. Please see Part VII (Information on the BAT
Group) and Part IX (Regulation) of this Prospectus for a more detailed description of the industry, the
competitive environment and the key laws and regulations to which the BAT Group’s operations are
subject.

According to Euromonitor International and the BAT Group’s internal estimates, the global cigarette
industry sells around 5,450 billion cigarettes each year and the retail value of the global tobacco
market (including cigarettes, cigars, cigarillos, smoking tobacco, smokeless tobacco and vapour
products) for 2016 was estimated at $785 billion. Since 1995, the world market for cigarettes has
grown, predominantly due to growth in China, which has offset the reducing volume of cigarettes in the
rest of the world, especially in developed markets, such as Western Europe. Over the coming years,
the Directors expect volumes of cigarettes outside China to continue to decline as a lower percentage
of the total adult population will choose to smoke cigarettes and individual smokers will consume fewer
cigarettes; these dynamics will be partly offset by the impact of population growth.

In 2016, the four biggest international manufacturers, outside of China, India and the United States,
according to the BAT Group’s internal estimates, were Philip Morris International with a share of the
global market excluding China, India and the United States of approximately 31%, the BAT Group
(excluding associates), with approximately 25%, Japan Tobacco with approximately 19% and Imperial
Brands with approximately 10%, based on sales by volume. Collectively, these four players held
around 41% of the global market, or approximately 84% of the market outside of China, India and the
United States. According to Euromonitor International, China accounts for approximately 45% of global
cigarette volume, and is the world’s largest cigarette market. The international tobacco companies
have a very small presence in the Chinese market, where the industry is state-owned. According to
Euromonitor International, India accounts for approximately 1.5% of global cigarette volume and ITC
accounts for approximately 79% of India’s market share. The BAT Group has an approximate 30%
interest in ITC. According to Euromonitor International, the United States accounts for approximately
5% of global cigarette volume. For the year ended 31 December 2016, the RAI Group accounted for
approximately 34% of the United States’ cigarette market share, according to MSAi. The BAT Group
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has an approximate 42% interest in RAI. The global tobacco industry operates in a challenging
environment. The BAT Group competes primarily on the basis of product quality, brand recognition
brand loyalty, taste, innovation, packaging, service, marketing, advertising and retail price. The size of
the global cigarette market is impacted by a number of factors, including increased regulation,
litigation, rising excise rates on its products and illicit trade.

The tobacco industry is also exposed to significant product liabilities litigation, including in the United
States. The BAT Group anticipates that it will continue to be exposed to new litigation. The BAT
Group’s consolidated results of operations, cash flows and financial position could be materially
affected in a particular reporting period by an unfavourable outcome or settlement of certain pending or
future litigation.

Tobacco products are subject to substantial duty, excise and other taxes in most markets in which the
BAT Group operates. Increases to duty, excise and other taxes affect the size of tobacco markets.
Significant and sustained increases in taxes in markets where tobacco prices are already high may
lead adult tobacco consumers to switch to cheaper brands. This can lead to the growth in sales of
lower margin products and decreases in sales of higher margin products. Additionally, increases in
tobacco taxes can lead to adult tobacco consumers rejecting legitimate tax-paid products and
switching to products from illegal sources.

Trafficking of tobacco products includes the trade in counterfeit products, smuggled genuine products,
including “illicit whites” (also known as “made for smuggling brands”), and locally manufactured
products on which applicable taxes are evaded. lllicit trade remains a key challenge for the legitimate
tobacco industry. lllicit trade is driven by many factors, including tax-driven price increases, weak
criminal penalties, poor enforcement of border controls, weak laws, corruption, loosely regulated free
trade zones, a less rigorous approach to intellectual property rights protection and the use of the
internet as a medium of trading. Euromonitor International estimates that approximately 456 billion
cigarettes per year are smuggled, manufactured illegally or counterfeited.

The BAT Group believes that quality and innovation will play an increasing role in delivering market
share, as tobacco companies operate in a highly competitive marketplace. This involves cigarette
innovations such as capsule products, additive-free products, tube filters and slims. Substantial
investments have also been made in developing Next Generation Products.

23 Foreign exchange movements

The BAT Group’s results are impacted by currency exposures arising from the translation of profits
earned in foreign currency subsidiaries and associates and joint ventures into the BAT Group’s
reporting currency, pound sterling. Also, in order to prepare its consolidated financial information, the
BAT Group translates the net assets of foreign currency subsidiaries and associates into pound
sterling. The BAT Group’s primary financial statement translation exposures are to the US dollar,
Canadian dollar, euro, Danish krone, Swiss franc, South African rand, Russian ruble, Brazilian real,
Australian dollar, Malaysian ringgit, Singaporean dollar and Indian rupees. Additionally, the BAT
Group’s exposure also arises from foreign currency denominated trading transactions undertaken by
subsidiaries and forecast dividend flows from subsidiaries.

As a result of the global nature of the BAT Group’s business, the BAT Group expects to continue to be
exposed to foreign currency fluctuations.

24 Restructuring and integration costs

Profit for the years ended 31 December 2016, 2015 and 2014 was impacted by initiatives to improve
effectiveness and efficiency as a globally integrated enterprise, including the implementation of a new
operating model, which includes revised organisation structures, standardised processes and shared
back-office services underpinned by a global single instance of SAP. These initiatives also include a
review of manufacturing operations, supply chain overheads and indirect costs, organisational
structure and systems and software used.

For the year ended 31 December 2016, restructuring and integration costs were £603 million,
compared to £367 million for the year ended 31 December 2015 and £452 million for the year ended
31 December 2014. Restructuring and integration costs have principally related to the implementation
of a new operating model and the cost of initiatives in respect of permanent headcount reductions and
permanent employee benefit reductions in the BAT Group. In 2016, the costs also cover factory
closure and downsizing activities in Germany, Malaysia and Brazil, certain exit costs and asset write-
offs related to the change in approach to the commercialisation of VOKE, an innovative nicotine inhaler
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product licensed as a medicine, uncertainties surrounding regulatory changes and restructurings in
Japan and Australia. In 2015, the costs included those related to factory closure and downsizing
activities in Australia, acquisition related costs, and restructurings in Indonesia, Canada, Switzerland
and Germany. In 2014, these costs included those related to factory closure and downsizing activities
in Australia, Colombia and the Democratic Republic of Congo, and restructurings in Argentina,
Indonesia, Canada, Switzerland and Germany.

3. Discussion of principal income statement items

3.1 Revenue

Revenue principally comprises sales of cigarettes and other tobacco products to external customers.
Revenue is net of duty, excise and other taxes and is after deducting rebates, returns and other similar
discounts. Revenue is recognised when the significant risks and rewards of ownership are transferred
to a third party.

3.2 Raw materials and consumables used

Raw materials and consumables used include, among other things, tobacco leaf, paper, filters and
other packaging materials, and the freight costs of transporting these materials. These costs
represented 25.6%, 24.5% and 22.1% of revenue for the years ended 31 December 2016, 2015 and
2014, respectively.

3.3 Employee benefit costs

Employee benefit costs include wages and salaries, social security costs, pension and other retirement
benefit costs and share based payments. These costs represented 15.4%, 15.6% and 15.7% of
revenue for the years ended 31 December 2016, 2015 and 2014, respectively.

34 Other operating expenses

Other operating expenses consist of other costs not separately disclosed on the BAT Group’s income
statement, and include such items as marketing spend and other costs of secondary supply chains.
These costs represented 24.8%, 25.0% and 27.6% of revenue for the years ended 31 December 2016,
2015 and 2014, respectively.

3.5 Results of associates and joint ventures

Associates principally comprise RAl and ITC. For the year ended 31 December 2016, the BAT Group’s
interest in ITC decreased from approximately 30.1% for the year ended 31 December 2015 to
approximately 29.9% for the year ended 31 December 2016 as a result of ITC issuing ordinary shares
under its employee share option scheme. For the year ended 31 December 2016, the BAT Group’s
interest in RAI remained at approximately 42.2%. The BAT Group’s ownership interest in RAl and ITC
means the BAT Group may be affected by their businesses and respective financial performances, as
they are subject to tobacco-related industry and business risks similar to those the BAT Group faces.

4. Key non-IFRS (EU) measures

4.1 Adjusted profit from operations

To supplement the BAT Group’s results from operations presented in accordance with IFRS (EU), the
Directors review current and prior year adjusted profit from operations to evaluate the performance of
the group and its geographic segments and to allocate resources to the overall business and to
communicate financial performance to investors. Adjusted profit from operations is not a measure
defined by IFRS (EU). The BAT Group’s most directly comparable IFRS (EU) measure to adjusted
profit from operations is profit from operations. Adjusted profit from operations is defined as profit from
operations before adjusting items in profit from operations. Adjusting items, as identified in accordance
with the BAT Group’s accounting policies, represent certain items of income and expense which the
BAT Group considers distinctive based on their size, nature or incidence. In identifying and quantifying
adjusting items, the BAT Group consistently applies a policy that defines criteria that are required to be
met for an item to be classified as adjusting and provides details of items that are specifically excluded
from being classified as adjusting items. Adjusting items in profit from operations include restructuring
and integration costs, amortisation of trademarks and similar intangibles, a gain on deemed partial
disposal of a trademark, and a payment and release of a provision relating to non-tobacco litigation.
See note 1 of the BAT Group’s consolidated financial statements for the year ended 31 December
2016 for an explanation of the definition of adjusting items.
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The Directors believe that this additional measure, which is used internally, is useful to the users of the
financial statements in helping them understand the underlying business performance. Adjusted profit
from operations has limitations as an analytical tool. It is not a presentation made in accordance with
IFRS (EU), is not a measure of financial condition or liquidity and should not be considered as an
alternative to profit for the year or profit from operations as determined in accordance with IFRS (EU).
Adjusted profit from operations is not necessarily comparable to similarly titled measures used by other
companies. As a result, investors should not consider this performance measure in isolation from, or as
a substitute analysis for, the BAT Group’s results of operations as determined in accordance with IFRS
(EV). See Part XIV (Historical Financial Information of the BAT Group) of this Prospectus for additional
information about adjusted profit from operations, as well as a reconciliation to profit from operations.

4.2 Results on a constant translational currency basis

As discussed above, movements in foreign exchange rates have impacted the BAT Group’s profit from
operations. The Directors review certain of its results, including revenue and adjusted profit from
operations, at constant rates of exchange. The BAT Group calculates these financial measures at
constant rates of exchange based on a retranslation, at prior year exchange rates, of the current year
results of the BAT Group and its segments. The BAT Group does not adjust for the normal
transactional gains and losses in operations that are generated by exchange movements. Although the
Directors do not believe that these measures are a substitute for IFRS (EU) measures, the Directors
believe that such results excluding the impact of currency fluctuations year-on-year provide additional
useful information to investors regarding the operating performance on a local currency basis.
Accordingly, the constant rates of exchange financial measures appearing in the following discussion
of the BAT Group results of operations should be read in conjunction with the information provided in
note 2 to the BAT Group’s consolidated financial statements for the year ended 31 December 2016.

For the years ending 31 December 2016, 2015 and 2014, results were affected by translational
exchange rate movements. In 2016, at the prevailing exchange rates, revenue increased by 12.6%,
profit from operations increased by 2.2% and adjusted profit from operations increased by 9.8% versus
2015. At constant rates of exchange, revenue would have increased by 6.9%, profit from operations
would have decreased by 2.9% and adjusted profit from operations would have increased by 4.1%.
This higher growth rate at prevailing exchange rates reflects the translational benefit as a result of the
relative weakness of pound sterling. In 2015, at the prevailing exchange rate, revenue decreased by
6.2%, profit from operations increased by 0.2% and adjusted profit from operations decreased by 7.6%
versus 2014. At constant rates of exchange, revenue in 2015 would have increased by 5.4%, profit
from operations would have increased by 13.6% and adjusted profit from operations would have
increased by 4.0%. The lower growth rate at prevailing exchange rates reflects the devaluation of
currencies, including in Russia, Nigeria, Ukraine, Venezuela and the eurozone.

4.3 Free cash flow

The BAT Group uses free cash flow to illustrate the cash flows before transactions relating to
borrowings. Free cash flow is not a measure defined by IFRS (EU). The BAT Group defines free cash
flow as net cash generated from operating activities adjusted for dividends paid to non-controlling
interests, net interest paid, net capital expenditure (offset by sales of assets in the period) and
proceeds from associates’ share buy-backs. The most directly comparable IFRS (EU) measure to free
cash flow is net cash generated from operating activities. The Directors believe that this additional
measure, which is used internally, is useful to the users of the financial statements in helping them
understand the underlying business performance and can provide insight into the cash flow available
to, among other things, reduce debt and pay dividends. Free cash flow has limitations as an analytical
tool. It is not a presentation made in accordance with IFRS (EU) and should not be considered as an
alternative to net cash generated from operating activities determined in accordance with IFRS (EU).
Free cash flow is not necessarily comparable to similarly titled measures used by other companies. As
a result, investors should not consider this measure in isolation from, or as a substitute analysis for, the
BAT Group’s results of operations or cash flows as determined in accordance with IFRS (EU). See
Part XIV (Historical Financial Information of the BAT Group) of this Prospectus for additional
information about free cash flow, as well as a reconciliation to net cash generated from operating
activities.

4.4 Net debt

The BAT Group uses net debt to assess its financial capacity. Net debt is not a measure defined by
IFRS (EU). The most directly comparable IFRS (EU) measure to net debt is total borrowings. The BAT
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Group defines net debt as total borrowings, including related derivatives, less cash and cash
equivalents and current available-for-sale investments. The Directors believe that this additional
measure, which is used internally, is useful to the users of the financial statements in helping them to
see how business financing has changed over the year. Net debt has limitations as an analytical tool. It
is not a presentation made in accordance with IFRS (EU), and should not be considered as an
alternative to borrowings or total liabilities determined in accordance with IFRS (EU). Net debt is not
necessarily comparable to similarly titled measures used by other companies. As a result, investors
should not consider this measure in isolation from, or as a substitute analysis for, the BAT Group’s
measures of financial position or liquidity as determined in accordance with IFRS (EU). See Part lll
(Important Information) of this Prospectus for additional information about net debt, as well as a
reconciliation to total borrowings.

5. Consolidated results of operations for the BAT Group

The discussion of the BAT Group’s consolidated results from operations is based on its historical
results. Except as set out below, the financial data discussed in this section for the years ending
31 December 2016, 2015 and 2014 has been prepared in accordance with IFRS (EU). This section
should be read in conjunction with Part XIV (Historical Financial Information of the BAT Group) and
Part VII (Information on the BAT Group), respectively.

Year ended 31 December

(£ millions) 2016 2015 2014
ReVENUE! ... . 14,751 13,104 13,971
Raw materials and consumables used...............coooiiiiiiiiiiiinn, (3,777) (3,217) (3,088)
Changes in inventories of finished goods and work in progress........... 44 184 58
Employee benefit CoStS........oouiiiiiii (2,274) (2,039) (2,194)
Depreciation, amortisation and impairment costs....................coeenie. (607) (428) (523)
Other operating iNnCoOMEe ...........iiiii e 176 225 178
Other operating EXPENSES ... ...vuiniiee e (3,658) (3,272) (3,856)
Profit from operations .................... 4,655 4,557 4,546
ANAIYSEA @S: ..t
adjusted profit from operations...............cocoiiiiiiiiii 5,480 4,992 5,403
restructuring and integration COStS ...........cooiviiiiiniiiiii, (603) (367) (452)
amortisation of trademarks and similar intangibles..................... (149) (65) (58)
FOX RIVET ..o (20) - 27
South Korea sales taX .........ocuvvviiieiiiiieiei e (53) - -
FINtKOTE ... e - 3) (374)
Net finance (COStS)/INCOME .......ccuiiiiiiiiiii e, (637) 62 (417)
Share of post-tax results of associates and joint ventures ................. 2,227 1,236 719
Profit before taxation...................cooii i 6,245 5,855 4,848
Taxation on ordinary activities ... (1,406) (1,333) (1,455)
Profit for the year....... ..o 4,839 4,522 3,393
Adjusting items in profit from operations ... 825 435 857
Adjusted profit from operations? ............. ... 5,480 4,992 5,403
1 Revenue is net of duty, excise and other taxes of £32,136 million, £27,896 million and £28,535 million for the years

ended 31 December 2016, 2015 and 2014, respectively.

2 Adjusted profit from operations is a non-IFRS (EU) measure. See Part |ll (Important Information) of this Prospectus for
additional information about adjusted profit from operations.

6. Volume by brand and other measures

In addition to revenue and the other measures discussed in this Part Xl, the BAT Group focuses on
volume as a key measure to evaluate performance. Volume is an unaudited operating measure and is
calculated as the total global cigarette volume of the BAT Group’s brands sold by its subsidiaries. The
BAT Group believes that volume is a measure commonly used by analysts and investors in the
industry. Accordingly, this information has been disclosed to permit a more complete analysis of the
BAT Group’s operating performance.
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Year ended 31 December

(Billions?) 2016 2015 2014

DUNHILL oo 57 59 55
N T e s 66 66 64
LUCKY STRIKE ..ottt 36 32 31
P ALL MA L ..ttt 92 92 92
ROTHMANS L 73 52 36
Total Global Drive Brands ...........cccoevuiiiiieiii e 324 301 278
Total Ot ... 341 362 389
Total VOIUME ... 665 663 667
Organic VOIUMEZ ... ... oo 658 661 667

1 Data relating to volume for 2016, 2015 and 2014 is unaudited and has been extracted from the BAT Group’s marketing
records.

2 Organic volume excludes contributions from TDR in 2016 and 2015 and Blue Nile in 2016.

The BAT Group also uses market share to evaluate its performance. The BAT Group evaluates
changes in its retail market share, or market share, in its key markets for tobacco products, based on
the latest available data from a number of internal and external sources. Key markets consist of
approximately 40 territories across all geographical segments, and represent approximately 80% of the
BAT Group’s global volume. Growth in these markets is largely driven by the Global Drive Brands. The
BAT Group also highlights drivers for change in specific markets (e.g., volume or market share). For
Next Generation Products, the BAT Group monitors its performance in select countries (e.g., UK,
Germany, ltaly) based upon category retail market share, based on the latest available data from a
number of internal and external sources. In addition, the BAT Group’s performance is affected by
global pricing, which is impacted by discounts, terms of credit with customers, excise taxes and other
competitive, market-driven and regulatory factors. In certain markets, the BAT Group has experienced
increases or decreases in average prices resulting from changes in product mix, also referred to as
price mix. The BAT Group believes that pricing and market share are measures commonly used by
analysts and investors in the industry.

7. 2016 compared with 2015

71 Revenue

Revenue increased by £1,647 million, or 12.6%, from £13,104 million for the year ended 31 December
2015 to £14,751 million for the year ended 31 December 2016, driven by improved pricing, with price
mix increasing to over 6%, and reflecting the positive currency effects resulting from the relative
weakness of pound sterling. At constant rates of exchange revenue would have increased by 6.9% to
£14,008 million. Over the same period, duty, excise and other taxes paid increased by £4,240 million,
or 15.2%, from £27,896 million for the year ended 31 December 2015 to £32,136 million for the year
ended 31 December 2016.

For the year ended 31 December 2016, overall volume increased by 2 billion, or 0.2%, from 663 billion
for the year ended 31 December 2015 to 665 billion for the year ended 31 December 2016, with the
industry estimated to be down by 3.0%. Market share in the BAT Group’s key markets increased by
over 50 basis points, or bps. Global Drive Brands volume increased by 7.5% in 2016, driven by
increased sales of ROTHMANS and LUCKY STRIKE. This increase was partly offset by a volume
decrease for brands other than the Global Drive Brands of 5.8%.

For the year ended 31 December 2016, DUNHILL’s volume declined by 3.3%, with market share flat,
driven mainly by industry declines in Malaysia and Brazil, more than offsetting growth in South Korea
and continued growth in Indonesia. KENT’s 2016 volume increased by 1.0% due to growth in Chile,
Turkey, Japan and Russia. KENT’s market share was up 10bps. LUCKY STRIKE, the BAT Group’s
original American brand, saw an increase of 13.5% to 36 billion in 2016, with growth in Indonesia,
Colombia, Egypt, France, Croatia and Italy, more than offsetting lower volume in Argentina and Russia.
LUCKY STRIKE market share grew 10bps. In 2016, PALL MALL volume increased by 0.1% and is the
BAT Group’s leading brand in terms of volume, as growth in Venezuela, Poland, Iran, Mexico and
Romania more than offset reductions in Pakistan and the migration to ROTHMANS in ltaly. PALL
MALL market share was up 10 bps. In 2016, ROTHMANS volume was up by 36.9% or 21 billion,
driven by growth in Russia, Ukraine, Italy, Nigeria, Turkey and South Korea. ROTHMANS market
share was up 70 bps.
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7.2 Raw materials and consumables used

Raw materials and consumables used increased by £560 million, or 17.4%, from £3,217 million for the
year ended 31 December 2015 to £3,777 million for the year ended 31 December 2016, impacted by
the increase in volume and changes in foreign exchange. Raw materials and consumables used as a
percentage of revenue increased to 25.6% for the year ended 31 December 2016 from 24.5% for the
year ended 31 December 2015.

7.3 Employee benefit costs

Employee benefit costs increased by £235 million, or 11.5%, from £2,039 million for the year ended
31 December 2015 to £2,274 million for the year ended 31 December 2016. The increase is principally
the result of translational foreign exchange movements and adjusting items associated with various
reorganisation activities undertaken within the BAT Group during 2016. As a percentage of revenue,
these costs represented 15.4% in 2016 and 15.6% in 2015.

7.4 Depreciation, amortisation and impairment costs

For the year ended 31 December 2016, depreciation, amortisation and impairment costs increased by
£179 million, or 41.8%, primarily due to trademarks and similar intangibles, where amortisation and
impairment increased by £84 million, from £65 million for the year ended 31 December 2015 to
£149 million for the year ended 31 December 2016, including the impact of a £33 million impairment.
Acquisitions including Ten Motives, CHIC Group, TDR, Bentoel, Tekel and Skandinavisk
Tobakskompagni A/S (“ST”) resulted in the capitalisation of trademarks and similar intangibles which
are amortised over their expected useful lives, which do not exceed 20 years. The amortisation and
impairment charge for trademarks and similar intangibles of £149 million (compared to £65 million for
the year ended 31 December 2015) is included in depreciation, amortisation and impairment costs in
profit from operations. The increase was also driven by depreciation and impairment of property, plant
and equipment, which increased by £103 million, from £274 million for the year ended 31 December
2015 to £377 million for the year ended 31 December 2016, impacted by the depreciation of acquired
property, plant and equipment. The increase in depreciation, amortisation and impairment is partly
offset by a decrease of £8 million in amortisation and impairment of other intangibles.

7.5 Other operating expenses

Other operating expenses increased by £386 million, or 11.8%, from £3,272 million for the year ended
31 December 2015 to £3,658 million for the year ended 31 December 2016 due to increases in certain
overhead costs and the impact of foreign exchange. As a percentage of revenue, these costs
represented 24.8% for the year ended 31 December 2016 and 25.0% for the year ended 31 December
2015.

7.6 Profit from operations

As a result of the above, profit from operations increased by £98 million, or 2.2% from £4,557 million
for the year ended 31 December 2015 to £4,655 million for the year ended 31 December 2016.

7.7 Net finance costs/income

Net finance costs increased by £699 million, from net finance income of £62 million for the year ended
31 December 2015 to net finance costs of £637 million for the year ended 31 December 2016. This
movement was impacted by an increase in finance costs related to fair value changes on derivative
financial instruments and hedged items of £213 million. In addition, net finance costs were impacted by
adjusting items, including a deemed gain related to the investment in RAI of £601 million in 2015 that
did not recur in 2016. For more information on adjusting items in net finance costs/income, see note
4(b) to the BAT Group’s consolidated financial statements for the year ended 31 December 2016.

7.8 Results of associates and joint ventures

Associates are principally comprised of RAI and ITC. The BAT Group’s share of the post-tax results of
associates and joint ventures, included at the pre-tax profit level under IFRS (EU), was £2,227 million
for the year ended 31 December 2016, compared to £1,236 million for the year ended 31 December
2015. This increase of £991 million, or 80.3%, was principally driven by an improvement in the results
of RAIl, whose profit on ordinary activities before taxation increased by £2,861 million and an adjusting
item resulting from RAI's gain on the sale of the international rights to NATURAL AMERICAN SPIRIT
in 2016, of which BAT’s share was £941 million (net of tax), compared to 2015, when BAT’s share of
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RAI's gain on divestiture was £371 million (net of tax). For more information on adjusting items in the
results of associates and joint ventures, see note 5(a) to the BAT Group’s consolidated financial
statements for the year ended 31 December 2016.

7.9 Taxation on ordinary activities

Taxation on ordinary activities was £1,406 million for the year ended 31 December 2016, compared to
£1,333 million for the year ended 31 December 2015. The BAT Group’s effective tax rate was 22.5%
for the year ended 31 December 2016, compared to 22.8% for the year ended 31 December 2015,
both of which were affected by the inclusion of the share of associates’ post-tax profit in the BAT
Group’s pre-tax results and by adjusting items, notably the deemed gain related to the investment in
RAI of £601 million in 2015, as discussed above. Excluding these, the underlying tax rate for
subsidiaries was 29.8% and 30.5% for the years ended 31 December 2015 and 31 December 2016,
respectively. The BAT Group’s share of post-tax results of associates and joint ventures was
£2,227 million in 2016 and £1,236 million in 2015. Adjusting items in taxation were £61 million for the
year ended 31 December 2016 and £22 million for the year ended 31 December 2015, resulting from
additional deferred tax charge on potential distributions of undistributed earnings from the BAT Group’s
share of the gain on divestitures of intangibles and other assets by RAIl. For more information on
adjusting items in taxation, see note 6(d) to the BAT Group’s consolidated financial statements for the
year ended 31 December 2016.

7.10  Profit for the year

As a result of the above, profit for the year increased by £317 million, or 7.0% from £4,522 million for
the year ended 31 December 2015 to £4,839 million for the year ended 31 December 2016.

7.11  Adjusting items in Profit from Operations

For the year ended 31 December 2016, adjusting items in profit from operations increased by
£390 million, or 89.7%, to £825 million from £435 million for the year ended 31 December 2015. This
increase was driven primarily by a £236 million increase in restructuring and integration costs. In
addition to costs related to the implementation of a new operating model and the cost of initiatives in
respect of permanent headcount reductions and permanent employee benefit reductions in both the
years ended 31 December 2015 and 2016, restructuring and integration costs for the year ended
31 December 2016 included factory closure and downsizing activities in Germany, Malaysia and Brazil,
certain exit costs and asset write-offs related to the change in approach to the commercialisation of
VOKE (as announced on 5 January 2017), uncertainties surrounding regulatory changes and
restructurings in Japan and Australia. For the year ended 31 December 2015, restructuring and
integration costs also included factory closure and downsizing activities in Australia, certain costs
related to the acquisitions undertaken (including TDR in Croatia) and restructurings in Indonesia,
Canada, Switzerland and Germany.

In addition to this increase in restructuring and integration costs, adjusting items in profit from
operations were impacted by an £84 million increase in amortisation and impairment of trademarks and
similar intangibles. Acquisitions including Ten Motives, CHIC Group, TDR, Bentoel, Tekel and ST
resulted in the capitalisation of trademarks and similar intangibles which are amortised over their
expected useful lives, which do not exceed 20 years. The amortisation and impairment charge of
£149 million (compared to £65 million for the year ended 31 December 2015) is included in
depreciation amortisation and impairment costs in profit from operations.

8. 2015 compared with 2014

8.1 Revenue

Revenue decreased by £867 million, or 6.2%, from £13,971 million for the year ended 31 December
2014 to £13,104 million for the year ended 31 December 2015. The BAT Group’s results were
impacted by the adverse movement of a number of key currencies and this is reflected in an adverse
translational exchange rate movement. Revenue would have been up 5.4% at £14,720 million at
constant rates of exchange, driven by a price mix increase to 5.9%. Over the same period, the amount
of duty, excise and other taxes paid decreased by £639 million, or 2.2%, from £28,535 million for 2014
to £27,896 million for 2015.

For the year ended 31 December 2015, overall volume declined by 4 billion, or 0.5%, from 667 billion
for the year ended 31 December 2014 to 663 billion for the year ended 31 December 2015, with the
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industry estimated to have declined by approximately 3%, based on the BAT Group’s internal
estimates. Market share in the BAT Group’s key markets increased by over 40 bps. Global Drive
Brands volume grew by 8.5% for the year ended 31 December 2016 to 301 billion. The BAT Group’s
other brands experienced a decrease in volume of 6.9%.

For the year ended 31 December 2015, DUNHILL volume increased by 6.0% to 59 billion, with market
share higher by 30 bps, driven mainly by increased volume in Indonesia, Brazil and South Africa,
offsetting lower volume in South Korea, Malaysia and Russia. KENT’s volume in 2015 was 66 billion,
up by 3.3% as volume growth in Iran, Turkey, Japan and Chile was partly offset by lower volume in
Russia and Ukraine. KENT’s market share was flat in 2015. In 2015, volume for LUCKY STRIKE grew
by 3.7%, up to 32 billion, with increases in Belgium, France and Chile more than offsetting decreases
in Russia and Argentina. LUCKY STRIKE market share grew 10 bps in 2015. In 2015, volume for
PALL MALL increased by 0.4% at 92 billion, as growth in Pakistan, Venezuela, Poland and Mexico
was partly offset by the effect of the brand migration to ROTHMANS in Italy. PALL MALL market share
was up 10 bps. In 2015, ROTHMANS had growth of 46.5%, with volume of 52 billion, led by increases
in Russia, Ukraine, Turkey, Italy, Kazakhstan, Australia, Algeria and the United Kingdom. ROTHMANS
market share was up 70 bps during 2015.

8.2 Raw materials and consumables used

Raw materials and consumables used increased by £129 million, or 4.2%, from £3,088 million for the
year ended 31 December 2014 to £3,217 million for the year ended 31 December 2015, impacted by
increasing costs and foreign exchange movements. Raw materials and consumables used as a
percentage of revenue increased from 22.1% for the year ended 31 December 2014 to 24.5% for the
year ended 31 December 2015.

8.3 Employee benefit costs

Employee benefit costs decreased by £155 million, or 7.1% from £2,194 million for the year ended
31 December 2014 to £2,039 million for the year ended 31 December 2015. This decrease was the
result of the impact of exchange rate movements, local remuneration agreements, varying employment
costs and a reduction in headcount across end markets and regions. Employee benefit costs as a
percentage of revenue decreased slightly from 15.7% for 2014 to 15.6% for 2015.

8.4 Depreciation, amortisation and impairment costs

Depreciation, amortisation and impairment costs decreased by £95 million, or 18.2%, from £523 million
for the year ended 31 December 2014 to £428 million for the year ended 31 December 2015. This was
primarily driven by a decrease in depreciation and impairment of property, plant and equipment of
£122 million, from £396 million for the year ended 31 December 2014 to £274 million for the year
ended 31 December 2015. This decrease was partly offset by a £27 million increase in amortisation
and impairment of intangible assets.

8.5 Other operating expenses

Other operating expenses decreased by £584 million, or 15.1%, from £3,856 million for the year ended
31 December 2014 to £3,272 million for the year ended 31 December 2015, impacted by movements
in foreign exchange. Other operating costs as a percentage of revenue decreased from 27.6% for 2014
to 25.0% for 2015.

8.6 Profit from operations

As a result of the above, profit from operations increased by £11 million, or 0.2%, from £4,546 million
for the year ended 31 December 2014 to £4,557 million for the year ended 31 December 2015.

8.7 Net finance costs/income

Net finance costs decreased by £479 million, or 114.9% from net finance cost of £417 million for the
year ended 31 December 2014 to net finance income of £62 million for the year ended 31 December
2015. This movement was impacted by adjusting items in 2015, including a deemed gain related to the
investment in RAI of £601 million, as well as £104 million of costs in relation to the funding of the
acquisition of the shares not owned by the BAT Group in Souza Cruz and investment in RAI. For more
information on adjusting items in net finance costs/income, see note 4(b) to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016.
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8.8 Results of associates and joint ventures

Associates are principally comprised of RAI and ITC. The BAT Group’s share of the post-tax results of
associates and joint ventures, included at the pre-tax profit level under IFRS (EU), was £1,236 million
in 2015, compared to £719 million for the year ended 31 December 2014. This increase of
£517 million, or 71.9%, was principally driven by an adjusting item resulting from RAl's gain on
divestiture in 2015, of which BAT’s share was £371 million (net of tax). For more information on
adjusting items in the results of associates and joint ventures, see note 5(a) to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016.

8.9 Taxation on Ordinary Activities

Taxation on ordinary activities was £1,333 million for the year ended 31 December 2015, compared to
£1,455 million for the year ended 31 December 2014. The BAT Group’s effective tax rates were 22.8%
for the year ended 31 December 2015 and 30.0% for the year ended 31 December 2014, which were
affected by the inclusion of the share of associates’ post-tax profit in the BAT Group’s pre-tax results
and by adjusting items, notably the deemed gain related to the investment in RAI of £601 million during
the year ended 31 December 2015, as discussed above. Excluding these, the underlying tax rate for
subsidiaries was 30.6% for the year ended 31 December 2014 and 30.5% for the year ended
31 December 2015. The slight decrease for the year ended 31 December 2015 is the result of a
change in the mix of profits. The BAT Group’s share of post-tax results of associates and joint ventures
was £1,236 million for the year ended 31 December 2015 and £719 million for the year ended
31 December 2014. Adjusting items in taxation totalled £22 million for the year ended 31 December
2015 (£nil for the year ended 31 December 2014) resulting from an additional deferred tax charge on
potential distributions of undistributed earnings from the BAT Group’s share of the gain on divestiture
by RAIl. For more information on adjusting items in taxation, see note 6(d) to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016.

8.10  Profit for the year

As a result of the above, profit for the year increased by £1,129 million, or 33.3%, from £3,393 million
for the year ended 31 December 2014 to £4,522 million for the year ended 31 December 2015.

8.11  Adjusting items in Profit from Operations

For the year ended 31 December 2015, adjusting items in profit from operations decreased by
£422 million, or 49.2%, to £435 million from £857 million for the year ended 31 December 2014. This
decrease was driven primarily by a £371 million decrease in Flintkote charges, due to a BAT Group
subsidiary entering into a settlement agreement in connection with various legal cases related to a
former non-tobacco business in Canada.

The decrease in adjusting items in profit from operations was also driven by restructuring and
integration costs, which decreased by £85 million for the year ended 31 December 2015 to
£367 million, down from £452 million for the year ended 31 December 2014. In addition to costs related
to the implementation of a new operating model and the cost of initiatives in respect of permanent
headcount reductions and permanent employee benefit reductions for both the years ended
31 December 2014 and 2015, restructuring and integration costs for the year ended 31 December
2015 included factory closure and downsizing activities in Australia, certain costs related to the
acquisitions undertaken (including TDR in Croatia) and restructurings in Indonesia, Canada,
Switzerland and Germany. In 2014, restructuring and integration costs also included factory closure
and downsizing activities in Australia, Colombia and the Democratic Republic of Congo, and
restructurings in Argentina, Indonesia, Canada, Switzerland and Germany.

9. Results of operations by geographic region

The BAT Group, excluding the BAT Group’s associated undertakings, is currently organised into
four geographic regions: Asia-Pacific, Americas, Western Europe and EEMEA. The four geographic
regions are the reportable segments for the BAT Group as they form the focus of the BAT Group’s
internal reporting systems and are the basis used by the Management Board, which functions
collectively as the chief operating decision maker for assessing performance and allocating resources.
The BAT Group reviews, among other data, segmental revenue, segmental profit from operations,
segmental adjusted profit from operations, and segmental revenue and segmental adjusted profit from
operations at constant rates of exchange based on a retranslation, at prior year exchange rates, of the
current year results of the BAT Group. Refer to note 2 to the BAT Group’s consolidated financial
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statements for the year ended 31 December 2016 for further discussion of the segmental results and
for the reconciliation of segmental revenue at constant rates of exchange to segmental revenue, and of
adjusted profit from operations at current and constant rates of exchange to segmental profit from
operations and to group profit for the year.

The following tables set forth a breakdown of the volume, revenue, profit from operations, adjusted
profit from operations and movements at constant rates of exchange by geographic region for the
years ended 31 December 2016, 2015 and 2014.

Year ended 31 December  Year ended 31 December Year ended 31 December

Increase/(decrease) in
revenue at constant rates of

Volume? Revenue exchange?
2016 2015 2014 2016 2015 2014 2016 2015

(billions) (£ millions) (£ millions)
Asia-Pacific ............ 196 198 197 4,266 3,773 3,873 3) 1
Americas ............... 113 124 131 2,868 2,720 2,990 294 350
Western Europe....... 120 112 112 3,867 3,203 3,359 268 117
EEMEA ................. 236 229 227 3,750 3,408 3,749 345 281
Total..................... 665 663 667 14,751 13,104 13,971 904 749
1 Data relating to volume by region for the years ended 31 December 2014, 2015 and 2016 has been extracted from the

BAT Group’s marketing records.

2 Revenue at constant rates of exchange is a non-IFRS (EU) measure. Revenue at constant rates of exchange for 2016
is based on a retranslation at 2015 exchange rates of the 2016 results of BAT. Revenue at constant rates of exchange
for 2015 is based on a retranslation at 2014 exchange rates of the 2015 results of BAT.

Year ended 31 December Year ended 31 December Year ended
31 December
Profit from operations  Adjusted profit from operations’ Increase/(decrease) in

adjusted profit from
operations at constant
rates of exchange'2

2016 2015 2014 2016 2015 2014 2016 2015
(£ millions) (£ millions) (£ millions)
Asia-Pacific........... 1,432 1,361 1,360 1,630 1,469 1,548 19 (2)
Americas .............. 1,017 1,082 1,197 1,172 1,169 1,286 33 140
Western Europe..... 1,044 990 1,018 1,389 1,146 1,189 90 60
EEMEA ................ 1,182 1,127 1,318 1,289 1,208 1,380 63 19
Total.................... 4,675 4,560 4,893 5,480 4,992 5,403 205 217
1 Adjusted profit from operations is a non-IFRS (EU) measure. See Part lll (Important Information) of this Prospectus for

additional information about adjusted profit from operations, as well as a reconciliation to profit for the year.

2 Adjusted profit from operations at constant rates of exchange is a non-IFRS (EU) measure. Adjusted profit from
operations at constant rates of exchange for 2016 is based on a retranslation at 2015 exchange rates of the 2016
results of the BAT Group. Adjusted profit from operations at constant rates of exchange for 2015 is based on a
retranslation at 2014 exchange rates of the 2015 results of the BAT Group.

9.1 2016 compared with 2015

9.1.1 Asia-Pacific

In Asia-Pacific, profit from operations increased by £71 million to £1,432 million for the year ended
31 December 2016. In addition to the impact of adjusting items and foreign exchange movements,
profit from operations was impacted by improved underlying business performances in Pakistan,
Bangladesh, Sri Lanka, Vietnam and South Korea, which were partly offset by declining underlying
business performance in Malaysia following a change in excise, and the adverse impact of foreign
exchange on raw materials and consumables used in a number of markets including Japan and New
Zealand. Adjusted profit from operations increased by £161 million to £1,630 million for the year ended
31 December 2016, which excludes the impact of adjusting items in profit from operations, of
£198 million (compared to £108 million for the year ended 31 December 2015), resulting from South
Korea sales tax, restructurings in Japan and Australia, downsizing in Malaysia and amortisation of
trademarks and similar intangibles. At constant rates of exchange, adjusted profit from operations for
the year ended 31 December 2016 would have increased by £19 million, or 1.3%, to £1,488 million, up
from adjusted profit from operations of £1,469 million for the year ended 31 December 2015. Volume at
196 billion was down by 0.9% from 2015, as volume increases in Bangladesh, Vietnam, South Korea
and Indonesia were offset by volume declines in Pakistan and Malaysia.
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Results in Asia-Pacific were impacted by the following developments:

e Australia—market share returned to growth, driven by ROTHMANS. Pricing in the second half
of the year was offset by lower volume due to the market contraction and down-trading,
leading to a reduction in adjusted profit from operations at constant rates of exchange.

e Malaysia—volume and adjusted profit from operations at constant rates of exchange were
down as tax-driven price increases led to a reduction in the total market and higher illicit trade.
Market share fell despite growth in PETER STUYVESANT as DUNHILL was impacted by
down-trading.

e Japan—market share of combustibles grew, driven by KENT. Lower volume and adverse
foreign exchange movements affecting raw materials and consumables used led to a reduction
in adjusted profit from operations at constant rates of exchange.

e New Zealand—pricing, an increase in market share and stable volume were more than offset
by the adverse impact of foreign exchange on raw materials and consumables used, with
adjusted profit from operations at constant rates of exchange marginally lower.

e Bangladesh—volume, market share and adjusted profit from operations at constant rates of
exchange continued to increase.

e Pakistan—adjusted profit from operations at constant rates of exchange increased as a result
of pricing and cost savings. Market share grew, driven by PALL MALL. Market contraction led
to lower volume as illicit trade increased significantly following excise-led price increases.

e Vietnam—higher adjusted profit from operations at constant rates of exchange was driven by
an increase in volume, pricing and favourable product mix. Market share was stable as STATE
EXPRESS 555 continued to perform well in the premium segment.

e South Korea—adjusted profit from operations at constant rates of exchange was up, driven by
higher volume, including in DUNHILL, and productivity initiatives. Market share fell despite
growth in ROTHMANS.

e Indonesia—volume and market share grew, driven by DUNHILL and LUCKY STRIKE, with the
favourable product mix and pricing leading to an improvement in adjusted profit from
operations at constant rates of exchange.

e Philippines—market share was marginally higher, driven by PALL MALL. Pricing and
productivity initiatives more than offset a decline in volume, leading to an improvement in
adjusted profit from operations at constant rates of exchange.

9.1.2 Americas

In the Americas, profit from operations decreased by £65 million to £1,017 million for the year ended
31 December 2016. In addition to the impact of adjusting items and foreign exchange movements,
particularly the devaluation of the bolivar in Venezuela, profit from operations was impacted by
improved underlying business performances in Canada, Chile and Peru, which was more than offset
by declining underlying business performance in Brazil. Adjusted profit from operations was marginally
ahead of the prior year at £1,172 million, which excludes the impact of adjusting items in profit from
operations of £155 million (compared to £87 million for the year ended 31 December 2015), including
the downsizing in Brazil and the amortisation and impairment of trademarks and similar intangibles. At
constant rates, adjusted profit from operations would have increased by £33 million, or 2.8%, to
£1,202 million for the year ended 31 December 2016, up from adjusted profit from operations of
£1,169 million for the year ended 31 December 2015. Volume for the year ended 31 December 2016 in
the Americas was down by 8.8% at 113 billion, as higher volume in Mexico and Colombia was more
than offset by declines in Brazil and Venezuela.

Results in the Americas were impacted by the following developments:

e Brazi—LUCKY STRIKE grew market share, with DUNHILL growing within the premium
segment, although total market share declined. Lower consumer disposable income, higher
VAT and excise-led price increases drove market contraction and higher illicit trade, adversely
impacting volume and adjusted profit from operations at constant rates of exchange.

e Canada—growth in adjusted profit from operations at constant rates of exchange was driven
by pricing and cost reductions, which offset lower volume. Market share fell, despite growth in
PALL MALL.
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e  Chile—pricing and an improvement in mix led to higher adjusted profit from operations at
constant rates of exchange. Total volume fell but market share was up, driven by KENT
following the successful migration from BELMONT.

e Venezuela—pricing, to offset currency devaluation and inflation, led to higher adjusted profit
from operations at constant rates of exchange. PALL MALL volume grew although, due to the
reduction in consumer disposable income, total volume fell.

e Mexico—volume was up, driven by the continued growth in PALL MALL. A delay in pricing
increases in line with costs led to stable adjusted profit from operations at constant rates of
exchange.

e Colombia—higher volume, an improvement in market share and pricing were more than offset
by the adverse impact of foreign exchange on raw materials and consumables used, with
adjusted profit from operations at constant rates of exchange down.

e Argentina—excise-led price increases drove a decrease in the total market and a decline in
volume. Market share was marginally lower despite ROTHMANS growth following launch in
2016.

9.1.3 Western Europe

In Western Europe, profit from operations increased by £54 million to £1,044 million for the year ended
31 December 2016. In addition to the impact of adjusting items and foreign exchange movements,
particularly the relative weakness in pound sterling against the euro, profit from operations was
impacted by improved underlying business performances in several markets including Germany,
Romania, Italy and France. Adjusted profit from operations increased by £243 million to £1,389 million,
which excludes adjusting items in profit from operations of £345 million (compared to £156 million for
the year ended 31 December 2015), including costs of factory closure and downsizing in Germany and
amortisation of trademarks and similar intangibles for the year ended 31 December 2016. At constant
rates of exchange, adjusted profit from operations would have increased by £90 million, or 7.8%, to
£1,236 million for the year ended 31 December 2016, compared to adjusted profit from operations of
£1,146 million for the year ended 31 December 2015, reflecting the strength of the euro in 2016.
Volume was up by 6.7% to 120 billion in 2016, with growth in Poland and Romania more than offsetting
lower volume in the United Kingdom, Denmark and Germany.

Results in Western Europe were impacted by the following developments:

e Germany—adjusted profit from operations at constant rates of exchange grew primarily
resulting from pricing, with volume marginally lower. Market share was flat as growth by
LUCKY STRIKE was offset by declines in the local brands. Fine Cut volume and market share
fell due to increased price competition. VYPE was launched nationally, growing to 7% category
retail market share.

e Switzerland—price discounting by competitors at retail led to lower volume, a fall in market
share and a decline in adjusted profit from operations at constant rates of exchange.

e France—adjusted profit from operations at constant rates of exchange and volume were
marginally higher. Market share was up, driven by the continued growth in LUCKY STRIKE.

e Romania—adjusted profit from operations at constant rates of exchange increased, driven by
pricing and higher volume. PALL MALL and DUNHILL increased market share more than
offsetting a decline in KENT.

e |taly—higher volume and pricing drove an increase in adjusted profit from operations at
constant rates of exchange. Growth in ROTHMANS market share was more than offset by
declines in the rest of the local portfolio with total market share down. VYPE distribution was
expanded. PEBBLE was launched and the first flagship store was opened.

e Denmark—volume, market share and adjusted profit from operations at constant rates of
exchange were down due to down-trading leading to the growth of the low-priced segment.

¢ Netherlands—adjusted profit from operations at constant rates of exchange grew, driven by a
lower cost base. Market share growth in PALL MALL and LUCKY STRIKE was more than
offset by a decline in KENT and local brands, reducing total market share.

e Belgium—adjusted profit from operations at constant rates of exchange fell, driven by lower

volume. Market share fell as the decline in KENT more than offset the continued growth in
LUCKY STRIKE.
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e United Kingdom—a challenging pricing environment led to a decline in market share, with
adjusted profit from operations at constant rates of exchange stable as cost reductions offset
lower volume. Total retail market share of the Next Generation Products business grew to
nearly 40% driven by the continued growth of VYPE and the acquisition of Ten Motives.

e Spain—adjusted profit from operations at constant rates of exchange was marginally higher,
driven by cost savings. Volume and market share were stable.

e Poland—market share grew with volume higher due to the success of PALL MALL. Adjusted
profit from operations at constant rates of exchange improved driven by the improved volume
and pricing.

e Croatia/Balkans—the integration of TDR is now substantially complete, with the migration to
the Global Drive Brands portfolio on track, driving an increase in total market share.

9.1.4 EEMEA

In EEMEA, profit from operations increased by £55 million to £1,182 million for the year ended
31 December 2016. In addition to the impact of adjusting items and foreign exchange movements,
particularly currency devaluation in Russia, Nigeria and Ukraine, profit from operations for the year was
positively impacted by pricing across the region and improved underlying business performance in
several markets. Adjusted profit from operations increased by £81 million to £1,289 million, which
excludes the impact of adjusting items in profit from operations of £107 million (compared to
£81 million for the year ended 31 December 2015), including amortisation of trademark and similar
intangibles and restructuring costs in South Africa. At constant rates of exchange, adjusted profit from
operations would have increased by £63 million, or 5.3%, to £1,271 million for the year ended
31 December 2016, up from adjusted profit from operations of £1,208 million for the year ended
31 December 2015. EEMEA volume at 236 billion for the year ended 31 December 2016 was 3.0%
higher than the year ended 31 December 2015, as growth in a number of markets including Ukraine,
Russia, Turkey and Algeria were partly offset by lower volume in South Africa and the Gulf
Cooperation Council.

Results in EEMEA were impacted by the following developments:

e Russia—adjusted profit from operations at constant rates of exchange increased, driven by
pricing and an increase in volume more than offsetting the continuing adverse impact of
foreign exchange on raw materials and consumables used. Market share continued to grow,
driven by improved market share by ROTHMANS with KENT premium segment share
increasing.

¢ South Africa—volume fell, driven by down-trading to the low-priced segment and higher illicit
trade. DUNHILL, PALL MALL and BENSON & HEDGES all grew market share although total
market share fell. Adjusted profit from operations at constant rates of exchange was down due
to lower volume and the adverse transactional impact of foreign exchange on raw materials
and consumables used, partly offset by pricing.

e GCC—adjusted profit from operations at constant rates of exchange was flat as pricing and
cost savings were offset by lower volume. Market share fell as DUNHILL was impacted by
down-trading following tax driven price increases.

e Nigeria—volume growth and pricing were offset by the adverse impact of foreign exchange on
raw materials and consumables used, with adjusted profit from operations at constant rates of
exchange in line with prior year.

e Iran—volume and adjusted profit from operations at constant rates of exchange were lower
due to the retrospective application of an increase in excise.

e Ukraine—volume and market share growth was driven by ROTHMANS. Geopolitical instability
continued to impact the financial performance, with a significant deterioration in currency and
intense price competition leading to a decline in adjusted profit from operations at constant
rates of exchange.

e Turkey—adjusted profit from operations at constant rates of exchange was up, driven by
pricing and higher volume. Market share grew, driven by KENT and ROTHMANS.

e Egypt—an improvement in adjusted profit from operations at constant rates of exchange was
driven by higher volume, pricing and an enhanced mix.

e Kazakhstan—ROTHMANS drove an increase in volume and market share. Adjusted profit
from operations at constant rates of exchange improved as pricing and higher volume more
than offset the effect of down-trading.
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e Algeria—volume growth and pricing drove an increase in adjusted profit from operations at
constant rates of exchange.

9.2 2015 compared with 2014

9.2.1 Asia-Pacific

In Asia-Pacific, profit from operations was £1,361 million for the year ended 31 December 2015,
slightly up from £1,360 million for the year ended 31 December 2014. In addition to the impact of
adjusting items and foreign exchange movements, including adverse foreign exchange rates in a
number of markets, profit from operations was impacted by improved underlying business
performances in Pakistan, Bangladesh, New Zealand, Sri Lanka and Vietnam, and a challenging
environment in Australia. Adjusted profit from operations decreased by £79 million to £1,469 million,
due to a decrease in the impact of adjusting items in profit from operations, which totalled £108 million
(compared to £188 million for the year ended 31 December 2014), including restructuring costs in
Australia, which decreased from 2014, and downsizing in Malaysia. At constant rates of exchange,
adjusted profit from operations in 2015 was consistent with the prior year at £1,546 million in 2015,
compared to adjusted profit from operations of £1,548 million in 2014. Volume in 2015 was marginally
ahead of 2014 at 198 billion, as increases in Bangladesh, Vietnam, Indonesia and Japan were offset
by Pakistan, Malaysia, and South Korea, where lower volume was due to market decline.

Results in Asia-Pacific were impacted by the following developments:

e Australia—volume fell due to market contraction. Excise-led price increases, a challenging
environment and continued high prevalence of illicit trade led to down-trading and a significant
reduction in adjusted profit from operations at constant rates of exchange. Market share was
flat.

e New Zealand—adjusted profit from operations at constant rates of exchange was higher as
pricing offset lower volume. Increases in ROTHMANS led to an increase in market share.

e Malaysia—adjusted profit from operations at constant rates of exchange was stable, as the
introduction of excise-led price increases were offset by a reduction in volume, which was
partly due to an increase in illicit trade. Market share was up, driven by PETER STUYVESANT.

e Japan—growth in market share was driven by KENT, supported by innovations. Adjusted profit
from operations at constant rates of exchange was down mainly due to the adverse exchange
rate impact on raw materials and consumables used, which was partly mitigated by
productivity savings.

e Vietham—volume was up, in line with the industry. Adjusted profit from operations at constant
rates of exchange was higher due to increased volume, pricing and an improvement in mix.

e South Korea—market share grew, driven by DUNHILL and VOGUE. Volume declined as a
result of significant industry contraction following high excise-driven price increases, leading to
lower adjusted profit from operations at constant rates of exchange.

e Philippines—market share increased driven by PALL MALL, leading to an improvement in
adjusted profit from operations at constant rates of exchange.

e Pakistan—high excise-driven pricing led to market contraction and an increase in illicit trade.
Volume decline was lower than the market, leading to an increase in market share, particularly
in PALL MALL. The full-year effect of pricing taken for the year ended 31 December 2014 and
cost efficiencies drove adjusted profit from operations at constant rates of exchange higher.

e Bangladesh—adjusted profit from operations at constant rates of exchange continued to
increase, driven by higher volume, significant market share growth and higher pricing.

¢ Indonesia—volume and market share were up and adjusted profit from operations improved as
DUNHILL continued to grow, driving an improvement in mix and offsetting the decline in local
brands.

e Taiwan—market share was higher driven by PALL MALL. Pricing was offset by marketing
investment, leading to a small decline in profit from operations.

9.2.2 Americas

In the Americas, profit from operations declined by £115 million to £1,082 million for the year ended
31 December 2015. In addition to the impact of adjusting items and foreign exchange rate movements,
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particularly adverse movements in Brazil, Canada and Venezuela, profit from operations was impacted
by improved underlying business performances in Canada, Mexico, Venezuela and Chile. Adjusting
items in profit from operations, which totalled £87 million (compared to £89 million for the year ended
31 December 2014), included restructurings in Canada. Adjusted profit from operations declined by
£117 million to £1,169 million for the year ended 31 December 2015, in line with the decrease in profit
from operations. At constant rates of exchange, adjusted profit from operations would have increased
by £140 million, or 10.9%, to £1,426 million for the year ended 31 December 2015 compared to
adjusted profit from operations of £1,286 million in 2014, as adjusted profit from operations at constant
rates of exchange for the year ended 31 December 2015 excludes the impact of adverse foreign
exchange rate movements. Volume was lower by 5.2% at 124 billion, mainly due to Brazil, Argentina,
Chile and Canada, partly offset by higher volume in Mexico.

Results in the Americas were impacted by the following developments:

e Brazi—DUNHILL and MINISTER performed well with higher market share, but were more
than offset by the rest of the portfolio. Market contraction due to the effects of illicit trade and
the deterioration in the economic environment led to lower volume and a reduction in adjusted
profit from operations at constant rates of exchange.

e Canada—adjusted profit from operations at constant rates of exchange grew driven by pricing
and cost reductions, offsetting lower volume. Market share fell, despite growth in PALL MALL.

e Mexico—market share was up, driven by the continued growth in PALL MALL and LUCKY
STRIKE. Adjusted profit from operations at constant rates of exchange was higher driven by
pricing and higher volume.

e Argentina—pricing more than offset the impact of lower volume and led to higher adjusted
profit from operations at constant rates of exchange. LUCKY STRIKE grew market share,
continuing to perform well in the premium segment.

e Chile—growth in adjusted profit from operations at constant rates of exchange was due to
pricing and up-trading to capsule offers, offsetting lower volume and the effect of adverse
exchange rates on raw materials and consumables used. KENT, LUCKY STRIKE and PALL
MALL all grew market share.

e Venezuela—adjusted profit from operations at constant rates of exchange was higher, as
pricing changes were required to offset the combined effects of local inflation and the
devaluation of the bolivar following the introduction of the SIMADI exchange rate mechanism.
Volume was marginally lower.

e Colombia—market share growth was partly driven by KOOL and LUCKY STRIKE, with volume
flat despite industry decline. Adjusted profit from operations at constant rates of exchange was
up as pricing offset the impact of adverse foreign exchange on raw materials and consumables
used.

9.2.3 Western Europe

In Western Europe, profit from operations decreased by £28 million to £990 million for the year ended
31 December 2015. In addition to the impact of adjusting items and foreign exchange movements,
particularly the devaluation of the euro, profit from operations was impacted by the effect of lower
volume in Italy and the Netherlands, partly offset by improved underlying business performances in a
number of markets, including Denmark, Germany and Romania. Adjusting items in profit from
operations, which totalled £156 million (compared to £171 million for the year ended 31 December
2014), included certain costs related to the acquisition of TDR and restructurings in Switzerland and
Germany. Adjusted profit from operations declined by £43 million to £1,146 million due to the decrease
in profit from operations and a decrease in adjusting items in profit from operations. At constant
exchange rates, adjusted profit from operations would have increased by £60 million, or 5.1%, to
£1,249 million for the year ended 31 December 2015 compared to adjusted profit from operations of
£1,189 million for the year ended 31 December 2014. Total volume was up by 0.5% at 112 billion, but,
excluding the acquisition of TDR, would have declined by 1.1%. Fine Cut volume was lower by 3.9% at
20 billion sticks equivalent.

Results in Western Europe were impacted by the following developments:

e [|taly—the migration of PALL MALL to ROTHMANS progressed well, with an increase in the
brands’ combined market share. Total volume fell, with adjusted profit from operations at
constant rates of exchange down partly due to increased marketing investment.
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e  Germany—volume and market share were higher, driven by LUCKY STRIKE and PALL MALL,
which, coupled with pricing, led to an increase in adjusted profit from operations at constant
rates of exchange. Fine Cut volume was lower.

¢ France—volume was higher as LUCKY STRIKE continued to perform well, driving an increase
in total market share. Adjusted profit from operations at constant rates of exchange fell, partly
due to down-trading and increased marketing investment.

e Spain—adjusted profit from operations at constant rates of exchange was stable as pricing
was offset by lower volume and reduction in market share.

e Switzerland—adjusted profit from operations at constant rates of exchange was up as pricing
offset lower volume and a decline in market share.

e Belgium—adjusted profit from operations at constant rates of exchange was stable, as pricing
offset lower volume. Market share declined as growth in LUCKY STRIKE was more than offset
by the rest of the local portfolio.

¢ Netherlands—LUCKY STRIKE and PALL MALL market share improved. Industry decline led to
lower volume and a reduction in adjusted profit from operations at constant rates of exchange.

e Poland—adjusted profit from operations at constant rates of exchange improved, as pricing
more than offset a fall in volume, which was in part due to further industry contraction. PALL
MALL continued to demonstrate momentum with an increase in market share.

e Denmark—volume and adjusted profit from operations at constant rates of exchange were
higher following the trade de-stocking in 2014. Market share declined driven by competitive
pricing activity at the low end of the market.

e Romania—market share grew, driven by PALL MALL and DUNHILL, consolidating the BAT
Group’s leadership position. Pricing and a marginal increase in volume drove adjusted profit
from operations at constant rates of exchange higher.

e United Kingdom—ROTHMANS drove an increase in market share, with adjusted profit from
operations at constant rates of exchange higher as pricing offset marginally lower volume, due
to industry decline.

9.24 EEMEA

In EEMEA, profit from operations decreased by £191 million to £1,127 million for the year ended
31 December 2015. In addition to the impact of adjusting items, profit from operations was positively
impacted by pricing across the region and improved underlying business performances in a number of
markets, which was more than offset by the impact of foreign exchange movements, particularly the
effect of currency devaluation in Russia, Nigeria and Ukraine. Adjusting items in profit from operations,
totalling £81 million (compared to £62 million for the year ended 31 December 2014), included
amortisation of trademarks and similar intangibles. Adjusted profit from operations in EEMEA
decreased by £172 million to £1,208 million for the year ended 31 December 2015, principally as a
result of the decrease in profit from operations. At constant rates of exchange, adjusted profit from
operations would have increased by £19 million, or 1.3%, to £1,399 million for the year ended
31 December 2015 compared to adjusted profit from operations of £1,380 million for the year ended
31 December 2014. Volume was 1.1% higher at 229 billion, with growth in a number of markets
including Turkey, Iran, Kazakhstan and Ukraine offsetting lower volume in Egypt, Russia, Nigeria and
South Africa.

Results in EEMEA were impacted by the following developments:

e Russia—market share continued to grow, driven by increased performance from ROTHMANS.
Industry volume decline was due to excise-led price increases, with the BAT Group’s volume
falling at a lower rate than the market. Pricing partly offset the significant adverse effect of
devaluation on raw materials and consumables used, leading to a decrease in adjusted profit
from operations at constant rates of exchange.

e Ukraine—geopolitical instability continued to impact performance, with a significant
deterioration in currency and intense price competition leading to a decline in adjusted profit
from operations at constant rates of exchange. Volume was up, driven by ROTHMANS, and
market share grew.

e Turkey—higher volume and market share growth were driven by KENT and ROTHMANS.
Adjusted profit from operations at constant rates of exchange fell due to the continued part
absorption of excise.
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e  Gulf Cooperation Council—higher volume, driven by JPGL and ROTHMANS, and the full-year
effect of pricing taken in 2014 more than offset negative mix to deliver an increase in adjusted
profit from operations at constant rates of exchange. Total market share declined.

e Egypt—volume, market share and adjusted profit from operations at constant rates of
exchange declined, due to down-trading following the change in the excise regime in 2014.

e Nigeria—adjusted profit from operations at constant rates of exchange was down, partly due to
the effect of adverse exchange rates on raw materials and consumables used and a reduction
in volume, which was driven by market contraction. Market share was up.

e South Africa—market share was down despite good growth from Benson & Hedges, following
the launch in 2014, and PALL MALL. Lower volume and down-trading were offset by pricing
and cost savings, with adjusted profit from operations at constant rates of exchange flat on
prior year.

e |ran—KENT continued to perform well with higher volume driving an increase in adjusted profit
from operations at constant rates of exchange despite a change in excise that was partly borne
by the industry.

e Kazakhstan—ROTHMANS drove an increase in volume and market share. Adjusted profit
from operations at constant rates of exchange improved as higher volume more than offset the
effect of down-trading.

e Algeria—market share growth drove an increase in volume and adjusted profit from operations
at constant rates of exchange

10. Liquidity and capital resources

The BAT Group’s cash inflows derive principally from operating activities. They are supplemented
when required by cash flows from financing activities, typically to support acquisitions. The principal
sources of liquidity for the BAT Group are cash flows generated from the operating business and
proceeds from issuances of debt securities described below under paragraph 10.9 of this Part XI. The
BAT Group believes that cash flows from operating activities are sufficient for the foreseeable future to
fund the BAT Group’s activities.

The treasury function is responsible for raising finance for the BAT Group, managing cash resources
and the financial risks arising from underlying operations. All these activities are carried out under
defined policies, procedures and limits.

The Board reviews and agrees the overall treasury policies and procedures, delegating appropriate
oversight to the finance director and the treasury function. The treasury policies include a set of
financing principles and key performance indicators. Clear parameters have been established,
including levels of authority, on the type and use of financial instruments to manage the financial risks
facing the BAT Group. Such instruments are only used if they relate to an underlying exposure;
speculative transactions are expressly forbidden under the BAT Group’s treasury policy. The BAT
Group’s treasury position is monitored by a corporate finance committee chaired by the finance
director. Treasury operations are subject to periodic independent reviews and audits, both internal and
external.

For the years ending 31 December 2016, 2015 and 2014, all contractual borrowing covenants were
met and none are expected to inhibit the BAT Group’s operations or funding plans.

10.1 Cash flow
Year ended 31 December

(£ millions) 2016 2015 2014
Cash generated from operations ............cccooviiiiiiiiiiiiiiii e 4,893 5,400 4,634
Dividends received from associates .............ccooeviiiiiiiiiiiii, 962 593 515
TAX PAIA e e (1,245) (1,273) (1,433)
Net cash generated from operating activities .....................cooiiil 4,610 4,720 3,716
Net cash used in investing activities ... (640) (3,991) (470)
Net cash used in financing activities ... (4,229) (219) (3,467)
Net cash flows (used in)/from operating, investing and financing

ACHVITIES e (259) 510 (221)
Differences on eXchange ...........ccoiiiiiiiiiii 180 (272) (63)
Increase/(decrease) in net cash and cash equivalents in the year......... (79) 238 (284)
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Year ended 31 December

(£ millions) 2016 2015 2014
Opening net cash and cash equivalents’................cccooiiiiiiiiinnnn. 1,730 1,492 1,776
Closing net cash and cash equivalents’ ...................ccooiiiiiiiiiiinn. 1,651 1,730 1,492
Other data:

Total BOrTOWINGS ... .. 19,495 17,001 12,258
Free cash flowW2 . ... s 3,389 3,481 2,507
Net debtd .o 16,767 14,794 10,165
1 In the BAT Group cash flow statement, net cash and cash equivalents are shown after deducting bank overdrafts and

accrued interest where applicable. See note 18 to the BAT Group’s consolidated financial statements for the year
ended 31 December 2016.

2 Free cash flow is a non-IFRS (EU) measure and is defined within paragraph 4.1.3 of Part Il (Important Information) of
this Prospectus.
3 Net debt is a non-IFRS (EU) measure. See Part XIV (Historical Financial Information of the BAT Group) of this

Prospectus additional information about net debt, as well as a reconciliation to total borrowings.

The table below reconciles net cash generated from operating activities to free cash flow for the
periods presented.

Year ended 31 December

(£ millions) 2016 2015 2014

Net cash generated from operating activities.................................. 4,610 4,720 3,716
Dividends paid to non-controlling interests.................coooiiL (147) (235) (249)
Net interest paid ..........coooiiiii (537) (522) (426)
Net capital expenditure .............cooiiiiii (559) (483) (627)
Proceeds from associates’ share buy-backs .....................coolL 23 - 94
Freecash flow ... 3,389 3,481 2,507

The table below reconciles net debt to total borrowings for the periods presented.
Year ended 31 December

(£ millions) 2016 2015 2014
Total borrowings ....... ..o 19,495 17,001 12,258
Derivatives in respect of net debt:

S S S it (809) (373) (362)

S lIADIIHIES L. 300 164 137
Cash and cash equivalents..............cccooiiiiii i (2,204) (1,963) (1,818)
Current available-for-sale investments ... (15) (35) (50)
Netdebt ... 16,767 14,794 10,165

10.2 Net cash generated from operating activities

Net cash generated from operating activities decreased by £110 million, or 2.3%, to £4,610 million for
the year ended 31 December 2016, principally due to FIl GLO receipts of £963 million, for the year
ended 31 December 2015 that did not recur in 2016, partly offset by the decrease in trade and other
receivables of £87 million. For the year ended 31 December 2015 there was an increase in trade and
other receivables of £508 million. For details on the Fll GLO receipts, see note 6(b) to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016.

Broadly in line with the movement in net cash generated from operating activities, free cash flow
decreased for the year ended 31 December 2016 by £92 million, or 2.6%, to £3,389 million, as free
cash flow was impacted by the Fll GLO receipts for the year ended 31 December 2015 that did not
recur in 2016. Net debt increased by £1,973 million for the year ended 31 December 2016, largely due
to exchange rate effects, including movements in respect of debt-related derivatives, of £1,684 million.

Net cash generated from operating activities increased by £1,004 million, or 27.0%, to £4,720 million
for the year ended 31 December 2015, driven principally by Fll GLO receipts of £963 million in 2015.
Free cash flow increased in 2015 by £974 million, or 38.9%, to £3,481 million, predominantly due to the
Fll GLO receipts of £963 million in 2015 and the settlements of non-tobacco litigation in 2014. Net debt
increased by £4,629 million in 2015, principally due to the investment in RAI, the buy-out of
non-controlling interests in Souza Cruz and the acquisition of TDR in Croatia.

10.3  Net cash used in investing activities

Net cash used in investing activities decreased by £3,351 million, or 84.0%, to £640 million for the year
ended 31 December 2016 compared to £3,991 million for the year ended 31 December 2015. This
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decrease was largely due to cash outflows of £3,508 million related to investments in associates and
the acquisitions of subsidiaries in 2015. In 2015, net cash used in investing activities increased by
£3,521 million, up from £470 million for the year ended 31 December 2014. The increase was largely
attributable to cash outflows of £3,508 million related to investments in associates and the acquisitions
of subsidiaries in 2015.

For the year ended 31 December 2016, cash outflows from investment in associates and acquisition of
subsidiaries totalled £57 million, primarily due to the acquisition of Ten Motives Limited and 10 Motives
Limited, a UK based e-cigarette business. Cash flows from investment in associates and acquisitions
of subsidiaries of £3,508 million for the year ended 31 December 2015 resulted from £3,015 million
invested into RAI to maintain the BAT Group’s percentage holding of approximately 42%, and from
cash outflows of £493 million resulting from business combinations during the year. In October 2015,
the BAT Group acquired TDR d.o.0., a cigarette manufacturer in Central Europe, for cash
consideration of £404 million. In December 2015, BAT acquired CHIC, an e-cigarette business based
in Poland, for £52 million and Blue Nile Cigarette Company Limited, a cigarette business based in the
Republic of Sudan, for £37 million. In 2014, there was £nil million cash outflow related to investment in
associates and acquisition of subsidiaries.

Purchases of and proceeds on disposals of investments include a net cash outflow in respect of
current investments of £87 million for the year ended 31 December 2016. This compares to a net cash
outflow of £54 million for the year ended 31 December 2015 and a net cash inflow of £3 million for the
year ended 31 December 2014.

10.4 Net cash used in financing activities

Net cash used in financing activities increased by £4,010 million for the year ended 31 December 2016
to £4,229 million, up from £219 million for the year ended 31 December 2015. This increase was
largely attributable to a decrease in proceeds from increases in and new borrowings of £3,455 million
for the year ended 31 December 2016, as well as an increase in cash outflows from reductions in and
repayments of borrowings of £1,812 million in 2016. For the year ended 31 December 2015, net cash
used in financing activities decreased by £3,248 million, down from £3,467 million for the year ended
31 December 2014. This decrease was principally due to cash inflows from the proceeds from
increases in and new borrowings, which totalled £6,931 million in 2015 compared to £1,967 million in
2014. Those cash inflows were partly offset by cash outflows related to the purchases of
non-controlling interests of £1,677 million in 2015, and an increase in the reductions in and repayments
of borrowings of £728 million from 2014 to 2015.

For the year ended 31 December 2016, the purchase of non-controlling interests led to cash outflows
of £70 million, resulting from the acquisition of the remaining minority shares of Souza Cruz S.A. In
2015, the purchase of non-controlling interests of £1,677 million relates to the acquisition of a portion of
the non-controlling interest in Souza Cruz S.A. (£1,660 million) part of the non-controlling interest in
BAT Chile Operaciones S.A. (£1 million) and part of the non-controlling interests in BAT Central
America S.A. (£16 million). In 2014, the purchase of non-controlling interest of £4 million relates to the
capital injection to BAT Algérie S.P.A.

Cash outflows related to purchases of the BAT Group’s own shares totalled £64 million for the year
ended 31 December 2016, compared to £46 million for the year ended 31 December 2015 and
£849 million for the year ended 31 December 2014. In 2016 and 2015, the outflows resulted entirely
from the purchase of shares to be held in employee share ownership trusts, whereas in 2014, the
outflow of £800 million was attributable to BAT’s share-buyback programme.

Dividends paid for the year ended 31 December 2016 of £3,057 million, compared to £3,005 million for
the year ended 31 December 2015 and £2,961 million for the year ended 31 December 2014. Of the
total dividends paid in 2016, £2,910 million was paid to the BAT Group’s shareholders in 2016,
compared to £2,770 million in 2015 and £2,712 million in 2014, and £147 million was paid to
non-controlling interests in 2016, compared to £235 million in 2015 and £249 million in 2014.

As at 31 December 2016, a total of £254 million of commercial paper was outstanding under the
$3 billion commercial paper programme and the £1 billion euro commercial paper programme. As at
31 December 2015, a total of £505 million of commercial paper was outstanding (compared to a
balance of £160 million as at 31 December 2014).

In March 2016, a one-year extension option was exercised for the £3 billion revolving credit facility,
extending the final maturity to May 2021. The facility was undrawn as at 31 December 2016.

117



In March 2016, a US$300 million bond was repaid at maturity. In July 2016, B.A.T. International
Finance p.l.c., a wholly owned subsidiary of the BAT Group, issued a £500 million 1.750% bond
maturing in 2021, with two further bonds issued in September 2016 (a US$650 million 1.625% bond
maturing in 2019 and a £650 million 2.250% bond maturing in 2052). The BAT Group repaid on
maturity a CHF 350 million bond in August 2016 and a £325 million bond in September 2016. On
19 July 2016, the BAT Group exercised the make-whole provision for its US$700 million 9.500% bond
originally issued in 2008 pursuant to rule 144A of the Securities Act. The bond was redeemed on
18 August 2016, prior to its original maturity date of 15 November 2018.

10.5 Cash and Cash Equivalents

Cash and cash equivalents were £2,204 million, £1,963 million and £1,818 million at December 31,
2016, 2015 and 2014, respectively. Cash and cash equivalents are denominated in the functional
currency of the subsidiary undertaking or other currencies as shown below:

Year ended 31 December

(£ millions) 2016 2015 2014

Functional currency ... 1,748 1,679 1,559
US dollar. ... 195 167 115
EUNO e 159 50 47
Other CUMTENCY ... 102 67 97
Cash and cash equivalents ... 2,204 1,963 1,818

10.6  Capital expenditure

Gross capital expenditures include purchases of property, plant and equipment and purchases of
intangibles. The BAT Group’s gross capital expenditures for the years ended 31 December 2016, 2015
and 2014 were £652 million, £591 million and £689 million, respectively, representing investment in the
BAT Group’s global operational infrastructure (including, but not limited to, the manufacturing network,
trade marketing and IT systems). The BAT Group expects gross capital expenditures for the year
ending 31 December 2017 of approximately £620 million. These 2017 expenditures do not include any
expected amounts related to RAIl and are primarily related to investment in the BAT Group’s global
operational infrastructure and are expected to be funded by operating cash flows and, where
applicable, from the BAT Group’s existing credit facilities.

10.7 Research and development

The BAT Group has spent £446 million on research and development over the past three years
(£144 million for the year ended 31 December 2016, £148 million for the year ended 31 December
2015 and £154 million for the year ended 31 December 2014), with a focus on products that could
potentially reduce the risk associated with smoking conventional cigarettes.

10.8 Hedging instruments

As discussed in note 23 to the BAT Group’s consolidated financial statements for the year ended
31 December 2016, the BAT Group hedges its exposure to interest rate movements and currency
movements. BAT’s cash flow hedges are principally in respect of sales or purchases of inventory and
certain debt instruments. A certain number of forward foreign currency contracts were used to manage
the currency profile of external borrowings. Interest rate swaps have been used to manage the interest
rate profile of external borrowings, while cross currency swaps have been used to manage the
currency profile of external borrowings.

10.9 Capital resources

10.9.1 Policy

It is the BAT Group’s policy to maximise financial flexibility and minimise refinancing risk by issuing
debt with a range of maturities, generally matching projected cash flows, and obtaining this financing
from a wide range of providers. The BAT Group has a target average centrally managed debt maturity
of at least five years with no more than 20% of centrally managed debt maturing in a single rolling
12 months. As at 31 December 2016, the average centrally managed debt maturity was 8.2 years and
the highest proportion of centrally managed debt maturing in a single rolling 12 months was 18.1%.
The BAT Group continues to maintain an investment-grade credit rating. On 17 January 2017, Moody’s
Investors Service downgraded its rating of the BAT Group to Baa2 (stable outlook) and on 23 January
2017, Standard & Poor’s Ratings Services downgraded its rating of the BAT Group to BBB+ (stable
outlook).
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The BAT Group defines capital as net debt and equity. As discussed in note 23 to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016, the only externally imposed
capital requirement the BAT Group has is in respect of its centrally managed banking facilities, which
require a gross interest cover of 4.5 times. The BAT Group targets a gross interest cover, as calculated
under its key central banking facilities, of greater than 5 times. For the year ended 31 December 2016
it was 12.2 times, compared to 11.6 times for the year ended 31 2015 and 12.0 times for the year
ended 31 December 2014.

The BAT Group uses cash pooling and zero balancing bank account structures in addition to
intercompany loans and borrowings to ensure that there is the maximum mobilisation of cash within the
BAT Group. The key objectives of treasury in respect of cash and cash equivalents, are to protect the
principal value of the BAT Group’s cash and cash equivalents, to concentrate cash at the centre to
minimise the required long-term debt issuance and to optimise the yield earned. The amount of debt
the BAT Group issues is determined by forecasting the net debt requirement after the mobilisation of
cash.

Subsidiary companies are funded by share capital and retained earnings, loans from the central
finance companies on commercial terms, or through local borrowings by the subsidiaries in appropriate
currencies. All contractual borrowing covenants have been met and none are expected to inhibit the
BAT Group’s operations or funding plans.

10.9.2 Borrowings

The following table sets out the BAT Group’s long-term and short-term borrowings as at the dates
indicated:

As at 31 December

Maturity Interest rates as at
Currency dates 31 December 2016 2016 2015 2014
(£ millions)
Eurobonds? ............. Euro 2017 to 2045 0.4% to 5.4% 7,704 6,603 5,211
Euro 2018 3m EURIBOR +50bps 341 294 309
Pound
sterling 2019 to 2055 1.8% to 7.3% 4,241 3,413 3,083
US dollar 2019 1.6% 527 203 192
Swiss franc2 2016 - - 238 226
Swiss franc 2021 to 2026 0.7% to 1.4% 526 446 419
US dollar bondss ...... US dollar 2017 to 2025 1.9% to 4.0% 4,472 4,208 1,726
US dollar 2018 3m USD LIBOR +51bps 405 339 -
Commercial
paper’3 ... 254 505 160
Other loans ............. 110 236 223
Bank loans.............. 336 258 374
Bank overdrafts........ 553 232 325
Finance leases ........ 26 26 10
Total........ccoeeenen. 19,495 17,001 12,258

1 The interest on the commercial paper referred to in the table above is based on US$ LIBOR plus a margin ranging between
22 and 77 basis points (2015: between 25 and 43 basis points, 2014: 10 and 43 basis points).

2  The Swiss franc bonds with a maturity date of 2016 referred to above had an interest rate of 3m CHF LIBOR+ 16 basis
points prior to their repayment in 2016.

3  The issuer of these borrowings is B.A.T International p.l.c. British American Tobacco p.l.c. is the ultimate guarantor.

1. Litigation and settlements

As discussed in note 28 to the BAT Group’s audited consolidated financial statements for the year
ended 31 December 2016, various legal proceedings or claims are pending or may be instituted
against the BAT Group.
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12. Governmental activity

The marketing, sale, taxation and use of tobacco products have been subject to substantial regulation
by government and health officials for many years. For information about risks related to regulation,
see Part IX (Regulation) of this Prospectus and note 28 to the BAT Group’s audited consolidated
financial statements for the year ended 31 December 2016.

13. Related Party Transactions

As discussed in note 27 to the BAT Group’s consolidated financial statements for year ended
31 December 2016, the BAT Group has a number of transactions and relationships with related
parties, all of which are undertaken in the normal course of business.

14. Off-balance sheet arrangements and contractual commitments

Except for operating leases, the BAT Group has no significant off-balance sheet arrangements. The
BAT Group has contractual obligations to make future payments on debt agreements. See Part Xl
(Operating and Financial Review of the BAT Group). In the normal course of business, the BAT Group
enters into contractual arrangements where the BAT Group commits to future purchases of services
from unaffiliated and related parties.

The BAT Group’s contractual obligations as at 31 December 2016 were as follows:
Payments Due by Period

Less than 1-3 3-5

(£ millions) Total 1 Year Years Years Thereafter
Long-term notes and other borrowings, exclusive of

interest! ... 19,334 2,789 3,142 3,465 9,938
Interest payments related to long-term notes' ........ 5,156 798 948 788 2,621
Finance lease obligations.................c.ooil. 26 10 10 6 -
Operating lease obligations2......................o.cee. 240 64 74 52 50
Purchase obligationss.............c.ccooviiiiiiiiiiin, 2,291 1,613 630 48 -
Total cash obligations...................................... 27,047 5,274 4,804 4,359 12,610
1 For more information about the BAT Group’s long-term debt, see note 20 to the BAT Group’s consolidated financial

statements for the year ended 31 December 2016.
2 Operating lease obligations represent estimated lease payments primarily related to vehicles, office space, warehouse

space and equipment. See note 28 to the BAT Group’s consolidated financial statements for the year ended
31 December 2016.

3 Purchase obligations primarily include commitments to acquire tobacco leaf. Purchase orders for the purchase of other
raw materials and other goods and services are not included in the table, as the BAT Group’s operating subsidiaries
are not able to determine the aggregate amount of such purchase orders that represent contractual obligations, as
purchase orders typically represent authorisations to purchase rather than binding agreements.

The table above does not include any amounts that the BAT Group may pay to fund its retirement
benefit plans as the timing and amount of any such future fundings are unknown and dependent on,
among other things, the future performance of defined benefit pension plan assets, interest rate
assumptions and other factors. The net retirement benefit scheme liabilities totalled £371 million as at
31 December 2016, which is net of pension assets of £455 million. The BAT Group expects to be
required to contribute £173 million to its defined benefit plans during the year ending 31 December
2017. These expected contributions do not include any expected amounts related to RAI. See note 12
to the BAT Group’s consolidated financial statements for the year ended 31 December 2016 for further
information.

15. Dividends and dividend policy

The Directors’ dividend policy is to ensure that BAT Shareholders benefit from the successful growth of
the business, while continuing to provide sufficient funds to invest in future growth. The BAT Group’s
dividend policy is to pay dividends of 65% of long-term sustainable earnings, calculated with reference
to the adjusted diluted earnings per share. Currently, in relation to interim dividends, the Directors’
policy is that the interim dividend will be approximately one-third of the total dividends declared for the
previous financial year.
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With the approved final dividend of 118.1p, the total dividends per share for the year ended
31 December 2016 were 169.4p, compared to a total dividend of 154.0p for the year ended
31 December 2015 and 148.1p for the year ended 31 December 2014. This led to a total dividend
growth of 10.0%, compared to 4.0% in 2015 and 6% in 2014, and a pay-out ratio of 68.4% for 2016,
compared to 74% in 2015 and 65.7% in 2014.

Beginning in 2018, the Combined Group will pay four interim quarterly dividends with respect to BAT
Shares and BAT ADSs. The Combined Group will announce the dividend amount as part of its
preliminary results announcement for the year ending 31 December 2017 in February 2018 and the
dividend amount will be paid in four equal installments in May 2018, August 2018, November 2018 and
February 2019. As part of the transition to quarterly dividend payments, and to ensure BAT
Shareholders and holders of BAT ADSs (in respect of the BAT Shares underlying the BAT ADSs from
the time of issuance of such ADSs) receive the equivalent amount of total cash payments in 2018 as
they would have under the previous payment policy, an additional interim dividend will be announced in
December 2017 for payment in February 2018 and will be calculated as 25% of the total cash dividend
paid in 2017.

16. Critical accounting estimates

The BAT Group presents the discussion and analysis of its financial condition and results of operations
based upon its consolidated financial information, which are prepared in accordance with IFRS (EU).

In order to prepare the BAT Group’s consolidated financial information in accordance with the
accounting policies set out therein, the Management Board has used estimates and assumptions that
affect the reported amounts of revenues, expenses, assets and liabilities, and the disclosure of
contingent liabilities at the date of the financial statements. The most significant items include:

e the review of asset values, especially goodwill and impairment testing. The key assumptions
used in respect of goodwill and impairment testing are the determination of cash-generating
units, the budgeted cash flows of these units, the long-term growth rate for cash flow projections
and the rate used to discount the cash flow projections. These are described in note 9 to the BAT
Group’s consolidated financial statements for the year ended 31 December 2016.

e the estimation of and accounting for retirement benefit costs. The determination of the carrying
value of assets and liabilities, as well as the charge for the year, and amounts recognised in
other comprehensive income, involves judgments made in conjunction with independent
actuaries. These involve estimates about uncertain future events based on the environment in
different countries, including life expectancy of scheme members, salary and pension
increases, inflation, as well as discount rates and asset values at the year end. The
assumptions the BAT Group uses and its sensitivity analysis are described in note 12 to the
BAT Group’s consolidated financial statements for the year ended 31 December 2016;

e the estimation of amounts to be recognised in respect of taxation and legal matters, and the
estimation of other provisions for liabilities and charges are subject to uncertain future events,
may extend over several years and so the amount and/or timing may differ from current
assumptions. The accounting policy for taxation is explained in note 1 to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016. The recognised
deferred tax assets and liabilities, together with a note of unrecognised amounts, are shown in
note 13 to the BAT Group’s consolidated financial statements for the year ended 31 December
2016, and a contingent tax asset is explained in note 6(b) to the BAT Group’s consolidated
financial statements for the year ended 31 December 2016. Other provisions for liabilities and
charges are as set out in note 21 to the BAT Group’s consolidated financial statements for the
year ended 31 December 2016. The accounting policy on contingent liabilities, which are not
provided for, is set out in note 1 to the BAT Group’s consolidated financial statements for the
year ended 31 December 2016, and the BAT Group’s contingent liabilities are explained in
note 28 to the BAT Group’s consolidated financial statements for the year ended 31 December
2016. The application of these accounting policies to the payments made and credits
recognised under the MSA by RAI is described in note 5 to the BAT Group’s consolidated
financial statements for the year ended 31 December 2016;

e the identification and quantification of adjusting items as defined by the BAT Group’s accounting
policy as explained within note 1 of the BAT Group’s consolidated financial statements for the
year ended 31 December 2016 (see also paragraph 4 of Part Il (Important Information)) and the
impact of these on the calculation of adjusted earnings is described in note 7 to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016;
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e the estimation of the fair values of acquired net assets arising in a business combination and
the allocation of the purchase consideration between the underlying net assets acquired,
including intangible assets other than goodwill, on the basis of their fair values. These
estimates are prepared in conjunction with the advice of independent valuation experts, where
appropriate. The relevant transactions are described in notes 24 and 11 to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016;

e the determination as to whether control (subsidiaries), joint control (joint arrangements), or
significant influence (associates) exists in relation to the investments held by the BAT Group.
This is assessed after taking into account the BAT Group’s ability to appoint directors to the
entity’s board, its relative shareholding compared with other shareholders, any significant
contracts or arrangements with the entity or its other shareholders and other relevant facts and
circumstances. The application of this judgment in respect of the BAT Group’s investment in
RAI is explained in note 11 to the BAT Group’s consolidated financial statements for the year
ended 31 December 2016; and

e the review of applicable exchange rates for transactions with and translation of entities in
territories where there are restrictions on the free access to foreign currency, or multiple
exchange rates.

Such estimates and assumptions are based on historical experience and various other factors that the
Directors believe to be reasonable in the circumstances and constitute the BAT Group’s best judgment
as at the date of the BAT Group’s consolidated financial statements. In the future, actual experience
may deviate from these estimates and assumptions, which could affect the financial statements as the
original estimates and assumptions are modified, as appropriate, for the year in which the
circumstances change.

The key estimates and assumptions are set out in the accounting policies which can be found at note 1
to the BAT Group’s consolidated financial statements for the year ended 31 December 2016.
Information relating to recently issued accounting guidance can be found at note 1 to the BAT Group’s
consolidated financial statements for the year ended 31 December 2016.

17. Quantitative and Qualitative Disclosures about Market Risk

Information on the BAT Group’s financial risk management policies can be found in note 23 to the BAT
Group’s consolidated financial statements for the year ended 31 December 2016.
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PART Xl
OPERATING AND FINANCIAL REVIEW FOR THE RAI GROUP

Section A: Operating and financial review for the RAI Group for the year ended 31 December
2016

The selected historical financial information discussed in this operating and financial review of the RAI
Group has been extracted without material adjustment from Part XV (Historical Financial Information of
the RAI Group). Investors should read the following discussion of the RAI Group’s financial condition
and results of operations together with the rest of this Prospectus, including the financial information in
Part XV (Historical Financial Information of the RAI Group) and should not rely solely on the
summarised information contained in this Part XII.

The following is a discussion and analysis of the RAI Group’s business initiatives, critical accounting
estimates and its consolidated results of operations and financial position for the years ended
31 December 2016, 2015 and 2014. Following the overview and discussion of business initiatives, the
critical accounting estimates disclose certain accounting estimates that are material to the RAl Group’s
results of operations and financial position for the periods presented in this section.

The discussion and analysis of the RAIl Group’s results of operations is presented in two comparative
sections, 2016 compared with 2015, and 2015 compared with 2014. The statements of financial
position and results of operations contained in the consolidated financial statements reflect the results
of the Lorillard Merger, the Divestiture and related transactions. Disclosures related to liquidity and
financial position as well as governmental activity complete management’s discussion and analysis.
This discussion and analysis of The RAI Group’s consolidated financial position and results of
operations should be read in conjunction with the consolidated financial statements for the years ended
31 December 2016, 2015 and 2014 in Part XV (Historical Financial Information of the RAI Group).

Certain figures contained in this Part Xll, including financial information, have been subject to rounding
adjustments. Accordingly, in certain instances, (i) the sum or percentage change of the numbers may
not conform exactly with the total figure given and (i) the sum of the numbers in a column or row in
certain tables may not conform exactly with the total figure given for that column or row.

The discussion and analysis in this Part XlII contains forward-looking statements that are subject to
known and unknown risks and uncertainties. Actual results and the timing of events could differ
materially from those expressed or implied by such forward-looking statements as a result of various
factors, including those described below and summarised in Part Il (Risk Factors) and in paragraph 1
in Part Il (Important Information).

1. Overview and business initiatives

RAl's reportable operating segments are RJR Tobacco, Santa Fe and American Snuff. The RJR
Tobacco segment consists of the primary operations of RJR Tobacco Company. The Santa Fe
segment consists of the primary operations of SFNTC. The American Snuff segment consists of the
primary operations of American Snuff Co. Included in All Other, among other RAI subsidiaries, are RIR
Vapor, Niconovum USA, Inc., Niconovum AB, and until their sale on 13 January 2016, SFRTI and
various foreign subsidiaries affiliated with SFRTI. The segments were identified based on how RAI’s
chief operating decision maker allocates resources and assesses performance. Certain of RAl's
operating subsidiaries have entered into intercompany agreements for products or services with other
subsidiaries. As a result, certain activities of an operating subsidiary may be included in a different
segment of the RAI Group.

On 13 January 2016, RAI completed the sale of the international rights to the NATURAL AMERICAN
SPIRIT brand name and associated trademarks, along with SFRTI and other international companies
that distributed and marketed the brand outside the United States, to JT International Holding BV, in an
all-cash transaction of approximately $5 billion and recognised a pre-tax gain of approximately
$4.9 billion. For additional information on the transaction, see notes 3 and 13 to the consolidated
financial statements for the year ended 31 December 2016 (the “2016 RAI Financial Statements”) at
Appendix 2.

In June 2015, RAI completed the Lorillard Merger and Divestiture, which resulted in RJR Tobacco
Company acquiring the premium cigarette brand, NEWPORT, the top selling menthol and second
largest selling cigarette brand in the United States, and the divestiture of the WINSTON, KOOL and
SALEM cigarette brands, previously owned by the RAI Group, as well as the cigarette brand
MAVERICK and the “e-vapour” brand BLU (including SKYCIG), previously owned by Lorillard
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subsidiaries, and other assets and certain liabilities. The brands acquired and divested are included in
the RJR Tobacco segment. For additional information on these transactions, see notes 2 and 13 to the
2016 RAI Financial Statements at Appendix 2.

The RAI Group’s strategy continues to focus on transforming tobacco to deliver sustainable earnings
growth, strong cash flow and enhanced long-term shareholder value. This transformation strategy
includes growing the core cigarette and moist-snuff businesses, focusing on innovation and engaging
with adult tobacco consumers, while maintaining efficient and effective operations.

To achieve its strategy, the RAI Group encourages the migration of adult smokers to smokeless
tobacco products and other non-combustible nicotine-containing products, which it believes aligns
consumer preferences for new alternatives to traditional tobacco products in view of societal pressure
to reduce smoking. The RAI Group facilitates this migration through innovation, including the
development of digital vapour cigarettes, CAMEL Snus, heat-not-burn cigarettes and nicotine
replacement therapy technologies. RAI remains committed to maintaining high standards of corporate
governance and business conduct in a high-performing culture.

RAI’s largest reportable operating segment, RJR Tobacco, is the second largest tobacco company in
the United States and its brands include three of the top four best-selling cigarettes in the United
States: NEWPORT, CAMEL and PALL MALL. These brands, and its other brands, including DORAL,
MISTY and CAPRI, are manufactured in a variety of styles and marketed in the United States. As part
of its total tobacco strategy, RJR Tobacco offers a smokeless tobacco product, CAMEL Snus. RJR
Tobacco manages contract manufacturing of cigarettes and tobacco products through arrangements
with the BAT Group, and manages the export of tobacco products to US territories, US duty-free shops
and US overseas military bases. In the United States, RUR Tobacco also manages the premium
cigarette brands DUNHILL, which RJR Tobacco Company licenses from the BAT Group, and STATE
EXPRESS 555, which RJR Tobacco Company licenses from CTBAT, a joint venture between the BAT
Group and CNTC.

Santa Fe manufactures and markets premium cigarettes and other tobacco products under the
NATURAL AMERICAN SPIRIT brand in the United States.

American Snuff is the second largest smokeless tobacco products manufacturer in the United States.
American Snuff's primary brands include its largest selling moist snuff brands, GRIZZLY and KODIAK.

11 RJR Tobacco

RJR Tobacco primarily conducts business in the highly competitive US cigarette market, which has a
few large manufacturers and many smaller participants. The international rights to substantially all of
RJR Tobacco’s brands were sold in 1999 to JTI, and no international rights were acquired in
connection with the B&W Business Combination in 2004 or the Lorillard Merger in 2015. The US
cigarette market is a mature market in which overall adult consumer demand has declined since 1981,
and is expected to continue to decline. Profitability of the US cigarette industry and RJR Tobacco
continues to be adversely impacted by decreases in consumption, increases in state excise taxes and
governmental regulations and restrictions, such as marketing limitations, product standards and
ingredients legislation.

RJR Tobacco’s cigarette brand portfolio strategy is based upon two brand categories: drive and other.
The drive brands consist of two premium brands, NEWPORT and CAMEL, and the largest traditional
value brand, PALL MALL. These three brands are managed for long-term market share and profit
growth, and receive the vast majority of RJR Tobacco’s equity support with an emphasis on the
NEWPORT and CAMEL brands. The other brand category includes the premium brand, CAPRI, and
the value brands, DORAL and MISTY, along with other smaller brands. All of the other brands receive
limited marketing support and are managed to maximise profitability.

The key objectives of the portfolio strategy are designed to balance the long-term market share growth
and profitability of the drive brands while managing the other brands for long-term sustainability and
profitability. Consistent with that strategy, RJR Tobacco continues to evaluate some of its non-core
cigarette styles for potential elimination.

RJR Tobacco’s portfolio also includes CAMEL Snus, a smokeless, heat-treated tobacco product sold in
individual pouches that provide convenient tobacco consumption.

Competition is based primarily on brand positioning, including price, product attributes and packaging,
consumer loyalty, promotions, advertising and retail presence as well as finding efficient and effective
means of balancing market share and profit growth. Cigarette brands produced by the major

124



manufacturers generally require competitive pricing, substantial marketing support, retail programmes
and other incentives to maintain or improve market position or to introduce a new brand or brand style.
Competition among the major cigarette manufacturers continues to be highly competitive and includes
product innovation and expansion into smokeless tobacco categories.

RJR Tobacco is committed to building and maintaining a portfolio of profitable brands. RJR Tobacco’s
marketing programmes are designed to strengthen brand image, build brand awareness and loyalty,
and switch adult smokers of competing brands to RJR Tobacco brands. In addition to building strong
brand equity, RJR Tobacco’s marketing approach uses a retail pricing strategy, including discounting
at retail, to defend certain brands’ shares of market against competitive pricing pressure. RJR
Tobacco’s competitive pricing methods may include list price changes, discounting programmes, such
as retail and wholesale buy downs, periodic price reductions, off-invoice price reductions, US dollar-off
promotions and consumer coupons. Retail buy downs refer to payments made to the retailer to reduce
the price that consumers pay at retail. Consumer coupons are distributed by a variety of methods.

1.2 Santa Fe

Santa Fe manufactures and markets premium cigarettes and other tobacco products under the
NATURAL AMERICAN SPIRIT brand in the United States. The NATURAL AMERICAN SPIRIT brand
is a top ten best-selling cigarette brand in the United States. Competition in the cigarette category is
based primarily on brand positioning, including price, product attributes and packaging, consumer
loyalty, promotions, advertising and retail presence.

1.3 American Snuff

American Snuff offers adult tobacco consumers a range of differentiated smokeless tobacco products,
primarily moist snuff, with its GRIZZLY and KODIAK brands. The moist snuff category is divided into
premium, price-value and popular-price brands. The highly competitive moist snuff category has
developed many of the characteristics of the larger cigarette market, including multiple pricing tiers,
focused marketing programmes and significant product innovation.

In contrast to the declining US cigarette market, US moist snuff retail volumes grew approximately
3.6% in 2016. Profit margins on moist snuff products are generally higher than on cigarette products.
Moist snuff's growth is partially attributable to cigarette smokers switching from cigarettes to smokeless
tobacco products or using both.

American Snuff faces significant competition in the smokeless tobacco category. Similar to the
cigarette market, competition is based primarily on brand positioning and price, as well as product
attributes and packaging, consumer loyalty, promotions, advertising and retail presence.

14 All Other

RJR Vapor is a marketer of VUSE Digital Vapor Cigarette products, which include VUSE Solo, VUSE
Fob and VUSE Vibe. The national expansion of VUSE was completed in early 2015, and it is available
in more than 110,000 retail outlets across the United States. VUSE is the top-selling vapour product in
convenience stores and petrol stations, and its innovative digital technology is designed to deliver a
consistent flavour and vapour experience. In March 2016, RJR Vapor introduced its VUSE Fob power
unit. This next-level VUSE Fob, which integrates Bluetooth® technology, offers an on-device display
with information about battery and cartridge levels. When paired with the VUSE App, the device can be
locked, preventing use by minors and others. VUSE Fob is available online to adult tobacco
consumers. RJR Vapor began national distribution in the United States in November 2016 of its VUSE
Vibe high-volume cartridge and closed-tank system with a rechargeable battery. VUSE Vibe offers
more liquid than previous VUSE products, as well as a stronger and longer-lasting battery.

Since the fourth quarter of 2015, all production of VUSE Solo cartridges is performed at RUR Tobacco
Company’s manufacturing facility, pursuant to a services agreement between RJR Tobacco Company
and RJR Vapor. For additional information see note 6 to the 2016 RAI Financial Statements at
Appendix 2.

As at 31 December 2016, Niconovum USA, Inc. is a marketer of a nicotine replacement therapy gum,
ZONNIC, which is available in about 35,000 retail outlets across the United States. Niconovum AB is a
marketer of nicotine replacement therapy products in Sweden under the ZONNIC brand name.

2, Proposed Acquisition by BAT

On 16 January 2017, RAI, BAT, BATUS, and Merger Sub entered into the Merger Agreement,
pursuant to which, subject to the satisfaction or waiver of certain conditions, Merger Sub will merge
with and into RAI, with RAI surviving as an indirect wholly owned subsidiary of BAT.
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The Proposed Acquisition has been approved by the RAI Transaction Committee, a special committee
formed by the RAI board of directors, consisting of the then independent directors of RAI not
designated for nomination by BAT, to evaluate the Proposed Acquisition, as required by the terms of
the Governance Agreement among RAI, BAT and B&W, and by the Boards of Directors of both
companies (other than in relation to the board of directors of RAI, Jerome Abelman and Ricardo
Oberlander, who recused themselves from all discussion and consideration of the Proposed
Acquisition).

Pursuant to the terms of the Merger Agreement, on Completion, each RAI Share (other than any RAI
shares owned by BAT or any of its subsidiaries and by shareholders of RAI who have properly
asserted and not lost or effectively withdrawn appraisal rights) will be converted into the right to receive
the Merger Consideration. No fractional New BAT ADSs will be issued as Merger Consideration, and
RAI Shareholders will receive cash in lieu of any fractional New BAT ADSs (based on the net cash
proceeds from the sale by the Exchange Agent of the aggregated New BAT ADS). The Series B
Preferred Stock of RAI owned by R.J. Reynolds Tobacco Holdings, Inc., a wholly owned subsidiary of
RAI, will remain outstanding.

The Proposed Acquisition is subject to a number of Conditions to Completion, including RAl and BAT
shareholder approvals, including the approval of the Proposed Acquisition by the holders of a majority
of those outstanding RAI Shares entitled to vote thereon and present (in person or by proxy) and voting
at the RAI Special Meeting that are not owned, directly or indirectly, by the BAT Group or any of RAI's
subsidiaries, and antitrust approvals.

The Merger Agreement contains customary termination rights for each of RAI and BAT, including the
right of each party to terminate the Merger Agreement if the Proposed Acquisition has not been
completed on or before 31 December 2017, subject to an extension of five business days if, on
31 December 2017, BAT has not completed all or any portion of the financing it needs to fund the
Proposed Acquisition and the transactions contemplated by the Merger Agreement. Financing,
however, is not a condition to the closing of the Proposed Acquisition.

Under certain circumstances, if the Merger Agreement is terminated, the terminating party must pay
the non-terminating party a termination fee of $1 billion. In the event that the Merger Agreement is
terminated due to an inability to obtain unconditional approval under the HSR Act, or any other antitrust
laws, RAI will be entitled to receive a termination fee of $500 million from BAT. The applicable HSR Act
waiting period for the Proposed Acquisition expired on 8 March 2017 and approval from the Japan Fair
Trade Commission was received on 4 April 2017. As a result of the foregoing, the Conditions related to
antitrust approvals required as part of the closing conditions to the Proposed Acquisition have been
satisfied. The Proposed Acquisition is currently expected to complete in the third quarter of 2017.

Each of RAI and BAT has made customary representations and warranties in the Merger Agreement.
RAI and BAT each also have agreed to various covenants and agreements, including, among other
things, to conduct their respective businesses in the ordinary course in all material respects during the
period between the execution of the Merger Agreement and Completion and not to engage in certain
transactions during this period.

For further information, see also paragraph 10.3 of Part VI (Details of the Proposed Acquisition) and
paragraph 17.1.1 of Part XIX (Additional Information).

There are a number of risks and uncertainties associated with the Proposed Acquisition and
shareholders are urged to read Part Il (Risk Factors).

3. Critical accounting estimates

US GAAP require estimates and assumptions to be made that affect the reported amounts in the RAI
Group’s consolidated financial statements and accompanying notes. Some of these estimates require
difficult, subjective and/or complex judgments about matters that are inherently uncertain, and as a
result, actual results could differ from those estimates. Due to the estimation processes involved, the
following summarised accounting policies and their application are considered to be critical to
understanding the business operations, financial position and results of operations of the RAI Group.
For information related to these and other significant accounting policies, see Part Il (Important
Information) and note 1 to the 2016 RAI Financial Statements at Appendix 2.

3.1 Litigation

The RAI Group discloses information concerning litigation for which an unfavourable outcome is more
than remote. The RAI Group record their legal expenses and other litigation costs and related

126



administrative costs as selling, general and administrative expenses as those costs are incurred. The
RAI Group will record any loss related to litigation at such time as an unfavourable outcome becomes
probable and the amount can be reasonably estimated on an individual case-by-case basis. When the
reasonable estimate is a range, the recorded loss will be the best estimate within the range. If no
amount in the range is a better estimate than any other amount, the minimum amount of the range will
be recorded.

RJR Tobacco Company (including as successor to Lorillard Tobacco in connection with the Lorillard
Merger), American Snuff Co., SFNTC, RJR Vapor, RAI, Lorillard Tobacco, other RAIl affiliates, and
indemnitees, including but not limited to B&W (together, the “Reynolds Defendants”), have been
named in a number of tobacco-related legal actions, proceedings or claims seeking damages in
amounts ranging into the hundreds of millions or even billions of US dollars. Unfavourable judgments
have been returned in a number of tobacco-related cases and state enforcement actions. For further
discussion of the litigation and legal proceedings pending against RAI or its affiliates or indemnitees,
see paragraph 18.1 of Part XIX (Additional Information) and note 13 to the 2016 RAIl Financial
Statements at Appendix 2.

3.2 State Settlement Agreements

RJR Tobacco Company (itself, and as successor to Lorillard Tobacco in connection with the Lorillard
Merger) and SFNTC are participants in the MSA, and RJR Tobacco Company (itself, and as successor
to Lorillard Tobacco in connection with the Lorillard Merger) also is a participant in the other State
Settlement Agreements. The MSA, dated 23 November 1998, is a settlement agreement between 46
US States, the District of Columbia and five US territories and various tobacco manufacturers,
including RJR Tobacco Company, B&W and Lorillard Tobacco, resolving various state health-care cost
recovery claims. Their obligations and the related expense charges under these settlement
agreements are subject to adjustments based upon, among other things, the volume of cigarettes sold
by the operating subsidiaries, their relative market share, their operating profits and inflation. Since
relative market share is based on cigarette shipments, the best estimate of the allocation of charges to
RJR Tobacco Company and SFNTC under these agreements is recorded in cost of products sold as
the products are shipped. Adjustments to these estimates are recorded in the period that the change
becomes probable and the amount can be reasonably estimated. American Snuff Co. is not a
participant in the State Settlement Agreements. For additional information related to the State
Settlement Agreements, see paragraph 14 of Part Xl (Operating and Financial Review of the RAI
Group) and see “— Litigation Affecting the Cigarette Industry — Health-Care Cost Recovery Cases —
State Settlement Agreements” and “— State Settlement Agreements — Enforcement and Validity,
Adjustments” in note 13 to the 2016 RAI Financial Statements at Appendix 2.

3.3 Pension and post retirement benefits

RAI sponsors a number of non-contributory defined benefit pension plans covering certain employees
of the RAIl Group. The RAI Group provides health and life insurance benefits for certain retired
employees, of the RAI Group, and their dependents. These benefits are generally no longer provided
to employees hired on or after 1 January 2004.

Because pension and post retirement obligations ultimately will be settled in future periods, the
determination of annual benefit cost (income) and liabilities is subject to estimates and assumptions.
RAI reviews these assumptions annually or coincidental with a major event based on historical
experience and expected future trends and modifies them as needed. Demographic assumptions such
as termination of employment, mortality and retirement date are reviewed periodically as expectations
change.

Actuarial (gains) losses are changes in the amount of either the benefit obligation or the fair value of
plan assets resulting from experience different from that assumed or from changes in assumptions.
Actuarial (gains) losses are immediately recognised in the operating results in the year in which they
occur, to the extent the net (gains) losses are in excess of 10% of the greater of the fair value of plan
assets or benefit obligations (“‘the corridor”). Net (gains) losses outside the corridor are recognised
annually as at 31 December, or when a plan is re-measured during an interim period, and are recorded
as a mark-to-market adjustment (“MTM adjustment”). Additionally, for the purpose of calculating the
expected return on plan assets, the RAI Group uses the actual fair value of plan assets.

Prior service costs (credits) of pension benefits, which are changes in benefit obligations due to plan
amendments, are amortised on a straight-line basis over the average remaining service period for
active employees, or average remaining life expectancies for inactive employees if most of the plan
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obligations are due to inactive employees. Prior service costs (credits) of postretirement benefits,
which are changes in benefit obligations due to plan amendments, are amortised on a straight-line
basis over the expected service period to full eligibility age for active employees, or average remaining
life expectancies for inactive employees if most of the plan obligations are due to inactive employees.

Assumed discount rate and asset return are the most critical assumptions, and their respective
sensitivity to change can have a significant effect on the amounts reported for the benefit plans. A
one-percentage point change in the assumed discount rate for the pension plans and postretirement
plans would have had the following effects, excluding any potential MTM adjustments:

1-Percentage Point 1-Percentage Point
Increase ($) Decrease ($)
Pension Postretirement Pension Postretirement
Plans Plans Plans Plans
Effect on 2016 net periodic benefit cost ...... 23 5 (34) (7)
Effect on 31 December 2016, projected
benefit obligation and accumulated
postretirement benefit obligation ............... (665) (103) 812 123
A one-percentage point change in assumed asset return would have had the following effects:
1-Percentage Point 1-Percentage Point
Increase ($) Decrease ($)
Pension Postretirement Pension Postretirement
Plans Plans Plans Plans
Effect on 2016 net periodic benefit cost ...... (55) (2) | 55 2

For additional information relating to pension and postretirement benefits, see note 16 to the 2016 RAI
Financial Statements at Appendix 2.

34 Intangible assets

Intangible assets include goodwill, trademarks and other intangible assets. The determination of fair
value involves considerable estimates and judgment. Intangible assets with indefinite lives are tested
annually for impairment in the fourth quarter or more frequently if events and circumstances indicate
that an impairment may have occurred.

For goodwill, the determination of fair value of a reporting unit involves, among other things, the RAI
Group’s market capitalisation, and application of the income approach, which includes developing
forecasts of future cash flows and determining an appropriate discount rate. If goodwill impairment is
implied, the fair values of individual assets and liabilities, including unrecorded intangibles, must be
determined. RAI believes that it has based its goodwill impairment testing on reasonable estimates and
assumptions, and during the annual testing, the estimated fair value of each of RAI's reporting units
was substantially in excess of its respective carrying value.

The methodology used to determine the fair value of trademarks includes assumptions with inherent
uncertainty, including projected sales volumes and related projected revenues, long-term growth rates,
royalty rates that a market participant might assume and judgments regarding the factors to develop an
applied discount rate. The carrying value of intangible assets is at risk of impairment if future projected
revenues or long-term growth rates are lower than those currently projected, or if factors used in the
development of a discount rate result in the application of a higher discount rate. The aggregate fair
value of the RAI Group’s trademarks and other intangible assets as at 31 December 2016 was
substantially in excess of their aggregate carrying value. However, at 31 December 2016 the individual
fair values of five trademarks were less than 15% in excess of their respective carrying values. The
aggregate carrying value of these five trademarks was $27.3 billion at 31 December 2016.

Goodwill, trademarks and other intangible assets are tested more frequently if events and
circumstances indicate that the asset might be impaired. The carrying value of these intangible assets
could be impaired if a significant adverse change in the use, life, or brand strategy of the asset is
determined, or if a significant adverse change in the legal and regulatory environment, business or
competitive climate occurs that would adversely impact the asset. For information related to intangible
assets, see note 5 to the 2016 RAI Financial Statements at Appendix 2.

3.5 Fair value measurement

The RAI Group determines fair value of assets and liabilities using a fair value hierarchy that
distinguishes between market participant assumptions based on market data obtained from sources
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independent of the reporting entity, and the reporting entity’s own assumptions about market
participant assumptions based on the best information available in the circumstances.

Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date, essentially an exit price.

For information on assets and liabilities recorded at fair value, see notes 4, 12 and 16 to the 2016 RAI
Financial Statements at Appendix 2.

3.6 Income taxes

Tax law requires certain items to be excluded or included in taxable income at different times than is
required for book reporting purposes. These differences may be permanent or temporary in nature.

The RAI Group determines its annual effective income tax rate based on forecasted pre-tax book
income and forecasted permanent book and tax differences. The rate is established at the beginning of
the year and is evaluated on a quarterly basis. Any changes to the forecasted information may cause
the effective rate to be adjusted. Additional tax, interest and penalties associated with uncertain tax
positions are recognised in tax expense on a quarterly basis.

To the extent that any book and tax differences are temporary in nature, that is, the recognition and
measurement of assets and liabilities under the tax law may differ from recognition and measurement
under US GAAP, a deferred tax asset or liability is recorded. To the extent that a deferred tax asset is
recorded, management evaluates the RAI Group’s ability to realise this asset. A valuation allowance is
required for deferred tax assets if, based on available evidence, it is more likely than not that all or
some portion of the assets will not be realised.

The financial statements reflect management’s best estimate of the RAl Group’s current and deferred
tax liabilities and assets. Future events, including, but not limited to, additional resolutions with taxing
authorities, could have an impact on the RAI Group’s current estimate of tax liabilities, realisation of tax
assets and effective income tax rate. For additional information on income taxes, see note 10 to the
2016 RAI Financial Statements at Appendix 2.

3.7 Business combination

The RAI Group accounts for business combination transactions in accordance with the Financial
Accounting Standards Board (the “FASB”), Accounting Standards Codification 805, Business
Combinations (“ASC 805”). The RAI Group allocates the cost of an acquisition to the assets acquired
and liabilities assumed based on their fair values as at the acquisition date. Any excess of the
purchase price over the estimated fair value of net assets acquired is recorded as goodwill.
Determining the fair value of these items requires management’s judgment and may require use of
independent valuation experts to assist such valuations. These valuations involve the use of significant
estimates and assumptions with respect to the timing and amounts of future cash flows, discount rates,
market prices and asset lives, among other items. The judgments made in the determination of the
estimated fair value of the assets acquired and the liabilities assumed as well as the estimated useful
life of each asset and the duration of each liability can materially impact the financial statements in
periods after the acquisition, such as depreciation, amortisation, or in certain situations, impairment
charges. For further information related to accounting for the Lorillard Merger and the Divestiture, see
notes 1 and 2 to the 2016 RAI Financial Statements at Appendix 2.

3.8 Recently adopted and issued accounting pronouncements

For information relating to recently adopted and issued accounting guidance, see note 1 to the 2016
RAI Financial Statements at Appendix 2.

4, Results of operations

RJR Tobacco’s net sales and operating income include the WINSTON, KOOL and SALEM brands until
the date of their sale on 12 June 2015, and the NEWPORT, KENT, OLD GOLD and TRUE brands after
12 June 2015. All Other net sales and operating income include SFRTI and the various foreign
subsidiaries affiliated with SFRTI, until the date of their sale on 13 January 2016.
For the year ended 31 December
2016 ($) 2015($) %Change 2014 ($) %Change

Net sales:’
RJR TODACCO ..ovvniieiiiiiiiiciee 10,314 8,634 19.5% 6,767 27.6%
SantaFe ..o 973 818 18.9% 658 24.3%
American Snuff ... 914 855 6.9% 783 9.2%
AllOther......cooviii 302 368 (17.9)% 263 39.9%




For the year ended 31 December

2016 ($) 2015($) %Change 2014 ($) %Change

Netsales ... 12,503 10,675 17.1% 8,471 26.0%

Cost of products sold 2 ............coiiiiiiinn.e. 4,841 4,688 3.3% 4,058 15.5%

Selling, general and administrative expenses .. 1,931 2,098 (8.0)% 1,871 12.1%

Gain on divestitures .............cocoeiiiiiiiininn. (4,861) (3,181) 52.8% - NM3

Amortisation expense.............cooviiiiiiiiiienn. 23 18 27.8% 11 63.6%

Asset impairment and exit charges ................ - 99 NM3 - NM3

Operating income (loss):

RJR TObacCo ......cvvviiiiiiiiiiiin 4,922 3,359 46.5% 2,173 54.6%

SantaFe ..o 546 449 21.6% 337 33.2%

American Snuff ... 541 502 7.8% 438 14.6%

AllOther.......cooiii, (145) (265) (45.3)% (234) 13.2%

Gain on divestitures ..............cooiiiiiiinin. 4,861 3,181 52.8% - NM3

Corporate eXpense ..........coveuveueenieninnnn. (156) (273) (42.9)% (183) 49.2%

Operatingincome ...................ccoceeiiiieennn... 10,569 6,953 52.0% 2,531 174.73
1 Excludes excise taxes of:

For the year ended 31 December
2016 ($) 2015 ($) 2014 ($)

RJIR TobacCo .....c.oeviiiiiii 3,997 3,590 3,068

Santa Fe ..o 287 254 211

American Snuff.............cooi 54 54 53

AlLOther ... 311 293

4,343 4,209 3,625

2 See below for further information related to State Settlement Agreements, FDA user fees and federal tobacco buyout

included in operating income.

3 Percentage change not meaningful.
5. 2016 compared with 2015
5.1 RJR Tobacco

5.1.1 Net sales

Domestic cigarette shipment volume, in billions of units, for RIR Tobacco and the industry, was as

follows:

RJR Tobacco:
Drive brands:

For the year ended 31 December

Total RUR Tobacco drive brands ...........c.cccooieviiiiiinnn..
Other brands ......cooeiiiii e

Total RUR Tobacco domestic cigarette

shipment VolUMEe ..o
Total premium ... ..o
Total value ...
Premium/total mix...... ...

Industry?:

Premium .. ..o

Total industry domestic cigarette shipment volume

2016 2015 %Change
34.4 18.9 NM2
20.3 20.8 (2.2)%
18.9 19.9 (5.2)%
73.5 59.5 23.5%

5.9 11.8 (50.0)%
79.4 71.3 11.3%
56.5 47.0 20.1%
23.0 24.3 (5.6)%

71.1% 65.9%

187.4 190.3 (1.5)%
70.6 74.0 (4.6)%

258.0 264.3 (2.4)%

72.6% 72.0% -

Premium/total mix..........ccoooiiiiii

1 Based on information from MSA..

2 Percentage of change not meaningful.

RJR Tobacco’s net sales are dependent upon its cigarette shipment volume in a declining market,
premium versus value-brand mix and list pricing, offset by promotional spending, trade incentives and

federal and state excise taxes.
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RJR Tobacco’s net sales for the year ended 31 December 2016, increased from the year ended
31 December 2015, primarily due to higher volume and favourable product mix of $1.3 billion and
higher net pricing of $490 million.

5.1.2 Market share

Market share information is included for RJR Tobacco to provide enhanced analysis of its brand
performance. For brands that were acquired in the Lorillard Merger, share information is displayed as if
the brands were part of the portfolio for all time periods shown. Brands that were part of the Divestiture
have been removed for all presented time periods. Accordingly, this pro forma market share data is
presented for informational purposes only and is not necessarily indicative of what the market share of
the acquired brands would have been if the Lorillard Merger and the Divestiture had occurred at the
beginning of the periods presented, nor is it necessarily indicative of future market share.

The shares of RJR Tobacco’s cigarette brands as a percentage of total share of US cigarette STR
Data were as follows!:
For the year ended 31 December

Share Point
2016 2015 Change
Drive brands:
NEWPORT ..o 13.9% 13.5% 0.4
CAMEL ..o 8.2% 8.3% (0.1)
PALL MALL ... e 7.7% 7.9% (0.3)
Total drive brands ..........cooviiiiiii 29.9% 29.7% 0.1
Other brands ..o 2.4% 2.6% (0.2)
Total RJR Tobacco domestic cigarette retail share of
market ... 32.3% 32.3% (0.1)
1 In 2016, the industry participants that MSAI uses to estimate RJR Tobacco’s cigarette shipments to retail market share

has been revised to reflect the new direct customers as a result of the Lorillard Merger. The revision results in higher
absolute share levels in 2015 on some of RJR Tobacco’s brands, but does not affect overall share trends. Prior-year
market share data, herein, has been restated on this basis for comparison purposes.
The retail share of market of NEWPORT, at 13.9%, was up 0.4 share points compared with the prior-
year period in the highly competitive US cigarette category. NEWPORT’s cigarette market share
continued to be favourably impacted by its strength in the menthol category, as well as its continued
momentum in the non-menthol category.

The retail share of market of CAMEL, at 8.2%, was down 0.1 share points compared with the prior-year
period in the highly competitive US cigarette category. CAMEL'’s cigarette market share demonstrated
relatively stable performance in its menthol styles that offer its innovative capsule technology offered in
CAMEL Crush. CAMEL Crush styles provide adult smokers the choice of switching from non-menthol
to menthol. CAMEL Crush menthol styles allow adult smokers to choose the level of menthol flavour on
demand. CAMEL Snus, a smokeless tobacco product, continues to lead the US snus category with a
market share of approximately 75%.

PALL MALL, a product that offers a high quality, longer-lasting cigarette at a value price, continues to
attract interest from adult tobacco consumers. PALL MALL’s 2016 market share of 7.7% was down 0.3
share points compared with the prior-year period due to continued competitive pressure.

The combined share of market of RUR Tobacco’s drive brands during the year ended 31 December
2016 was up slightly compared with the year ended 31 December 2015. RJR Tobacco’s total cigarette
market share was down slightly from the prior year due to increases in the company’s drive brands,
offset by decreases in the company’s other brands, consistent with its strategy of focusing on drive
brands.

5.1.3 Operating income

RJR Tobacco’s operating income for the year ended 31 December 2016, increased from the year
ended 31 December 2015, primarily due to higher volume, higher cigarette pricing and favourable
product mix. The results for the year ended 31 December 2016, include a full year net benefit from the
Lorillard Merger and the Divestiture compared with approximately six months in 2015. In addition, the
MTM adjustment expense in the year ended 31 December 2016 was $42 million compared with an
MTM adjustment expense of $229 million in the year ended 31 December 2015. The 2016 MTM
adjustment was driven primarily by a decrease in the discount rate partially offset by the impact of
assumption changes and better than expected asset returns. The 2015 MTM adjustment was primarily
a result of lower than expected asset returns partially offset by an increase in the discount rate.
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RJR Tobacco’s expense under the State Settlement Agreements and its FDA user fees included in
cost of products sold were:
For the year ended 31 December
2016 ($) 2015 ($)

State Settlement Agreements .................cooiiin. 2,563 2,254
FDA USEIfEES ... .t 179 162

Expenses under the State Settlement Agreements are expected to be approximately $2.8 billion for the
year ending 31 December 2017, subject to adjustment based upon, among other things, the volume of
cigarettes sold by RJR Tobacco Company, its relative market share, its operating profits and inflation.
Pursuant to the term sheet, entered into, during the arbitration of the 2003 NPM Adjustment claim,
between RJR Tobacco Company, Lorillard Tobacco, certain other participating manufacturers (the
“PMs”), including SFNTC, and certain “signatory” states setting forth the terms for resolving accrued
and potential NPM Adjustment claims for 2003 through 2012 (the “NPM Adjustment Claim Term
Sheet”). RJIR Tobacco Company will receive credits with respect to its NPM Adjustment claims to be
applied against annual payments under the MSA through the year ending 31 December 2018.

As a result of meeting the performance requirements associated with the NPM Adjustment Claim Term
Sheet, RJR Tobacco recognised credits of $295 million and $279 million for the years ended
31 December 2016 and 2015, respectively. RIR Tobacco expects to recognise additional credits
through the year ending 31 December 2017.

In September 2013, the Arbitration Panel ruled six states had not diligently enforced their qualifying
statutes in 2003 related to the NPM Adjustment. Two of the six states subsequently joined the NPM
Adjustment Claim Term Sheet in 2014. In 2015, three of the states dropped their challenge of the
finding of non-diligence and in 2016, the remaining state dropped its challenge. As such, a portion of
the potential recovery from those states was certain and estimable, and RJR Tobacco recognised
$6 million and $93 million as a reduction of cost of products sold for the years ended 31 December
2016 and 2015, respectively. A final issue regarding the judgment reduction method adopted by the
Arbitration Panel was being contested in these four states. In 2016, the US Supreme Court denied RJR
Tobacco Company’s petition for writ of certiorari against two states, thus eliminating RUR Tobacco
Company’s remaining recovery from these states. The final outcome in the remaining two states is
uncertain.

In October 2015, RJR Tobacco Company and certain other PMs entered into a settlement agreement,
(the “NY Settlement Agreement”), with the State of New York to settle certain claims related to the
NPM Adjustment. The NY Settlement Agreement resolved NPM Adjustment claims related to payment
years from 2004 through 2014, providing RJR Tobacco Company with credits of approximately
$285 million, plus interest, subject to meeting various performance obligations. These credits will be
applied against annual payments under the MSA over a four-year period, which commenced with the
April 2016 MSA payment. Accordingly, RJIR Tobacco Company recognised credits of $93 million and
$14 million as a reduction to cost of products sold for the years ended 31 December 2016 and 2015,
respectively. In addition, the NY Settlement Agreement put in place a new method to determine future
adjustments from 2015 forward as to New York.

For additional information, see “— Cost of Products Sold” in note 1 and “— Litigation Affecting the
Cigarette Industry — Health-Care Cost Recovery Cases — State Settlement Agreements” and
“— State Settlement Agreements — Enforcement and Validity; Adjustments” in note 13 to the 2016
RAI Financial Statements at Appendix 2.

Expenses for FDA user fees are expected to be approximately $160 million to $190 million in 2017. For
additional information, see “— Governmental Activity’ below.

Selling, general and administrative expenses include the costs of litigating and administering product
liability claims, as well as other legal expenses. For the years ended 31 December 2016 and 2015,
RJR Tobacco’s product liability defence costs were $208 million and $198 million, respectively.

“Product liability” cases generally include the following types of smoking and health related cases:

e Individual Smoking and Health;
e West Virginia IPIC;

e Engle Progeny;

e Broin I,

e Class Actions;
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e Filter Cases; and
e Health-Care Cost Recovery Claims.

“Product liability defence costs” include the following items:

e direct and indirect compensation, fees and related costs and expenses for internal legal and
related administrative staff administering the defence of product liability claims;

e fees and cost reimbursements paid to external counsel;
e direct and indirect payments to third party vendors for litigation support activities; and
e expert witness costs and fees.

Numerous factors affect product liability defence costs. The most important factors are the number of
cases pending and the number of cases in trial or in preparation for trial, that is, with active discovery
and motions practice. See “— Litigation Affecting the Cigarette Industry — Overview — Introduction” in
note 13 to the 2016 RAI Financial Statements at Appendix 2 for detailed information regarding the
number and type of cases pending, and “— Litigation Affecting the Cigarette Industry — Overview —
Scheduled Trials” in note 13 to the 2016 RAIl Financial Statements at Appendix 2 for detailed
information regarding the number and nature of cases in trial and scheduled for trial through
31 December 2017.

RJR Tobacco Company expects that the items described above will continue to comprise its product
liability defence costs in the future. Given the level of activity in RJR Tobacco Company’s pending
cases, including the number of cases in trial and scheduled for trial, particularly with respect to the
Engle Progeny cases, RJR Tobacco Company’s product liability defence costs are expected to remain
at a high level. See “— Litigation Affecting the Cigarette Industry — Engle and Engle Progeny Cases”
in note 13 to the 2016 RAI Financial Statements at Appendix 2 for additional information.

In addition, it is possible that other adverse developments in the items discussed above, as well as
other circumstances beyond the control of RJR Tobacco Company, could have a material adverse
effect on the consolidated results of operations, cash flows or financial position of RAIl. Those other
circumstances beyond the control of RUR Tobacco include the results of present and future trials and
appeals, and the development of possible new theories of liability by claimants and their counsel.

5.2 Santa Fe

5.21 Net sales

Domestic cigarette shipment volume, in billions of units, for Santa Fe was as follows:

For the year ended 31 December
2016 2015 % Change

NATURAL AMERICAN SPIRIT ... 5.4 4.8 13.6%

Santa Fe’s net sales for the year ended 31 December 2016, increased over the year ended
31 December 2015 primarily due to higher volume and higher net pricing.

5.2.2 Market share

The shares of Santa Fe’'s NATURAL AMERICAN SPIRIT cigarette brand as a percentage of total
share of US cigarette STR Data were as follows™:

For the year ended 31 December

Share Point
2016 2015 Change
NATURAL AMERICAN SPIRIT ... 2.2% 1.9% 0.3
1 In 2016, the industry participants that MSAI uses to estimate Santa Fe’s cigarette shipments to retail market share has

been revised to reflect the new direct customers as a result of the Lorillard Merger. The revision results in higher
absolute share levels in 2015 on some of Santa Fe’s brand styles, but does not affect overall share trends. Prior-year
market share data, herein, has been restated on this basis for comparison purposes.

NATURAL AMERICAN SPIRIT is a top ten best-selling cigarette brand in the United States.

5.2.3 Operating income

Santa Fe’s operating income for the year ended 31 December 2016, increased as compared with the
prior-year period primarily due to higher volume and higher net pricing.
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Santa Fe’s expense under the MSA and its FDA user fees, included in cost of products sold were:
For the year ended 31 December
2016 ($) 2015 ($)

S A 164 140
FDA USEI fBES .. vttt 13 10

Expenses under the MSA are expected to be approximately $175 million to $205 million in 2017,
subject to adjustment for changes in volume and other factors.

In October 2015, SENTC and certain other PMs entered into the NY Settlement Agreement to settle
certain claims related to the NPM Adjustment. The NY Settlement Agreement resolved NPM
Adjustment claims related to payment years from 2004 through 2014, providing SFNTC with credits of
approximately $5 million, plus interest, subject to meeting various performance obligations. These
credits will be applied against annual payments under the MSA over a four-year period, which
commenced with the April 2016 MSA payment. In addition, the NY Settlement Agreement put in place
a new method to determine future adjustments from 2015 forward as to New York.

For additional information, see “— Cost of Products Sold” in note 1 and “— Litigation Affecting the
Cigarette Industry — Health-Care Cost Recovery Cases — State Seftlement Agreements’ and
“— State Settlement Agreements — Enforcement and Validity; Adjustments” in note 13 to the 2016
RAI Financial Statements at Appendix 2.

5.3 American Snuff

5.3.1 Net sales

The moist snuff shipment volume, in millions of cans, for American Snuff was as follows:
For the year ended 31 December

2016 2015 % Change
GRIZZLY .o 460.6 454 .4 1.4%
OtNEr e 424 44.7 (5.2)%
Total American Snuff moist snuff shipment volume .................. 502.9 499.1 0.8%

American Snuff's net sales for the year ended 31 December 2016, increased compared with the prior-
year period primarily due to higher net pricing and higher moist snuff volume.

Moist snuff has been the key driver to American Snuff's overall growth and profitability within the US
smokeless tobacco market. Moist snuff accounted for approximately 91% of American Snuff’s revenue
in 2016 and approximately 90% in 2015.

5.3.2 Market share

The shares of American Snuff's moist snuff brands as a percentage of total share of US moist snuff
STR Data were as follows!:

For the year ended 31 December

Share Point

2016 2015 Change
GRIZZLY oo 30.8% 30.9% (0.1)
L {0 2.6% 2.8% (0.2)
Total American Snuff moist snuff retail share of the market ....... 33.4% 33.7% (0.3)
1 In 2016, the industry participants that MSAi uses to estimate American Snuff’'s moist snuff shipments to retail market

share has been revised to reflect the new direct customers as a result of the Lorillard Merger. The revision results in
higher absolute share levels in 2015 on some of American Snuff's brands, but does not affect overall share trends.
Prior-year market share data, herein, has been restated on this basis for comparison purposes.

GRIZZLY, a leading US moist snuff brand, declined 0.1 share point in 2016 in a significantly
competitive marketplace. GRIZZLY’s increase in full-year shipment volume was driven by growth in the
wintergreen styles and pouch offerings. GRIZZLY continues its market-leading position in wintergreen,
with long cut and pouch styles remaining strong and the GRIZZLY Dark Wintergreen style enhancing
the GRIZZLY wintergreen offerings. GRIZZLY Dark Wintergreen offers a differentiated and bolder
wintergreen flavour, and is made from 100% US tobacco grown in Kentucky and Tennessee.

GRIZZLY continues to show strength with its soft pouch design, which offers smokeless tobacco
consumers a flavourful, moist experience that is easy to use, positioning it to be the leading pouch
brand for 2016. The pouch category represents approximately 20% of the moist snuff industry.
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In September 2016, GRIZZLY expanded its product offerings with the national launch of Premium Dark
Mint. This style offers 100% dark-fired US tobacco with mint flavour.

5.3.3 Operating income

American Snuff's operating income for the year ended 31 December 2016, increased compared with
the prior-year period primarily due to higher net pricing and higher moist snuff volume.

5.4 All Other

RJR Vapor is the marketer of VUSE Digital Vapor Cigarette products. Since the fourth quarter of 2015,
all production of VUSE Solo cartridges is performed at RJIR Tobacco Company’s manufacturing facility,
pursuant to a services agreement between RJR Tobacco Company and RJR Vapor. As a result of this
consolidation, pre-tax asset impairment and exit charges of $99 million were recorded in All Other in
the third quarter of 2015. For additional information, see note 6 to the 2016 RAI Financial Statements
at Appendix 2.

5.5 Gain on divestitures

The results of operations of SFRTI were reported in All Other until their sale on 13 January 2016.
SFRTI and various foreign subsidiaries affiliated with SFRTI distributed the NATURAL AMERICAN
SPIRIT brand outside the United States. RAI, through the Sellers, completed the sale of the
international rights to the NATURAL AMERICAN SPIRIT brand name and associated trademarks,
along with the international companies that distributed and marketed the brand outside the United
States, to JTI Holding in an all-cash transaction for approximately $5 billion and recognised a pre-tax
gain of approximately $4.9 billion in the first quarter of 2016. See note 3 to the 2016 RAI Financial
Statements at Appendix 2 for additional information.

For the year ended 31 December 2015, the $3.2 billion pre-tax gain was a result of the divestiture of
the WINSTON, KOOL and SALEM cigarette brands, previously owned by the RAI Group, as well as
the cigarette brand MAVERICK and the “e-vapour” brand BLU (including SKYCIG), previously owned
by Lorillard subsidiaries, and other assets and certain liabilities. For additional information, see note 2
to the 2016 RAI Financial Statements at Appendix 2.

5.6 Corporate expense

Corporate operating costs and expenses decreased for the year ended 31 December 2016, compared
with the year ended 31 December 2015, primarily due to a lower MTM adjustment expense in 2016,
and costs associated with the Lorillard Merger and the Divestiture in 2015.

5.7 RAI consolidated

Interest and debt expense for the year ended 31 December 2016, increased $56 million compared with
the prior period. The change is primarily due to costs associated with the notes issued to fund part of
the merger consideration in the Lorillard Merger and the notes assumed from Lorillard Tobacco in
connection with the Lorillard Merger, offset by decreases in interest and debt expenses related to the
repurchase and redemption during the first six months of 2016 of approximately $3.7 billion of
outstanding notes, and the repayment at maturity in August 2016 of approximately $500 million of
outstanding notes. RAI expects that interest expense will be lower in future periods, compared with
prior periods due to the retirement of debt that occurred in 2016.

Provision for income taxes reflected an effective rate of 37.3%, for the year ended 31 December 2016,
compared with an effective rate of 49.0%, for the year ended 31 December 2015. The effective tax rate
for 2016 was impacted by the sale of the international rights to the NATURAL AMERICAN SPIRIT
brand name and associated trademarks, along with the international companies that distributed and
marketed the brand outside the United States. The effective tax rate for the year ended 31 December
2015 was unfavourably impacted by an increase in tax attributable to non-deductible acquisition costs,
non-deductible goodwill in the amount of $1,849 million associated with the Lorillard Merger and
Divestiture and an increase in uncertain tax positions, offset by a decrease in tax attributable to the
release of valuation allowance and a reduction in state income taxes.

The effective tax rate for each period differed from the federal statutory rate of 35% due to the
domestic manufacturing deduction of the American Jobs Creation Act of 2004, state income taxes and
certain non-deductible items.

RAIl expects its effective tax rate to be between 36.5% and 37.5% in the year ending 31 December
2017.
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6. 2015 compared with 2014
6.1 RJR Tobacco

6.1.1 Net sales

Domestic cigarette shipment volume, in billions of units, for RIR Tobacco and the industry, was as
follows:
For the year ended 31 December

2015 2014 %Change
RJR Tobacco:
Drive brands:
NEWPORT ..o 18.9 - NM2
CAMEL ..o 20.8 20.9 (0.5)%
PALL MALL ...t 19.9 20.6 (3.4)%
Total RUR Tobacco drive brands ..............cooooieiin.e. 59.5 41.5 43.5%
Other brands ........coouiiiiiii i 11.8 19.5 (39.4)%
Total RJR Tobacco domestic cigarette shipment
VOIUME L. 71.3 61.0 17.0%
Total premium ... 47.0 35.6 32.1%
Totalvalue.........ooieiiii 243 25.4 (4.1)%
Premium/total mix ... 65.9% 58.4% -
Industry?:
Premium ... 190.3 189.1 0.7%
ValUB ..o 74.0 75.5 2.1)%
Total industry domestic cigarette shipment volume ......... 264.3 264.6 (0.1)%
Premium/total mix ..........oooiiiiii 72.0% 71.5% -
1 Based on information from MSA..
2 Percentage of change not meaningful.

RJR Tobacco’s net sales for the year ended 31 December 2015, increased from the year ended
31 December 2014, primarily due to higher volume and favourable product mix of $1,614 million and
higher net pricing of $238 million.

6.1.2 Market share

Market share information is included for RJR Tobacco to provide enhanced analysis of its brand
performance. For brands that were acquired in the Lorillard Merger, share information is displayed as if
the brands were part of the portfolio for all time periods shown. Brands that were part of the Divestiture
have been removed for all presented time periods. Accordingly, this pro forma market share data is
presented for informational purposes only and is not necessarily indicative of what the market share of
the acquired brands would have been if the Lorillard Merger and the Divestiture had occurred at the
beginning of the periods presented, nor is it necessarily indicative of future market share.

The shares of RJR Tobacco’s cigarette brands as a percentage of total share of US cigarette STR
Data were as follows!:

For the year ended 31 December
Share Point

2015 2014 Change
Drive brands:
NEWPORT ... 13.4% 12.9% 0.4
CAMEL ..o 8.2% 8.2% -
PALL MALL ... 7.8% 8.1% (0.3)
Total drive brands ... 29.4% 29.2% 0.2
Other brands ...........cooeiiiiii 2.6% 2.9% (0.3)
Total RJR Tobacco domestic cigarette retail share of
market.............o 32.0% 32.1% (0.1)
1 In 2016, the industry participants that MSAI uses to estimate RJR Tobacco’s cigarette shipments to retail market share

was revised to reflect the new direct customers as a result of the Lorillard Merger. Data provided herein reflects
previously published data using MSAV’s historical universe of industry participants prior to the Lorillard Merger.
The retail share of market of NEWPORT, at 13.4%, was up 0.4 share points compared with prior-year
period in the highly competitive US cigarette industry. NEWPORT’s cigarette market share continued
to be favourably impacted by its strength in the menthol category, as well as its continued momentum
in the non-menthol category.
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The retail share of market of CAMEL, at 8.2%, was flat compared with the prior-year period in the
highly competitive US cigarette category. CAMEL'’s cigarette market share continued to be favourably
impacted by its innovative capsule technology offered in CAMEL Crush and CAMEL Crush menthol
styles.

PALL MALL’s 2015 market share of 7.8% was down 0.3 share points compared with prior year period
due to continued competitive pressure.

The combined share of market of RJR Tobacco’s drive brands during 2015 was up slightly compared
with 2014 and the 2015 market share of other brands was down slightly compared with 2014,
consistent with its strategy of focusing on drive brands. RJR Tobacco’s total cigarette market share
was down slightly from the prior year.

6.1.3 Operating income

RJR Tobacco’s operating income for the year ended 31 December 2015, increased from the year
ended 31 December 2014, primarily due to higher cigarette pricing, favourable product mix, the
expiration of the federal tobacco quota buyout and the lower impact of the MTM adjustment, partially
offset by expense associated with the Engle Progeny litigation, and inventory valuation and other costs
associated with the Lorillard Merger. The MTM adjustment expense in 2015 was $229 million, primarily
as a result of pension asset returns that were less than expected returns and was partially offset by an
increase in the discount rate. The MTM adjustment expense in 2014 was $422 million, which primarily
resulted from the adoption of new mortality assumptions.

RJR Tobacco’s expense under the State Settlement Agreements, FDA user fees and federal tobacco
quota buyout, which expired in September 2014, included in cost of products sold, were:

For the year ended 31 December

2015 ($) 2014 ($)
State Settlement Agreements ... 2,254 1,808
FDA USEI fEES ..ot 162 125
Federal tobacco quota buyout - 151

For the years ended 31 December 2015 and 2014, RJR Tobacco recognised credits of $293 million
and $341 million, respectively, related to the NPM Adjustment Claim Term Sheet.

Selling, general and administrative expenses include the costs of litigating and administering product
liability claims, as well as other legal expenses. For the years ended 31 December 2015 and 2014,
RJR Tobacco’s product liability defence costs were $198 million and $180 million, respectively.

6.2 Santa Fe
6.2.1 Net sales
Domestic cigarette shipment volume, in billions of units for Santa Fe, was as follows:

For the year ended 31 December
2015 2014 % Change

NATURAL AMERICAN SPIRIT ..., 4.8 3.9 21.4%

Santa Fe's net sales for the year ended 31 December 2015, increased over the year ended
31 December 2014 primarily due to higher volume and higher net pricing. Expansion of the distribution
network and sales force contributed to greater awareness of the NATURAL AMERICAN SPIRIT brand
and increased interest of adult tobacco consumers.

6.2.2 Market share

The shares of Santa Fe’'s NATURAL AMERICAN SPIRIT cigarette brand as a percentage of total
share of US cigarette STR Data were as follows!:

For the year ended 31 December

Share Point
2015 2014 Change
NATURAL AMERICAN SPIRIT ... 1.9% 1.5% 0.3
1 In 2016, the industry participants that MSAi uses to estimate Santa Fe’s cigarette shipments to retail market share was

revised to reflect the new direct customers as a result of the Lorillard Merger. Data provided herein reflects previously
published data using MSAJ’s historical universe of industry participants prior to the Lorillard Merger.
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6.2.3 Operating income

Santa Fe’s operating income for the year ended 31 December 2015, increased as compared with the
prior-year period primarily due to higher volume and higher net pricing.

Santa Fe’s expense under the MSA, FDA user fees and federal tobacco quota buyout, which expired in
September 2014, included in cost of products sold, were:
For the year ended 31 December

2015 ($) 2014 (%)
S A 140 108
FDA USEr fEeS ...oiviii i 10 8
Federal tobacco quota buyout..................o - 10

As a result of meeting the performance requirements associated with the NPM Adjustment Claim Term
Sheet, Santa Fe recognised credits.

6.3 American Snuff

6.3.1 Net sales

The moist snuff shipment volume, in millions of cans, for American Snuff was as follows:
For the year ended 31 December

2015 2014 % Change
GRIZZLY .o 454 .4 433.8 4.7%
Ol . 44.7 44.9 (0.4)%
Total American Snuff moist snuff shipment volume.......... 499.1 478.6 4.3%

American Snuff’s net sales for the year ended 31 December 2015, increased compared with the prior-
year period primarily due to higher net pricing and higher moist snuff volume.

Moist snuff accounted for approximately 90% of American Snuff's revenue in 2015 and approximately
89% in 2014.
6.3.2 Market share

The shares of American Snuff's moist snuff brands as a percentage of total share of US moist snuff
STR Data were as follows":

For the year ended 31 December

Share Point
2015 2014 Change
GRIZZLY .o 30.7% 30.0% 0.8
L0 {0 2.8% 2.9% (0.1)
Total American Snuff moist snuff retail share of market ... 33.5% 32.9% 0.6
1 In 2016, the industry participants that MSAi uses to estimate American Snuff’'s moist snuff shipments to retail market

share was revised to reflect the new direct customers as a result of the Lorillard Merger. Data provided herein reflects
previously published data using MSAJ’s historical universe of industry participants prior to the Lorillard Merger.

GRIZZLY, a leading US moist snuff brand, grew 0.8 share points in 2015 despite significant
competitive activity. GRIZZLY’s increase in full-year shipment volume was driven by growth in the
wintergreen styles and pouch offerings. The brand expanded distribution of GRIZZLY Dark
Wintergreen in early 2015.

6.3.3 Operating income

American Snuff's operating income for the year ended 31 December 2015, increased compared with
the prior-year period primarily due to higher net pricing and higher moist snuff volume.

6.4 All Other

During 2015, RJR Vapor announced that all production of VUSE Solo cartridges will be performed at
RJR Tobacco Company’s manufacturing facility, pursuant to a services agreement between RJR
Tobacco Company and RJR Vapor. As a result of this consolidation, pre-tax asset impairment and exit
charges of $99 million were recorded in All Other in the third quarter of 2015.

6.5 Gain on divestitures

The $3.2 billion pre-tax gain in 2015 is a result of the divestiture of the WINSTON, KOOL and SALEM
cigarette brands, previously owned by the RAI Group, as well as the cigarette brand MAVERICK and
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the “e-vapour” brand BLU (including SKYCIG), previously owned by Lorillard subsidiaries, and other
assets and certain liabilities. For additional information, see note 2 to the 2016 RAIl Financial
Statements at Appendix 2.

6.6 Corporate expense

Corporate operating costs and expenses increased for the year ended 31 December 2015, compared
with 2014, primarily due to costs associated with the Lorillard Merger and the Divestiture.

6.7 RAI consolidated

Interest and debt expense for the year ended 31 December 2015, increased $284 million compared
with the prior-year period. The change is primarily due to costs associated with the Lorillard Merger.

Provision for income taxes reflected an effective rate of 49.0%, for the year ended 31 December 2015,
compared with an effective rate of 36.1%, for the year ended 31 December 2014. The effective tax rate
for 2015 was unfavourably impacted by an increase in tax attributable to non-deductible acquisition
costs, non-deductible goodwill in the amount of $1,849 million associated with the Divestiture and an
increase in uncertain tax positions, offset by a decrease in tax attributable to the release of valuation
allowance in the amount of $37 million and a reduction in state income tax rates. The effective rate for
2014 was favourably impacted by a decrease in uncertain tax positions related to a federal audit
settlement and an increase in the domestic manufacturing deduction, partially offset by an increase in
tax attributable to non-deductible acquisition costs.

Income from discontinued operations, net of tax was $25 million for the year ended 31 December
2014. The audit of the 2010 and 2011 tax years by the Internal Revenue Service was closed on
27 February 2014. A tax benefit of $25 million attributable to a decrease in uncertain tax positions was
recorded in discontinued operations.

7. Liquidity and financial condition

71 Liquidity

The principal sources of liquidity for the RAI Group’s businesses and operating needs are internally
generated funds from their operations and intercompany loans and advances. The principal sources of
liquidity for RAI, in turn, are proceeds from intercompany dividends and distributions, as well as
issuances of debt securities and the Credit Agreement described below under “— Long-Term Debt and
Credit Agreement.” Cash flows from operating activities are believed to be sufficient for the foreseeable
future to enable the operating subsidiaries to meet their obligations under the State Settlement
Agreements, to make required debt-service payments, to fund their capital expenditures and to make
payments to RAI that, when combined with RAI's cash balances, proceeds from any financings and
loans under the Credit Agreement, will enable RAI to make its required debt-service payments, make
any share repurchases pursuant to the Governance Agreement and to pay dividends to its
shareholders.

The negative impact, if any, on the sources of liquidity that could result from a decrease in demand for
products due to short-term inventory adjustments by wholesale and retail distributors, changes in
competitive pricing, adverse regulatory actions, increases in excise taxes, or adverse impacts from
financial markets, cannot be predicted. RAIl cannot predict its cash requirements or those of its
subsidiaries related to any future settlements or judgments, including cash required to be held in
escrow or to bond any appeals, if necessary, and RAlI makes no assurance that it or its subsidiaries will
be able to meet all of those requirements.

The RAI Group monitors the liquidity of key suppliers and customers, and where liquidity concerns are
identified, appropriate contingency or response plans are developed. During 2016, no business
interruptions occurred due to key supplier liquidity, and no liquidity issues were identified involving
significant suppliers or customers.

The RAI Group’s excess cash may be invested in money market funds, commercial paper, corporate
debt securities, US treasury securities, US and international government agency obligations and time
deposits in major institutions to minimise risk. At present, the RAI Group primarily invests cash in US
treasuries and US government agencies.
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Contractual obligations of the RAI Group as at 31 December 2016, were as follows:

Payments Due by Period

Less than 1-3 Years 4-5Years
1 Year- 2018-2019 2020-2021 Thereafter

Total (§) 2017 ($) ($) ($) (%)
Long-term debt, exclusive of interest! ............ 12,950 500 2,000 1,521 8,929
Interest payments related to long-term debt! ... 9,208 649 1,202 982 6,375
Operating leases?............cc.cooiiiiiiiiiininenn. 27 20 5 2
Non-qualified pension obligationss................. 119 11 22 24 62
Postretirement benefit obligationss ................ 533 78 115 106 234
Qualified pension funding® ..............cc.coeienees 100 100
Purchase obligations* .............c.oooeiiiiiiinn. 81 81
Other noncurrent liabilities® .......................... 31 N/A 11 2 18
State Settlement Agreements’ obligations®...... 14,800 2,800 6,000 6,000
Gross unrecognised income tax benefit’......... 118
FDA userfeed........coooiiiiiiiiiiiiiiiieeee 995 195 400 400
Total cash obligations............................... 38,962 4,434 9,755 9,037 15,618

1

8.

8.1

For more information about RAlI's and RJR Tobacco’s long-term debt, see note 12 to the 2016 RAI Financial
Statements at Appendix 2.

Operating lease obligations represent estimated lease payments primarily related to vehicles, office space, warehouse
space and equipment. See note 13 to the 2016 RAI Financial Statements at Appendix 2 for additional information.

For more information about the RAI Group’s pension plans and postretirement benefits, see note 16 to the 2016 RAI
Financial Statements at Appendix 2. Non-qualified pension and postretirement benefit obligations captioned under
“Thereafter” include obligations for a five-year period. These obligations are not reasonably estimable beyond a
ten-year period. Qualified pension plan funding is based on the Pension Protection Act of 2006 and tax deductibility
and is not reasonably estimable beyond one year.

Purchase obligations primarily include commitments to acquire tobacco leaf. Purchase orders for the purchase of other
raw materials and other goods and services are not included in the table. The RAIl Group is not able to determine the
aggregate amount of such purchase orders that represent contractual obligations, as purchase orders typically
represent authorisations to purchase rather than binding agreements. For purposes of this table, contractual
obligations for the purchase of goods or services are defined by the RAl Group as agreements that are enforceable
and legally binding that specify all significant terms, including fixed or minimum quantities to be purchased; fixed,
minimum or variable price provisions; and the approximate timing of the transaction. Purchase orders of RAl's
operating subsidiaries are based on current demand expectations and are fulfilled by vendors within short time
horizons. The RAI Group does not have significant non-cancellable agreements for the purchase of raw materials or
other goods or services specifying minimum quantities or set prices that exceed their expected requirements. The RAI
Group also enters into contracts for outsourced services; however, the obligations under these contracts were
generally not significant and the contracts generally contain clauses allowing for the cancellation without significant
penalty.

Other noncurrent liabilities primarily include long-term disability insurance and bonus compensation. Certain other
noncurrent liabilities are excluded from the table above, for which timing of payments are not estimable.

State Settlement Agreements’ obligation amounts in the aggregate beyond five years are not presented as these are
obligations into perpetuity. For more information about the State Settlement Agreements, see note 13 to the 2016 RAI
Financial Statements at Appendix 2.

For more information on gross unrecognised income tax benefits, see note 10 to the 2016 RAI Financial Statements at
Appendix 2. Due to inherent uncertainties regarding the timing of payment of these amounts, RAI cannot reasonably
estimate the payment period.

FDA user fee obligation amounts in the aggregate beyond five years are not presented as these obligations are
assumed to extend into perpetuity. For more information about FDA user fees, see paragraph 15 of this Part XII
(Operating and Financial Review for the RAI Group).

Long-term debt and Credit Agreement

RAI notes

As at 31 December 2016, the principal amount of RAl's outstanding notes was $12.7 billion, with
maturity dates ranging from 2017 to 2045. RAI, at its option, may redeem any or all of its outstanding
notes, in whole or in part at any time, subject to the payment of a make-whole premium. Interest on the
notes is payable semi-annually. As at 31 December 2016, RAIl had aggregate principal amount of
$447 million of current maturities of long-term debt. In August 2016, RAI repaid at maturity, with
available cash, $415 million in principal amount of notes. RAI's obligations under its outstanding notes
are guaranteed by the same RAI subsidiaries that guarantee its obligations under its Credit Agreement
described in paragraph 8.4 of this Part XII (Operating and Financial Review for the RAI Group).
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8.2 RJR Tobacco Company notes

As at 31 December 2016, the principal amount of RJIR Tobacco Company’s outstanding notes was
$284 million, with maturity dates ranging from 2017 to 2041. Interest on the notes is payable semi-
annually. As at 31 December 2016, RJR Tobacco Company had aggregate principal amount of
$53 million of current maturities of long-term debt. In August 2016, RJR Tobacco Company repaid at
maturity, with available cash, $85 million in principal amount of notes. In June 2016, RJR Tobacco
Company repurchased, prior to maturity, from available cash, $8 million of its outstanding notes. RJR
Tobacco Company'’s obligations under its outstanding notes are guaranteed by RAI and RJR.

8.3 Tender offer and redemption

In February 2016, pursuant to its previously announced cash tender offer, RAl purchased $2.69 billion
in aggregate principal amount of certain of its outstanding senior notes. RAIl paid, with cash on hand,
aggregate consideration of $2.81 billion (including a premium of approximately $118 million, but
excluding accrued and unpaid interest paid on the accepted notes), for such notes accepted for
purchase.

In March 2016, pursuant to its previously announced redemption call, RAl redeemed all $700 million
outstanding aggregate principal amount of its 6.750% Senior Notes due 2017 and all $250 million
outstanding aggregate principal amount of its 7.750% Senior Notes due 2018. RAIl paid, with cash on
hand, aggregate consideration of $1.0 billion for the redemption (which includes $88 million of early
redemption premiums, but excludes accrued and unpaid interest paid on the redeemed notes). See
note 12 to the 2016 RAI Financial Statements at Appendix 2 for additional information on the tender
offer and redemption.

8.4 Credit Agreement

In December 2014, RAI entered into a credit agreement (the “Credit Agreement”), with a syndicate of
lenders, providing for a five-year, $2 billion senior unsecured revolving credit facility, which may be
increased to $2.35 billion at the discretion of the lenders upon the request of the RAI Group. The Credit
Agreement replaced RAl's four-year, $1.35 billion senior unsecured revolving credit facility dated
8 October 2013. The original maturity date of the Credit Agreement was 18 December 2019. Pursuant
to the maturity date extension provision of the Credit Agreement, the requisite lenders have agreed on
two separate occasions, upon RAl's request, to extend the maturity date of the Credit Agreement by
12 months. As a result, the maturity date of the Credit Agreement is 18 December 2021.

Certain of RAI's subsidiaries, including its Material Subsidiaries, as such term is defined in the Credit
Agreement, have guaranteed, on an unsecured basis, RAl's obligations under the Credit Agreement.

As at 31 December 2016, there were no outstanding borrowings and $6 million of letters of credit
outstanding under the Credit Agreement.

See notes 11 and 12 to the 2016 RAI Financial Statements at Appendix 2 for additional information on
the Credit Agreement and Long-Term Debt.
8.5 Other

The lowering of the RAI Group’s credit ratings, or concerns over such a lowering, could have an
adverse impact on the RAIl Group’s ability to access the debt markets and could increase borrowing
costs.

RAI, RJR Tobacco Company and their affiliates were in compliance with all covenants and restrictions
imposed by RAI's indebtedness and RJR Tobacco Company’s indebtedness, as the case may be, as
at 31 December 2016.

9. Dividends
RAI’s board of directors declared a quarterly cash dividend of $0.51 per common share, on 8 February
2017. The dividend was paid on 3 April 2017, to RAI shareholders of record as at 10 March 2017.

10. Share repurchases

On 25 July 2016, the board of directors of RAI approved the repurchase, from time to time, on or
before 31 December 2018, of up to $2 billion of outstanding RAI shares in open-market or privately
negotiated transactions (the “Share Repurchase Programme”). During year ended 31 December
2016, in accordance with the Share Repurchase Programme, RAI repurchased 1,565,698 RAI shares
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for $75 million. In February 2017, RAI and BAT entered into a letter agreement pursuant to which BAT
waived the requirement that the RAI share repurchases required to be made by RAIl pursuant to
Amendment No. 3 to the Governance Agreement be made within the time period set forth in that
amendment, and permitted RAI to make the repurchases in a manner that qualifies for the affirmative
defence and safe harbour provided by Rules 10b5-1 and 10b-18 under the Exchange Act, respectively.
Pursuant to this letter agreement, BAT also waived compliance with the general prohibition on
repurchases contained in the Merger Agreement to permit RAI to make these repurchases.

During the year ended 31 December 2016, in accordance with the Governance Agreement, at a cost of
$93 million, RAI repurchased 1,817,846 RAIl shares in open-market transactions.

Additionally, during 2016, at a cost of $58 million, RAI purchased 1,146,978 RAI shares that were
forfeited and cancelled with respect to tax liabilities associated with restricted stock units vesting under
the Omnibus Plan.

Due to RAl’s incorporation in North Carolina, which does not recognise treasury shares, the shares
repurchased were cancelled at the time of purchase.

For additional information, see note 14 to the 2016 RAI Financial Statements at Appendix 2.

1. Capital expenditures

The RAI Group recorded cash capital expenditures of $206 million, $174 million and $204 million in
2016, 2015 and 2014, respectively. Of the 2016 amount, $130 million related to RJR Tobacco,
$12 million related to Santa Fe and $22 million related to American Snuff. During the year ending
31 December 2017, capital expenditures, primarily on non-discretionary business requirements, are
planned to be $140 million to $160 million for RUR Tobacco, $5 million to $15 million for Santa Fe and
$15 million to $25 million for American Snuff. Other capital investments include upgrading corporate
and manufacturing facilities and information management infrastructure. Capital expenditures are
funded primarily by cash flows from operations. The RAI Group’s capital expenditure programmes are
expected to continue at a level sufficient to support their strategic and operating needs. There were no
material long-term commitments for capital expenditures as at 31 December 2016.

12. Retirement benefits

RAI assesses the asset allocation and investment strategy of its pension plans and phases in
appropriate changes to balance funded status, interest rate risk and asset returns. These changes will
reduce the pension fund’s exposure to equities and increase exposure to fixed income. As a result of
changes to the asset allocation and investment strategy, RAl's expected long-term return on pension
assets (“ELTRA”) was 6.82% in 2016, 6.83% in 2015, and 7.13% in 2014 and will be 7.07% in 2017.
Asset performance, changes in assumptions and the discount rate may impact the funded status of
RAI’s pension plans.

RAI contributed $335 million to its pension plans and $66 million to its postretirement plans in 2016.
During 2017, RAIl expects to contribute $111 million to its pension plans and $78 million to its
postretirement plans.

13. Income taxes
As at 31 December 2016, RAI had a net long-term deferred tax liability of $9.6 billion.

As at 31 December 2016, no valuation allowance was established on deferred tax assets as RAI
believes it is more likely than not that the deferred tax assets will be realised through the generation of
future taxable income. As at 31 December 2015, RAI had recorded a valuation allowance of $8 million
to fully offset the deferred tax assets attributable to its Puerto Rico subsidiaries. In 2016, reorganisation
of the Puerto Rico business in connection with the Lorillard Merger and the Divestiture resulted in the
$8 million valuation allowance being reversed.

On 18 December 2015, the Protecting Americans from Tax Hikes (PATH) Act was signed into law. The
PATH Act extends the research credit permanently, retroactive to 1 January 2015. The PATH Act did
not significantly impact the RAI Group’s annual effective income tax rate in 2015.

On 19 December 2014, the Tax Increase Prevention Act of 2014 (“TIPA”), was signed into law. The
TIPA retroactively reinstated and extended the Federal Research and Development Tax Credit from
1 January 2014 to 31 December 2014. The impact of the TIPA did not significantly impact the RAI
Group’s annual effective income tax rate in 2014.
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14. Litigation and settlements

As discussed in note 13 to the 2016 RAIl Financial Statements at Appendix 2, various legal
proceedings or claims, including litigation claiming cancer and other diseases, as well as addiction,
have resulted from the use of, or exposure to, the RAIl Group’s products, and seeking damages in
amounts ranging into the hundreds of millions or even billions of US dollars, are pending or may be
instituted against Reynolds Defendants. Unfavourable judgments have been returned in a number of
tobacco-related cases and state enforcement actions. As at 31 December 2016, RJR Tobacco had
paid approximately $239 million since 1 January 2014, related to unfavourable smoking and health
litigation judgments.

The RAI Group’s consolidated balance sheet as at 31 December 2016 contains accruals for certain
individual Engle Progeny cases. Other accruals include an amount for the estimated costs of the
corrective communications in the US Department of Justice case. For a more complete description of
the Engle Progeny cases and US Department of Justice case, see “— Litigation Affecting the Cigarette
Industry — Overview’, “— Engle and Engle Progeny Cases” and “— Health-Care Cost Recovery
Cases — US Department of Justice Case “ in note 13 to the 2016 RAI Financial Statements at
Appendix 2.

RAI's management continues to conclude that the loss of any particular tobacco-related litigation claim
against Reynolds Defendants, or the loss of any particular claim concerning the use of smokeless
tobacco products against American Snuff Co., when viewed on an individual case-by-case basis, is not
probable or estimable except for certain Engle Progeny cases, as described in “— Litigation Affecting
the Cigarette Industry — Overview” in note 13 to the 2016 RAI Financial Statements at Appendix 2.
Reynolds Defendants believe that they have valid bases for appeal of adverse verdicts in their pending
cases and valid defences to all actions, and intend to defend all actions vigorously. Nonetheless, the
possibility of material losses related to tobacco-related litigation is more than remote. Litigation is
subject to many uncertainties, and generally it is not possible to predict the outcome of the litigation
pending against Reynolds Defendants, or to reasonably estimate the amount or range of any possible
loss. Moreover, notwithstanding the quality of defences available to it and its affiliates in tobacco-
related litigation matters, it is possible that the RAI Group’s consolidated results of operations, cash
flows or financial position could be materially adversely affected by the ultimate outcome of certain
pending or future litigation matters or difficulties in obtaining the bonds required to stay execution of
judgments on appeal.

In 1998, RJR Tobacco Company, Lorillard Tobacco, B&W, SFNTC and the other major US cigarette
manufacturers entered into the MSA with attorneys general representing most US states, territories
and possessions. The State Settlement Agreements, of which the MSA is the most wide-reaching,
impose a perpetual stream of future payment obligations on RJR Tobacco Company and the other
major US cigarette manufacturers and place significant restrictions on their ability to market and sell
cigarettes in the future. The State Settlement Agreements have materially adversely affected RJR
Tobacco’s shipment volumes. RAI believes that these settlement obligations may materially adversely
affect the results of operations, cash flows or financial position of RAlI and RJR Tobacco in future
periods. The degree of the adverse impact will depend, among other things, on the rate of decline in
US cigarette sales in the premium and value categories, RJR Tobacco’s share of the domestic
premium and value cigarette categories, and the effect of any resulting cost advantage of
manufacturers not subject to the State Settlement Agreements.

RJR Tobacco Company and Lorillard Tobacco disputed a total of $5.6 billion and $1.2 billion,
respectively, with respect to the NPM Adjustment, for the years 2003 through 2014.

In 2012, RJR Tobacco Company, Lorillard Tobacco, certain other PMs, including SFNTC, and certain
settling states entered into a NPM Adjustment Claim Term Sheet that sets forth terms for resolving
accrued and potential NPM Adjustment claims for 2003 through 2012. The NPM Adjustment Claim
Term Sheet also set forth a restructured NPM Adjustment process to be applied to future volume
years, starting with the 2013 volume year. Under the NPM Adjustment Claim Term Sheet settlement,
RJR Tobacco Company and SFNTC are to collectively receive more than $1.1 billion in credits, a
majority of which have been applied to their MSA payments in 2014 through 2016, with the remainder
to be applied against its 2017 and 2018 MSA payments. Credits are recognised when RJR Tobacco
Company and Santa Fe meet the performance requirements associated with the NPM Adjustment
Claim Term Sheet. Credits recognised in a given year are available to offset the payments made in
April of the following year.
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In September 2013, the Arbitration Panel ruled six states had not diligently enforced their qualifying
statutes in 2003 related to the NPM Adjustment. Two of the six states subsequently joined the NPM
Adjustment Claim Term Sheet in 2014. In 2015, three of the states dropped their challenge of the
finding of non-diligence and in 2016, the remaining state dropped its challenge. As such, a portion of
the potential recovery from those states was certain and estimable and RJR Tobacco recognised the
appropriate credits in those years. A final issue regarding the judgment reduction method adopted by
the Arbitration Panel was being contested in these four states. In 2016, the US Supreme Court denied
RJR Tobacco Company'’s petition for writ of certiorari against two states, thus eliminating RJR Tobacco
Company’s remaining recovery from these states. The final outcome in the remaining two states is
uncertain.

In October 2015, RJR Tobacco Company, SFNTC and certain other PMs entered into the NY
Settlement Agreement to settle certain claims related to the NPM Adjustment. The NY Settlement
Agreement resolved NPM Adjustment claims related to payment years from 2004 through 2014,
providing RJR Tobacco Company and SFNTC, collectively, with credits of approximately $290 million,
plus interest, subject to meeting various performance obligations. These credits will be applied against
annual payments under the MSA over a four-year period, which commenced with the April 2016 MSA
payment. In addition, the NY Settlement Agreement put in place a new method to determine future
adjustments from 2015 forward as to New York.

For additional information related to the State Settlement Agreements, see “— Cost of Products Sold’
in note 1 and “— Litigation Affecting the Cigarette Industry — State Settlement Agreements —
Enforcement and Validity; Adjustments”, in note 13 to the 2016 RAI Financial Statements at
Appendix 2.

15. Governmental activity

The marketing, sale, taxation and use of tobacco products have been subject to substantial regulation
by government and health officials for many years. Various state governments have adopted or are
considering, among other things, legislation and regulations that would:

e significantly increase their taxes on tobacco products;

e restrict displays, advertising and sampling of tobacco products;

e raise the minimum age to possess or purchase tobacco products;

e restrict or ban the use of menthol in cigarettes or prohibit mint or wintergreen as a flavour in
smokeless tobacco products and vapour products;

e require the disclosure of ingredients used in the manufacture of tobacco products;

e require the disclosure of nicotine yield information for cigarettes;

e impose restrictions on smoking and vaping in public and private areas; and

e restrict the sale of tobacco products directly to consumers or other unlicensed recipients,
including by mail or over the Internet.

Together with substantial increases in state and federal taxes on tobacco products, and the granting to
the FDA of broad authority over the manufacture, sale, marketing and packaging of tobacco products,
these developments have had and will likely continue to have an adverse effect on the sale of tobacco
products. Products that are alternatives to traditional tobacco products also have become subject to
increasing regulation. For example, in addition to the regulation by the FDA of e-cigarettes, as
described below, various states have adopted, or are considering adoption of taxes on e-cigarettes,
restrictions on the promotion and distribution of e-cigarettes, and tamper resistant and child resistant
packaging requirements for e-cigarettes.

16. Taxation

16.1 General

Cigarettes and other tobacco products are subject to substantial taxes in the United States. As a result
of a 2009 federal law which increased taxes on cigarettes and other tobacco products:

e the federal excise tax per pack of 20 cigarettes is $1.01; and

e the federal excise tax rate for chewing tobacco is $0.5033 per pound, and for snuff is $1.51 per
pound.

Currently, there is no federal tax on vapour products, such as e-cigarettes.

On 9 February 2016, President Obama released a budget in which he proposed increasing the federal
excise tax: on a pack of cigarettes from $1.01 to $1.95; for snuff from $1.51 per pound to $2.93 per
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pound; and for chewing tobacco from $0.5033 per pound to $0.98 per pound. These proposed tax
increases would fund a new initiative for pre-kindergarten education for lower-income children. RAI
believes that such tax increases would have an adverse impact on the sale of tobacco products by the
RAI Group and could have a material adverse effect on the results of operations, cash flows or
financial position of the RAI Group, including impairment of the value of its operating subsidiaries’
trademarks.

16.2 Cigarettes

The 2009 federal excise tax increase on tobacco products increased taxes on ready-made cigarettes,
such as those made by RJR Tobacco Company and SFNTC, at a much higher rate than taxes on
loose tobacco. As a result of that tax disparity, the number of retailers selling loose tobacco and
operating roll-your-own machines, allowing consumers to convert the loose tobacco into finished
cigarettes, greatly increased following the 2009 federal tax hike on tobacco products. On 6 July 2012,
President Obama signed into law a provision classifying retailers which operate roll-your-own
machines as cigarette manufacturers, and thus requiring those retailers to pay the same tax rate as
other cigarette manufacturers. As at 31 December 2016, 26 states also had passed legislation
classifying retailers operating roll-your-own machines as cigarette manufacturers.

All states and the District of Columbia currently impose cigarette excise taxes at levels ranging from
$0.17 per pack in Missouri to $4.35 per pack in New York. As at 31 December 2016, the weighted
average state cigarette excise tax per pack, calculated on a 12-month rolling average basis, was
approximately $1.39, compared with the 12-month rolling average of $1.34 as at 31 December 2015.
Certain city and county governments, such as New York, Philadelphia and Chicago, also impose
substantial excise taxes on cigarettes sold in those jurisdictions. During 2016, 23 states proposed
increases in their respective cigarette excise taxes, with increases being adopted in four states
(Louisiana, Pennsylvania, West Virginia and California) and failing in 19 states. In connection with the
November 2016 general election, California approved a ballot proposal increasing, effective 1 April
2017, that state’s cigarette excise tax per pack from $0.87 to $2.87. Ballot proposals in Colorado,
Missouri and North Dakota to increase those states’ respective cigarette excise taxes failed in the
November 2016 general election. If the foregoing California cigarette excise tax increase had been in
effect as at 31 December 2016, the weighted average state cigarette excise tax per pack, calculated
on a 12-month rolling average basis, would have been $1.526, instead of $1.39.

Six states now require nonparticipating manufacturers to pay a fee on each pack of cigarettes sold in
their respective states, ranging from $0.25 per pack in Alaska to $0.55 per pack in Texas.

The Texas equity fee has been challenged by a coalition of small tobacco manufacturers. This group
asserts that the Texas fee violates the Texas Constitution’s “Equal and Uniform” Clause, as well as the
Equal Protection and Due Process Clauses of the US Constitution. On 15 November 2013, a state trial
court in Texas declared the equity fee unconstitutional and enjoined the state from “assessing,
collecting, and enforcing” the fee. The State of Texas appealed the court’s order. In doing so,
enforcement of the trial court’s order, including the injunction, is suspended. On 15 August 2014, the
three-judge panel unanimously affirmed the ruling, and on 29 October 2014, the State of Texas filed its
petition for review with the Texas Supreme Court. On 1 April 2016, the Texas Supreme Court reversed
the Texas Court of Appeals, and ruled that the Texas equity fee legislation does not violate the Equal
and Uniform Clause of the Texas constitution. The Texas Supreme Court remanded the case back to
the Texas Court of Appeals for that court to consider the non-settling manufacturers’ remaining
challenges to the equity fee. On 20 June 2016, claimants filed a motion for rehearing with the Texas
Supreme Court. That motion was denied. After the case was remanded back to the Texas Court of
Appeals, both the claimants and the State of Texas filed supplemental briefs with the court. Further
proceedings before the Texas Court of Appeals are anticipated.

16.3 Smokeless

As at 31 December 2016, all states and the District of Columbia subject smokeless tobacco products to
excise taxes, as summarised below:

e 26 states taxed moist snuff on an ad valorem basis, at rates ranging from 5% in South Carolina
to 210% in Massachusetts;

e 21 states and the District of Columbia had weight-based taxes on moist snuff, ranging from
$0.02 for cans weighing between 5/8 of an ounce and 1 5/8 ounces in Alabama to $2.02 per
ounce in Maine; and
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e two states imposed a unit tax on moist snuff: Kentucky with a tax of $0.19 per unit, and
Washington, with a tax of $2.526 per unit for units weighing 1.2 ounces or less and a
proportionate amount above that weight. In addition, Minnesota imposed a tax on moist snuff
at a rate equal to the greater of (i) 95% of the wholesale price and (ii) generally, the tax equal
to the rate imposed on a pack of 20 cigarettes.

During 2016, 16 states proposed increases in, or in the case of Pennsylvania, proposed to adopt for
the first time, excise taxes on smokeless tobacco products, with such increases being adopted in three
states (Pennsylvania, West Virginia and, effective as at 1 July 2017, California), failing in 11 states and
remaining pending, as at 31 December 2016, in two states.

16.4  Vapour products

As at 31 December 2016, six states and the District of Columbia imposed a tax on vapour products,
such as e-cigarettes, as follows: Minnesota, which taxes vapour products at the same rate as it taxes
smokeless tobacco products; Louisiana, North Carolina, Kansas and West Virginia, which tax vapour
products at a per fluid millilitre rate of $0.05, $0.05, $0.20 and $0.075, respectively; and Pennsylvania
and the District of Columbia, which tax vapour products on an ad valorem basis at a 40% rate and 70%
rate, respectively. Further, during 2016, 20 states proposed taxes on vapour products, including, in
some cases, implementing a tax on a per fluid millilitre basis, taxing vapour products on the same
basis as “other tobacco products” and, in other cases, taxing vapour products at a rate equivalent to
cigarette excise taxes. Such legislation was adopted in three states (Pennsylvania, West Virginia and,
effective 1 April 2017, California), and failed in 17 states.

17. Federal regulation - general

In 1964, the Report of the Advisory Committee to the Surgeon General of the US Public Health Service
concluded that cigarette smoking was a health hazard of sufficient importance to warrant appropriate
remedial action. Since 1966, federal law has required a warning statement on cigarette packaging, and
cigarette advertising in other media also is required to contain a warning statement. Since 1971,
television and radio advertising of cigarettes has been prohibited in the United States.

The warnings currently required on cigarette packages and advertisements are:

e “SURGEON GENERAL'S WARNING: Smoking Causes Lung Cancer, Heart Disease,
Emphysema, And May Complicate Pregnancy;”

e “SURGEON GENERAL'S WARNING: Quitting Smoking Now Greatly Reduces Serious Risks
to Your Health;”

e “SURGEON GENERAL'S WARNING: Smoking By Pregnant Women May Result in Fetal
Injury, Premature Birth, And Low Birth Weight;” and

e “SURGEON GENERAL’S WARNING: Cigarette Smoke Contains Carbon Monoxide.”
As noted below, the FDA has proposed regulations that would revise the foregoing warnings.

Since the initial report in 1964, the Secretary of Health, Education and Welfare, now the Secretary of
Health and Human Services, and the US Surgeon General have issued a number of other reports
which purport to find the nicotine in cigarettes addictive and to link cigarette smoking and exposure to
cigarette smoke with certain health hazards, including various types of cancer, coronary heart disease
and chronic obstructive lung disease. These reports have recommended various governmental
measures to reduce the incidence of smoking. In 1992, the federal Alcohol, Drug Abuse and Mental
Health Act was signed into law. This act required states to adopt a minimum age of 18 for purchase of
tobacco products and to establish a system to monitor, report and reduce the illegal sale of tobacco
products to minors in order to continue receiving federal funding for mental health and drug abuse
programmes. In 1996, the US Department of Health and Human Services announced regulations
implementing this legislation. And in 2006, the US Surgeon General released a report entitled “The
Health Consequences of Involuntary Exposure to Tobacco Smoke.” Among its conclusions, the report
found the following: exposure of adults to second-hand smoke causes coronary heart disease and lung
cancer, exposure of children to second-hand smoke results in an increased risk of sudden infant death
syndrome, acute respiratory infections, ear problems and more severe asthma; and that there is no
risk-free level of exposure to second-hand smoke. A follow-up report issued by the US Surgeon
General in 2010, “How Tobacco Smoke Causes Disease: The Biology and Behavioural Basis for
Smoking-Attributable Disease”, determined that tobacco smoke causes immediate cellular damage
and tissue inflammation and that repeated exposure impedes the healing of such damage and
inflammation. On 17 January 2014, the US Surgeon General issued an additional report that contends
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that smoking is linked to a higher number of deaths to Americans than previous estimates, and that
cigarettes are a causal factor in ten conditions and diseases that had not previously been directly
linked to cigarette smoking.

In December 2016, the US Surgeon General issued a report on e-cigarettes, raising public health
concerns regarding the use of e-cigarettes by US youth and young adults. The report recommended
that state, local, tribal, and territorial governments implement additional laws and regulations to
address e-cigarette use among youth and young adults, including:

e incorporating e-cigarettes into existing smokeless policies;

e preventing youth access to e-cigarettes through various restrictions on sales of e-cigarettes to
minors (including age verification requirements, prohibitions against self-service displays, and
active enforcement of existing laws);

e implementing taxation and other price policies for e-cigarettes;

e increasing regulation of e-cigarette marketing by expanding evidence and facilitating the
development of constitutionally feasible restrictions on such marketing; and

e targeting youth and young adults with educational initiatives on e-cigarettes and their potential
for nicotine addiction and adverse health consequences.

The report also calls for expanded federal funding of e-cigarette research efforts, including research on
health risks and the impact of governmental policies on initiation and use patterns for e-cigarettes and
other tobacco products. Finally, the report recommends continued surveillance of e-cigarette marketing
to assess the link between exposure to e-cigarette marketing and use of these products.

In 1986, Congress enacted the Comprehensive Smokeless Tobacco Health Education Act of 1986,
which, among other things, required health warning notices on smokeless tobacco packages and
advertising and prohibited the advertising of smokeless tobacco products on any medium of electronic
communications subject to the jurisdiction of the Federal Communications Commission. In 2009, the
FDA Tobacco Act (discussed below) amended the Comprehensive Smokeless Tobacco Health
Education Act of 1986 to require the following warnings on smokeless tobacco packaging and
advertising, displayed randomly and as equally as possible in each 12-month period:

e “WARNING: THIS PRODUCT CAN CAUSE MOUTH CANCER;”

e “WARNING: THIS PRODUCT CAN CAUSE GUM DISEASE AND TOOTH LOSS;”

e “WARNING: THIS PRODUCT IS NOT A SAFE ALTERNATIVE TO CIGARETTES;” and
e  “WARNING: SMOKELESS TOBACCO IS ADDICTIVE.”

18. FDA Tobacco Act

18.1 General

In 2009, President Obama signed into law the FDA Tobacco Act, which grants the FDA broad authority
over the manufacture, sale, marketing and packaging of tobacco products. Pursuant to the FDA
Tobacco Act:

e charitable distributions of tobacco products are prohibited;

e statements that would lead consumers to believe that a tobacco product is approved,
endorsed, or deemed safe by the FDA are prohibited;

e pre-market approval by the FDA is required for claims made with respect to reduced risk or
reduced exposure products;

e the marketing of tobacco products in conjunction with any other class of product regulated by
the FDA is prohibited;

e tobacco manufacturers are banned from selling cigarettes with characterising flavours (other
than menthol, which under the FDA Tobacco Act is specifically exempt as a characterising
flavour, but the impact of which on public health will be studied as discussed below);

e all manufacturers are required to register with the FDA their domestic manufacturing facilities
as well as all cigarette and smokeless tobacco products sold in the United States;

e the FDA reissued regulations addressing advertising and marketing restrictions that were
originally promulgated in 1996 (including, among other restrictions, prohibitions on: the sale of
cigarettes and smokeless tobacco products to persons under the age of 18; the sale of
packages of cigarettes with less than 20 cigarettes; the distribution of free samples of
cigarettes; and brand name sponsorship of any athletic, musical or other social/cultural
events);
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e manufacturers were required to produce health-related documents generated from and after
22 June 2009 through 31 December 2009 (the FDA has interpreted the FDA Tobacco Act as
establishing an ongoing requirement to submit health-related documents; however, the FDA
has not yet established a timetable for further production);

e manufacturers are required to make by-brand ingredient submissions, place different and
larger warnings on packaging and advertising for smokeless tobacco products and eliminate
the use of descriptors on tobacco products, such as “low-tar” and “lights”;

e the FDA issued a final regulation for the imposition of larger, graphic health warnings on
cigarette packaging and advertising, which was scheduled to take effect 22 September 2012,
but the FDA is currently enjoined from enforcing such regulation;

e as described in greater detail below, new or modified products introduced in the market after
15 February 2007, are subject to certain FDA clearance requirements;

e the FDA announced that it would inspect every domestic establishment that manufactured
cigarettes, cigarette tobacco, roll-your-own tobacco or smokeless tobacco products once in a
two-year cycle beginning 1 October 2011;

e in April 2012, the FDA issued draft guidance on: (i) the reporting of harmful and potentially
harmful constituents in tobacco products and tobacco smoke pursuant to Section 904(a)(3) of
the FDA Tobacco Act, and (ii) preparing and submitting applications for modified risk tobacco
products pursuant to Section 911 of the FDA Tobacco Act; and

e in December 2016, the FDA issued a revised final guidance document entitled, “Demonstrating
the Substantial Equivalence of a New Tobacco Product: Response to Frequently Asked
Questions (Edition 3)”. The revised guidance was the result of a decision by the United States
District Court for the District of Columbia finding that the FDA'’s prior guidance that labelling
changes trigger the requirement for premarket review contradicts the language of the FDA
Tobacco Act and exceeds the agency’s authority. However, the court ruled that the FDA could
require a premarket review submission for a product quantity change, as such a change would
constitute a “new” tobacco product.

The FDA Tobacco Act grants the FDA the authority to impose broad additional restrictions. On a going
forward basis, the FDA:

e will require manufacturers to test ingredients and constituents identified by the FDA and
disclose this information to the public;

e will prohibit use of tobacco containing a pesticide chemical residue at a level greater than
allowed under Federal law;

¢ will establish “good manufacturing practices” to be followed at tobacco manufacturing facilities;

e may place more severe restrictions on the advertising, marketing and sale of tobacco products;
and

e may require the reduction of nicotine and the reduction or elimination of other constituents.

Pursuant to the foregoing authority, the FDA has proposed a rule that, if adopted, would require the
reduction, over a three-year period, of the levels of N-nitrosonornicotine (NNN) contained in smokeless
tobacco products. The adoption of this proposed rule is currently suspended by virtue of a federal
regulatory freeze imposed by the US President. It is not known whether or when this proposed rule will
be adopted, and, if adopted, whether the final rule will be the same as or similar to the proposed rule. If
the proposed rule is adopted, however, in its current form (or in a form substantially similar to its
current form), management expects that compliance or the inability to comply could have a material
adverse effect on the results of operations, cash flows and financial position of American Snuff and
RAL.

The US Congress did limit the FDA’s authority in two areas, prohibiting it from:

e banning all tobacco products; and

e requiring the reduction of nicotine yields of a tobacco product to zero.
In 2009, a “Center for Tobacco Products” (“CTP”) was established within the FDA, funded through
quarterly user fees that are assessed against tobacco product manufacturers and importers based on

market share. The total amount of user fees to be collected over the first ten years is expected to be
approximately $5.4 billion.

Within the CTP, TPSAC was established on 22 March 2010, to provide advice, information and
recommendations with respect to the safety, dependence or health issues related to tobacco products.
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The TPSAC is scheduled to meet periodically to address matters brought to it by the CTP as well as
those required of it by the FDA Tobacco Act, including:

e arecommendation on modified risk applications;

e arecommendation as to whether there is a threshold level below which nicotine yields do not
produce dependence;

e areport on the impact of the use of menthol in cigarettes on the public health; and
e areport on the impact of dissolvable tobacco products on the public health.

18.2  Potential regulation of menthol

At a meeting held on 18 March 2011, the TPSAC presented its final report on the use of menthol,
which concluded that removal of menthol cigarettes from the marketplace would benefit public health in
the United States. On 24 July 2013, the FDA issued a report detailing its own preliminary scientific
evaluation of public health issues related to the use of menthol in cigarettes, including a determination
that there is likely a public health impact of menthol in cigarettes. The FDA'’s report found that the
weight of the evidence supports the conclusion that menthol in cigarettes is associated with:

e increased initiation among youth and young adults;
e reduced success in smoking cessation; and
e increased dependence.

The report found that menthol in cigarettes is not associated with:

e increased smoke toxicity;
e increased levels of biomarkers of exposure; or
e increased disease risk.

The FDA concurrently published in the Federal Register an Advance Notice of Proposed Rulemaking
(the “ANPRM”) to obtain information related to the potential regulation of menthol in cigarettes. The
ANPRM sought comments from interested stakeholders on the FDA’s preliminary evaluation, as well
as any data, research, or other information on various topics, including, but not limited to:

e potential product standards for menthol and the potential period for compliance with such
standards;

e potential restrictions on the sale and/or distribution of menthol products; and

e evidence regarding illicit trade in menthol cigarettes (including the public health impact thereof)
should the use of menthol in cigarettes be restricted or banned.

In November 2013, the RAI Group submitted comments on the ANPRM. The FDA will evaluate all
comments it has received from interested stakeholders in response to the ANPRM, as the agency
considers whether to require additional standards or restrictions with respect to menthol cigarettes. The
FDA Tobacco Act does not require the FDA to adopt any such standards or restrictions. Any rule that
the FDA may propose will be subject to a 60-day comment period, and may only become effective at
least one year after the rule’s adoption. If the FDA were to adopt a rule banning or severely restricting
the use of menthol in cigarettes, such rule could have an adverse effect on the sale of the RAI Group’s
products containing menthol and, as a result, on the results of operations, cash flows and financial
position of the RAI Group.

On 25 February 2011, RJR Tobacco Company, Lorillard, Inc. and Lorillard Tobacco jointly filed in the
US District Court for the District of Columbia a lawsuit, Lorillard, Inc. v. US Food and Drug
Administration, challenging the composition of the TPSAC. For additional information concerning this
case, see “— Litigation Affecting the Cigarette Industry — Other Litigation and Developments — FDA
Litigation” in note 13 to the 2016 RAI Financial Statements at Appendix 1.

At a meeting on 1 March 2012, the TPSAC presented to the FDA its final report and recommendations
with respect to dissolvable tobacco products. The FDA will consider the report and recommendations
and determine what future action, if any, is warranted with respect to dissolvable tobacco products.
There is no timeline or statutory requirement for the FDA to act on the TPSAC’s recommendations.

18.3  Final deeming regulation

On 10 May 2016, the FDA issued a final regulation (the “Final Rule”) deeming all products that meet
the FDA Tobacco Act’s definition of “tobacco product” to be subject to the FDA’s regulatory authority
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under the FDA Tobacco Act. The Final Rule became effective as at 8 August 2016, though each
requirement of the Final Rule has its own compliance date. Such newly “deemed” tobacco products
subject to the FDA Tobacco Act include, among others, electronic nicotine delivery systems (including
e-cigarettes, e-hookah, e-cigars, vape pens, advanced refillable personal vapourisers, electronic pipes
and e-liquids mixed in vape shops), certain dissolvable tobacco products, cigars, and pipe tobacco. In
addition, “components” and “parts” (e.g., batteries), but not “accessories” (e.g., lighters, pipe pouches),
of newly deemed products are themselves subject to the FDA Tobacco Act by virtue of the Final Rule.

Deemed products are subject to the provisions of the FDA Tobacco Act to which currently regulated
tobacco products have been subject since the FDA Tobacco Act’'s adoption in 2009, including:
adulteration and misbranding provisions; requirements relating to ingredient listing and reporting of
harmful and potentially harmful constituents; registration of tobacco product manufacturing
establishments and product listing; restrictions against the sale and distribution of products with
modified risk descriptions (such as use of “light”, “low”, and “mild”); prohibition on the distribution of free
samples; a required health warning; and, as described in more detail below, premarket review
requirements.

The “grandfather” date under the Final Rule for newly deemed products remains the same as the
“grandfather” date for those tobacco products already subject to the FDA Tobacco Act — 15 February
2007. Any tobacco product that was not legally marketed as at 15 February 2007 will be considered a
new tobacco product subject to premarket review by the FDA.

The FDA has recognised that few, if any, e-cigarettes were on the market as at 15 February 2007, but
thousands of such products (including RJR Vapor’s VUSE Digital Vapor Cigarette) subsequently have
entered into commerce. To address this issue, the FDA has established a compliance policy regarding
its premarket review requirements for all newly deemed tobacco products that are not grandfathered
products, but that were on the market as at 8 August 2016. For these products, the FDA will allow such
products to remain on the market so long as the manufacturer has filed the appropriate premarket
review application by the applicable deadline: Substantial Equivalence Exemption Report — 8 August
2017; Substantial Equivalence Report — 8 February 2018; and Premarket Tobacco Product Application
(“PMTA”) — 8 August 2018. During the third quarter, and prior to 8 August 2016, RJR Vapor introduced
into the market additional newly deemed tobacco products.

RJR Vapor intends to file a PMTA with respect to VUSE and certain other of its e-cigarette products.
Further, RAI believes that substantially all other e-cigarette manufacturers likewise will be unable to
use the substantial equivalence pathway to obtain FDA clearance of their respective e-cigarettes, but
instead, will be required to file PMTAs to obtain FDA clearance of such products. Based on the FDA’s
draft guidance setting forth the type of evidence that must be included within a premarket review
application, RJR Vapor expects the costs of preparing a PMTA to be significant, and a cost more easily
borne by larger manufacturers.

In order for the FDA to clear a PMTA covering an e-cigarette, the applicant must show that the
marketing of such e-cigarette would be appropriate for the protection of the public health. Under the
FDA Tobacco Act, whether a tobacco product is appropriate for the protection of the public health is to
be determined “...with respect to the risks and benefits to the population as a whole, including users
and nonusers of the tobacco product, and taking into account — (i) the increased or decreased
likelihood that existing users of tobacco products will stop using such products; and (ii) the increased or
decreased likelihood that those who do not use tobacco products will start using such products”. In
draft guidance issued by the FDA, the agency has stated that to completely assess whether a PMTA
shows that a product is appropriate for the protection of the public health, the “FDA will look at the
product in the context of the current tobacco product market. FDA can do this by understanding the
spectrum of risk of currently available tobacco products and assessing the new product within that
spectrum”. At present, there is substantial uncertainty over how the FDA will apply the foregoing
principles in practice when determining whether to clear an e-cigarette PMTA. To date, few PMTAs
have been filed, and the only PMTAs that the FDA has cleared relate to snus products of other
manufacturers.

As part of its compliance policy, the FDA has stated that for any product for which the appropriate
premarket review application has been timely filed, the manufacturer may continue to market the
product for an additional year from the deadline for filing the appropriate application (i.e., 8 August
2019 for PMTAs) while the FDA reviews the application. If the FDA rejects the premarket review
application (even if the rejection occurs prior to the end of the one-year period), then the manufacturer
must immediately remove that product from commerce. At the end of the one-year compliance period,
if the product has not yet been given market authorisation, the Final Rule authorises the FDA to take
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enforcement action. However, if review of a pending premarket review application is substantially
complete and the manufacturer has provided all required information, then the FDA may defer
enforcement for a reasonable time period on a case-by-case basis. For deemed products that were not
on the market as at 8 August 2016, the above compliance policy does not apply and, instead,
manufacturers must file the appropriate premarket review application and obtain FDA clearance before
marketing such product.

18.4 FDA warning letter to SFNTC

On 27 August 2015, the FDA sent a warning letter to SFNTC claiming that SFNTC’s use of the terms
“Natural” and “Additive Free” in the product labelling and advertising for NATURAL AMERICAN SPIRIT
cigarettes violates the Modified Risk Tobacco Products provision of the FDA Tobacco Act. Following
discussions between the parties, on 23 January 2017 the FDA and SFNTC reached an agreement
whereby, among other things, SFNTC committed to phasing out use of the terms “Natural” and
“Additive Free” from product labelling and advertising for NATURAL AMERICAN SPIRIT cigarettes on
an established timeframe. The agreement also specifies that SFNTC may continue to use the term
“Natural” in the NATURAL AMERICAN SPIRIT brand name and trademarks. SFNTC’s scheduled
deletion of the terms “Natural” and “Additive Free” from the labelling and advertising of its NATURAL
AMERICAN SPIRIT cigarettes could have an adverse effect on the sale of such cigarettes and, as a
result, on the results of operations, cash flows and financial position of SFNTC and the RAI Group.

18.5 Premarket review

The RAIl Group’s strategy of focusing on innovation to help transform the tobacco industry is
dependent on its operating companies’ ability to introduce new products into the market. For a
manufacturer to launch a new product or modify an existing one after 22 March 2011, the FDA
Tobacco Act requires a manufacturer to file one of three types of product applications (a new product
application, a substantial equivalence application or a substantial equivalence exemption application)
with the CTP, depending on the type and level of change being sought. In all cases, however, the
manufacturer may not market the new or modified product in the United States until the CTP issues a
marketing order, allowing the product to be marketed. Although the FDA Tobacco Act has now been in
effect for more than six years, uncertainty remains as to the timing of the review and the requirements
for clearance of new or modified tobacco products introduced in the market after 22 March 2011.
These uncertainties, in conjunction with the clearance requirement itself, could have an adverse impact
on the ability of the RAI Group to innovate in the future.

Similarly, a manufacturer that introduced a new tobacco product or modified a tobacco product
between 15 February 2007 and 22 March 2011, was required to file a substantial equivalence report
with the CTP, demonstrating either (i) that the new or modified product had the same characteristics as
a product commercially available as at 15 February 2007, referred to as a predicate product, or (ii) if
the new or modified product had different characteristics than the predicate product, that it did not raise
different questions of public health. A product subject to such report is referred to as a provisional
product. A manufacturer may continue to market a provisional product unless and until the CTP issues
an order that the provisional product is not substantially equivalent, in which case the FDA could then
require the manufacturer to remove the provisional product from the market. On 15 September 2015,
the CTP issued four Not Substantially Equivalent orders (the “NSE orders”) to RJR Tobacco
Company, determining that four cigarette styles are not substantially equivalent to their respective
predicate products, and ordering that RJR Tobacco Company immediately stop all distribution,
importation, sale, marketing and promotion of these provisional products. RJR Tobacco has complied
with these NSE orders.

As with new or modified tobacco products introduced after 22 March 2011, uncertainty remains over
the timing of review of substantial equivalence reports for provisional products. Moreover, although the
sales of the provisional products subject to the NSE orders described in the preceding paragraph are
not material to RJR Tobacco Company, substantially all of the RAI Group’s products currently on the
market are provisional products. If the CTP were to issue NSE orders with respect to other provisional
products of the RAI Group, such orders, if not withdrawn or invalidated, would have a material adverse
impact on the sales of the products subject to the orders, and could have an adverse impact on the
results of operations, cash flows and financial position of the RAI Group.

19. Other matters

All 50 states and a large number of local jurisdictions have introduced or enacted legislation imposing
various restrictions on public smoking. Additionally, many employers have initiated programmes
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restricting or eliminating smoking in the workplace. A number of states have enacted legislation
designating a portion of increased cigarette excise taxes to fund anti-smoking programmes, health-
care programmes or cancer research. In addition, educational and research programmes addressing
health-care issues related to smoking are being funded from industry payments made or to be made
under settlements with state attorneys general. Federal law prohibits smoking in scheduled passenger
aircraft, and the US Interstate Commerce Commission has banned smoking on interstate passenger
buses. Certain common carriers have imposed additional restrictions on passenger smoking.

In July 2007, the State of Maine became the first state to enact a statute that prohibits the sale of
cigarettes and cigars that have a characterising flavour. The legislation defines characterising flavour
as “a distinguishable taste or aroma that is imparted to tobacco or tobacco smoke either prior to or
during consumption, other than a taste or aroma from tobacco, menthol, clove, coffee, nuts or
peppers”. As at 31 December 2016, New Jersey was the only other state that had adopted a statute
banning the sale of cigarettes containing certain characterising flavours; the New Jersey statute
exempts menthol from the prohibition. Since Maine’s adoption of such legislation, numerous counties
and municipalities have adopted laws prohibiting or restricting the sale of certain tobacco products
containing “characterising flavours.” The scope of these laws varies from jurisdiction to jurisdiction; for
example, some, but not all, of these laws exempt menthol from the definition of a “characterising
flavour”, and certain laws apply to tobacco products other than cigarettes. The “characterising flavour”
ordinances in New York City, and Providence, Rhode Island were each challenged on the grounds,
among others, that the FDA Tobacco Act pre-empts such local laws. The US Courts of Appeals for the
Second Circuit and First Circuit have held that the FDA Tobacco Act does not pre-empt the New York
City and Providence, Rhode Island ordinances, respectively.

A price differential (principally resulting from different tax rates) exists between tobacco products
manufactured for sale abroad and tobacco products manufactured for sale in the United States.
Consequently, a market has developed for tobacco products manufactured for sale abroad, but instead
diverted for sale in the United States at prices substantially lower than tobacco products produced for
sale in the United States. Furthermore, within the United States, tobacco products are often purchased
in states having low excise taxes and then resold illegally in states having higher excise taxes. These
smuggling activities are often conducted by criminal organisations on a large scale. The sale of
diverted or smuggled tobacco products is unlawful, and facilitates the sale of tobacco products to
underage persons — undermining a key objective of the RAI Group to prevent youth access to tobacco
products. In addition, smuggling activities adversely impact the sale of tobacco products by the RAI
Group by: disrupting the contractual relationships between the RAI Group and their wholesalers and
retailers; damaging the equity of the brands sold by the RAIl Group in terms of the pricing and
positioning of those brands; injuring the reputation of the RAI Group by wrongly associating their
brands with illegal smuggling activity; and making it difficult for retailers located in high tax jurisdictions
to sell the products of the RAI Group, given the competitive price advantage that smuggled products
have in such jurisdictions. The RAI Group undertakes a variety of actions to help combat illicit trade in
tobacco products, including (i) promoting greater awareness among government officials, law
enforcement and the public of the problem, (ii) supporting law enforcement investigations of illicit trade
in tobacco products, and (iii) supporting legislative efforts to increase both the enforcement of anti-illicit
trade laws and the penalties for the violations of such laws.

RJR Tobacco Company expects to benefit from certain state legislative activity aimed at levelling the
playing field between PMs under the MSA and nonparticipating manufacturers (“NPMs”) under the
MSA. Forty-six states have passed legislation to ensure NPMs are making required escrow payments.
Under this legislation, a state would only permit distribution of brands by manufacturers who are
deemed by the states to be MSA-compliant or that are making required escrow payments. Failure to
make escrow payments could result in the loss of an NPM'’s ability to sell tobacco products in a
respective state.

Additionally, 45 states have enacted legislation that closes a loophole in the MSA. The loophole allows
NPMs that concentrate their sales in a single state, or a limited number of states, to recover most of
the funds from their escrow accounts. To obtain the refunds, the manufacturers must establish that
their escrow deposit was greater than the amount the state would have received had the manufacturer
been a “subsequent participating manufacturer” under the MSA, that is, the state’s “allocable share”.
The National Association of Attorneys General (“NAAG”) has endorsed adoption of the allocable share
legislation needed to eliminate this loophole.

Forty-two states by statute or court rule have limited, in at least some circumstances, the amount of the
bond required to stay execution of an adverse judgment pending an appeal in state court. The
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limitation on the amount of such bonds ranges generally from $1 million to $150 million. In five states
and Puerto Rico, the filing of a notice of appeal automatically stays the judgment of the trial court. For
information regarding the bonding requirements applicable to Engle Progeny cases, see “— Litigation
Affecting the Cigarette Industry — Engle and Engle Progeny Cases” in note 13 to the 2016 RAI
Financial Statements at Appendix 2.

In 2003, the World Health Organization adopted a broad tobacco-control treaty, the Framework
Convention on Tobacco Control, which entered into force in February 2005. The treaty recommends
and requires enactment of legislation establishing specific actions to prevent youth smoking, restrict
and gradually eliminate tobacco products marketing, provide greater regulation and disclosure of
ingredients, increase the size and scope of package warning labels to cover at least 30% of each
package and include graphic pictures on packages. The United States was an original signatory to the
treaty. The treaty, however, has not been referred to, or ratified by, the US Senate and, as a result, the
United States is not a party to the treaty. Ratification of the treaty by the United States could lead to
broader regulation of the industry.

The FDA Tobacco Act could result in a decrease in cigarette, smokeless tobacco product and
e-cigarette sales in the United States, including sales of RUIR Tobacco Company’s, American Snuff
Co.'s, SFNTC’s and RJR Vapor's brands, that, together with increased costs incurred by the RAI
Group arising from the FDA Tobacco Act, could have a material adverse effect on the RAI Group’s
financial condition, results of operations and cash flows. It is not possible to determine what additional
federal, state or local legislation or regulations relating to smoking or cigarettes will be enacted or to
predict the effect of new legislation or regulations on RJR Tobacco Company, SFNTC or the cigarette
industry in general, but any new legislation or regulations could have an adverse effect on RJR
Tobacco Company, SFNTC or the cigarette industry in general. Similarly, it is not possible to determine
what additional federal, state or local legislation or regulations relating to smokeless tobacco products
or e-cigarettes will be enacted or to predict the effect of new regulations on American Snuff Co. or
smokeless tobacco products in general, or on RJR Vapor or e-cigarettes in general, as the case may
be, but any new legislation or regulations could have an adverse effect on American Snuff Co. or
smokeless tobacco products in general, or on RJR Vapor or e-cigarettes in general, as the case may
be.

20. Other contingencies

For information relating to other contingencies of RAI, RIR, RJR Tobacco Company, Lorillard Tobacco,
American Snuff Co., SFNTC and RJR Vapor, see “— Other Contingencies” in note 13 to the 2016 RAI
Financial Statements at Appendix 2.

21. Off-balance sheet arrangements

The RAI Group has no off-balance sheet arrangements that have or are reasonably likely to have a
current or future material effect on its financial position, results of operations, liquidity, capital
expenditures or capital resources.
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Section B: Operating and financial review for the RAI Group for the three months ended
31 March 2017

The selected historical financial information discussed in this operating and financial review of the RAI
Group has been extracted without material adjustment from Part XV (Historical Financial Information of
the RAI Group). Investors should read the following discussion of the RAI Group’s financial condition
and results of operations together with the rest of this Prospectus, including the financial information in
Part XV (Historical Financial Information of the RAI Group) and should not rely solely on the
summarised information contained in this Part XII

The following is a discussion and analysis of the RAI Group’s business, initiatives, critical accounting
estimates and its consolidated results of operations and financial position for the three months ended
31 March 2017. Following the overview and discussion of business initiatives, the critical accounting
estimates disclose certain accounting estimates that are material to the RAI Group’s results of
operations and financial position for the periods presented in this section.

The discussion and analysis of the RAI Group’s results of operations compares the first three months
of 2017 with the first three months of 2016. Disclosures related to liquidity and financial position as well
as governmental activity complete management’s discussion and analysis. Investors should read this
discussion and analysis of the RAI Group’s consolidated financial position and results of operations in
conjunction with the financial information included in the condensed consolidated financial statements
(unaudited) at Part XV (Historical Financial Information of the RAI Group).

Certain figures contained in this Part XIlI, including financial information, have been subject to rounding
adjustments. Accordingly, in certain instances, (i) the sum or percentage change of the numbers may
not conform exactly with the total figure given and (ii) the sum of the numbers in a column or row in
certain tables may not conform exactly with the total figure given for that column or row.

The discussion and analysis in this Part Xl contains forward-looking statements that are subject to
known and unknown risks and uncertainties. Actual results and the timing of events could differ
materially from those expressed or implied by such forward-looking statements as a result of various
factors, including those described below and summarised in Part Il (Risk Factors) and in paragraph 1
in Part lll (Important Information).

1. Overview and Business Initiatives

RAl's reportable operating segments are RJR Tobacco, Santa Fe and American Snuff. The RJR
Tobacco segment consists of the primary operations of R. J. Reynolds Tobacco Company. The
Santa Fe segment consists of the primary operations of SFNTC. The American Snuff segment consists
of the primary operations of American Snuff Co. Included in All Other, among other RAI subsidiaries,
are RJR Vapor, Niconovum USA, Inc., Niconovum AB, and until their sale on 13 January 2016, SFRTI
and various foreign subsidiaries affiliated with SFRTI. The segments were identified based on how
RAI’s chief operating decision maker allocates resources and assesses performance. Certain of RAI's
operating subsidiaries have entered into intercompany agreements for products or services with other
subsidiaries. As a result, certain activities of an operating subsidiary may be included in a different
segment of the RAI Group.

RAI has two wholly owned subsidiaries that provide support services to certain of its operating
subsidiaries, the first providing, among others, legal, finance, information management and human
resource services and the second providing trade marketing services, pursuant to intercompany
service agreements.

In January 2016, RAI, through the Sellers, completed the sale of the international rights to the
NATURAL AMERICAN SPIRIT brand name and associated trademarks, along with SFRTI and other
international companies that distributed and marketed the brand outside the United States, to JTI
Holding, in an all-cash transaction of approximately $5 billion and recognised a pre-tax gain of
approximately $4.9 billion. The sale did not include the rights to the NATURAL AMERICAN SPIRIT
brand name and associated trademarks in the US market, US duty-free locations, and US territories or
in US military outlets, all of which were retained by SFNTC. With this transaction completed, the
international rights to nearly all of the RAI Group’s cigarette trademarks are now owned by international
tobacco companies.

The RAI Group’s strategy continues to focus on transforming tobacco to deliver sustainable earnings
growth, strong cash flow and enhanced long-term shareholder value. This transformation strategy
includes growing the core cigarette and moist-snuff businesses, focusing on innovation and engaging
with adult tobacco consumers, while maintaining efficient and effective operations.
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To achieve its strategy, the RAI Group encourages the migration of adult smokers to smokeless
tobacco products and other non-combustible nicotine-containing products, which it believes aligns
consumer preferences for new alternatives to traditional tobacco products in view of societal pressure
to reduce smoking. The RAI Group facilitates this migration through innovation, including the
development of digital vapour cigarettes, CAMEL Snus, heat-not-burn cigarettes and nicotine
replacement therapy technologies. RAl remains committed to maintaining high standards of corporate
governance and business conduct in a high-performing culture.

RAI's largest reportable operating segment, RJR Tobacco, is the second largest tobacco company in
the United States and its brands include three of the top four best-selling cigarettes in the United
States: NEWPORT, CAMEL and PALL MALL. These brands, and its other brands, including DORAL,
MISTY and CAPRI are manufactured in a variety of styles and marketed in the United States. As part
of its total tobacco strategy, RJR Tobacco offers a smokeless tobacco product, CAMEL Snus. RJR
Tobacco manages contract manufacturing of cigarettes and tobacco products through arrangements
with the BAT Group, and manages the export of tobacco products to US territories, US duty-free shops
and US overseas military bases. In the United States, RUR Tobacco also manages the premium
cigarette brands DUNHILL, which RJR Tobacco Company licenses from the BAT Group, and STATE
EXPRESS 555, which RJR Tobacco Company licenses from CTBAT, a joint venture between the BAT
Group and CNTC.

Santa Fe manufactures and markets premium cigarettes and other tobacco products under the
NATURAL AMERICAN SPIRIT brand in the United States.

American Snuff is the second largest smokeless tobacco products manufacturer in the United States,
and offers adult tobacco consumers a range of differentiated smokeless tobacco products, primarily
moist snuff. The moist snuff category is divided into premium, price-value and popular-price brands.
American Snuff's primary brands include its largest selling moist snuff brands, GRIZZLY, in the price-
value category, and KODIAK, in the premium category.

11 RJR Tobacco

RJR Tobacco primarily conducts business in the highly competitive US cigarette market, which has a
few large manufacturers and many smaller participants. The international rights to substantially all of
RJR Tobacco’s brands were sold in 1999 to JTI, and no international rights were acquired in
connection with the B&W Business Combination in 2004 or the Lorillard Merger in 2015. The US
cigarette market is a mature market in which overall adult consumer demand has declined since 1981,
and is expected to continue to decline. Profitability of the US cigarette industry and RJR Tobacco
continues to be adversely impacted by decreases in consumption, increases in state excise taxes and
governmental regulations and restrictions, such as marketing limitations, product standards and
ingredients legislation.

RJR Tobacco’s cigarette brand portfolio strategy is based upon two brand categories: drive and other.
The drive brands consist of two premium brands, NEWPORT and CAMEL, and the largest traditional
value brand in the United States, PALL MALL. These three brands are managed for long-term market
share and profit growth, and receive the vast majority of RJR Tobacco’s equity support with an
emphasis on the NEWPORT and CAMEL brands. The other brand category includes the premium
brand, CAPRI, and the value brands, DORAL and MISTY, along with other smaller brands. All of the
other brands receive limited marketing support and are managed to maximise profitability.

The key objectives of the portfolio strategy are designed to balance the long-term market share growth
and profitability of the drive brands while managing the other brands for long-term sustainability and
profitability. Consistent with that strategy, RJR Tobacco continues to evaluate some of its non-core
cigarette styles for potential elimination.

RJR Tobacco’s portfolio also includes CAMEL Snus, a smokeless, heat-treated tobacco product sold in
individual pouches that provide convenient tobacco consumption.

Competition is based primarily on brand positioning, including price, product attributes and packaging,
consumer loyalty, promotions, advertising and retail presence, as well as finding efficient and effective
means of balancing market share and profit growth. Cigarette brands produced by the major
manufacturers generally require competitive pricing, substantial marketing support, retail programmes
and other incentives to maintain or improve market position or to introduce a new brand or brand style.
Competition among the major cigarette manufacturers continues to be highly competitive and includes
product innovation and expansion into smokeless tobacco categories.
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RJR Tobacco is committed to building and maintaining a portfolio of profitable brands. RJR Tobacco’s
marketing programmes are designed to strengthen brand image, build brand awareness and loyalty,
and switch adult smokers of competing brands to RJR Tobacco brands. In addition to building strong
brand equity, RJR Tobacco’s marketing approach utilises a retail pricing strategy, including discounting
at retail, to defend certain brands’ shares of market against competitive pricing pressure. RJR
Tobacco’s competitive pricing methods may include list price changes, discounting programmes, such
as retail and wholesale buydowns, periodic price reductions, off-invoice price reductions, dollar-off
promotions and consumer coupons. Retail buydowns refer to payments made to the retailer to reduce
the price that consumers pay at retail. Consumer coupons are distributed by a variety of methods.

1.2 Santa Fe

Santa Fe manufactures and markets premium cigarettes and other tobacco products under the
NATURAL AMERICAN SPIRIT brand in the United States. The NATURAL AMERICAN SPIRIT brand
is a top ten best-selling cigarette in the United States. Competition in the cigarette category is based
primarily on brand positioning, including price, product attributes and packaging, consumer loyalty,
promotions, advertising and retail presence.

1.3 American Snuff

American Snuff offers adult tobacco consumers a range of differentiated smokeless tobacco products,
primarily moist snuff, with its GRIZZLY and KODIAK brands. The moist snuff category is divided into
premium, price-value and popular-price brands. The highly competitive moist snuff category has
developed many of the characteristics of the larger, cigarette market, including multiple pricing tiers,
focused marketing programmes and significant product innovation.

In contrast to the declining US cigarette market, US moist snuff retail volumes grew approximately
2.5% in the twelve months ended 31 March 2017. Profit margins on moist snuff products are generally
higher than on cigarette products. Moist snuff's growth is partially attributable to cigarette smokers
switching from cigarettes to smokeless tobacco products or using both.

American Snuff faces significant competition in the smokeless tobacco category. Similar to the
cigarette market, competition is based primarily on brand positioning and price, as well as product
attributes and packaging, consumer loyalty, promotions, advertising and retail presence.

14 All Other

RJR Vapor markets VUSE Digital Vapor Cigarette products, which include VUSE Solo, VUSE Fob and
VUSE Vibe. VUSE is the top-selling vapour product in convenience/gas stores and is available in more
than 110,000 retail outlets across the United States. Its innovative digital technology is designed to
deliver a consistent flavour and vapour experience. In March 2016, RJR Vapor introduced its VUSE
Fob power unit, which integrates Bluetooth® technology and offers an on-device display with
information about battery and cartridge levels. RUR Vapor began national distribution, in November
2016, of its VUSE Vibe high-volume cartridge and closed-tank system with a stronger and longer-
lasting battery. All production of VUSE Solo cartridges is performed at RJR Tobacco Company’s
manufacturing facility, pursuant to a services agreement between RJR Tobacco Company and RJR
Vapor.

As at 31 March 2017, Niconovum USA, Inc. is a marketer of a nicotine replacement therapy gum,
ZONNIC, which is available in approximately 40,000 retail outlets across the United States. Niconovum
AB is a marketer of nicotine replacement therapy products in Sweden under the ZONNIC brand name.

2. Proposed Acquisition by BAT

On 16 January 2017, RAI, BAT, BATUS, and Merger Sub entered into the Merger Agreement,
pursuant to which, subject to the satisfaction or waiver of certain conditions, Merger Sub will merge
with and into RAI, with RAI surviving as a wholly owned subsidiary of BAT.

The Proposed Acquisition has been approved by the RAI Transaction Committee, a special committee
formed by the RAI board of directors, consisting of the then independent directors of RAI not
designated for nomination by BAT, to evaluate the Proposed Acquisition, as required by the terms of
the Governance Agreement among RAI, BAT and B&W, and by the Boards of Directors of both
companies (other than in relation to the board of directors of RAI, Jerome Abelman and Ricardo
Oberlander, who recused themselves from all discussion and consideration of the Proposed
Acquisition).
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At the effective time of the Proposed Acquisition, each RAI Share (other than any RAIl Shares owned
by BAT or any of its subsidiaries and by shareholders of RAl who have properly asserted and not lost
or effectively withdrawn appraisal rights) will be converted into the right to receive (1) a number of BAT
ADSs representing 0.5260 of a New BAT Share, plus (2) $29.44 in cash, without interest, and subject
to adjustment to prevent dilution.

The Proposed Acquisition is subject to customary closing conditions, including RAI and BAT
shareholder approvals, including the approval of the Proposed Acquisition by the holders of a majority
of the outstanding shares of RAI Shares entitled to vote and present (in person or by proxy) and voting
at the special meeting that are not owned, directly or indirectly, by BAT or its subsidiaries or any of
RAI's subsidiaries, and certain regulatory approvals. On 9 March 2017, RAl and BAT announced that
the waiting period under the HSR Act, with respect to the Proposed Acquisition, expired without
request for additional information. On 5 April 2017, RAI and BAT announced that BAT obtained
unconditional antitrust approval from the Japanese authorities in relation to the Proposed Acquisition.
As a result of the foregoing, the conditions related to antitrust approvals required as part of the closing
conditions to the Proposed Acquisition have been satisfied. The Merger Agreement contains certain
termination rights for each of RAIl and BAT, including the right of each party to terminate the Merger
Agreement if the Proposed Acquisition has not been completed on or before 31 December 2017,
subject to an extension of five business days if, on 31 December 2017, BAT has not completed all or
any portion of the financing it needs to fund the Proposed Acquisition and the transactions
contemplated by the Merger Agreement. Financing, however, is not a condition to the closing of the
Proposed Acquisition. Under certain circumstances, if the Merger Agreement is terminated, the
terminating party must pay the non-terminating party a termination fee of $1 billion. The Proposed
Acquisition is currently expected to close in the third quarter of 2017.

Each of RAI and BAT has made representations and warranties in the Merger Agreement. RAI and
BAT each also have agreed to various covenants and agreements, including, among other things, to
conduct their respective businesses in the ordinary course in all material respects during the period
between the execution of the Merger Agreement and completion of the Proposed Acquisition and not
to engage in certain transactions during this period.

For further information, see also paragraph 10.3 of Part VI (Details of the Proposed Acquisition) and
paragraph 17.1.1 of Part XIX (Additional Information).

There are a number of risks and uncertainties associated with the Proposed Acquisition and
shareholders are urged to read Part Il (Risk Factors).

3. Critical Accounting Estimates

US GAAP requires estimates and assumptions to be made that affect the reported amounts in the RAI
Group’s condensed consolidated financial statements (unaudited) and accompanying notes. Some of
these estimates require difficult, subjective and/or complex judgments about matters that are inherently
uncertain, and as a result, actual results could differ from those estimates. Due to the estimation
processes involved, the following summarised accounting policies and their application are considered
to be critical to understanding the business operations, financial position and results of operations of
the RAI Group.

3.1 Litigation

The RAI Group discloses information concerning litigation for which an unfavourable outcome is more
than remote. The RAI Group record their legal expenses and other litigation costs and related
administrative costs as selling, general and administrative expenses as those costs are incurred. The
RAI Group will record any loss related to litigation at such time as an unfavourable outcome becomes
probable and the amount can be reasonably estimated on an individual case-by-case basis. When the
reasonable estimate is a range, the recorded loss will be the best estimate within the range. If no
amount in the range is a better estimate than any other amount, the minimum amount of the range will
be recorded.

Reynolds Defendants have been named in a number of tobacco-related legal actions, proceedings or
claims seeking damages in amounts ranging into the hundreds of millions or even billions of dollars.
Unfavourable judgments have been returned in a number of tobacco-related cases and state
enforcement actions. For a further discussion of the litigation and legal proceedings pending against
RAI or its affiliates or indemnitees, see paragraph 18.1 of Part XIX (Additional Information) and note 7
of the condensed consolidated financial statements (unaudited) of the RAI Group at Part A of
Appendix 2 of this Prospectus.
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3.2 State Settlement Agreements

RJR Tobacco Company (itself, and as successor to Lorillard Tobacco in connection with the Lorillard
Merger) and SFNTC are participants in the MSA, and RJR Tobacco Company (itself, and as successor
to Lorillard Tobacco in connection with the Lorillard Merger) is a participant in the other State
Settlement Agreements. Their obligations and the related expense charges under these agreements
are subject to adjustments based upon, among other things, the volume of cigarettes sold by the
operating subsidiaries, their relative market share, their operating profits and inflation. Since relative
market share is based on cigarette shipments, the best estimate of the allocation of charges to RJR
Tobacco Company and SFNTC under these agreements is recorded in cost of products sold as the
products are shipped. Adjustments to these estimates are recorded in the period that the change
becomes probable and the amount can be reasonably estimated. American Snuff Co. is not a
participant in the State Settlement Agreements. For additional information related to the State
Settlement Agreements, see “— Litigation Affecting the Cigarette Industry — Health-Care Cost
Recovery Cases — State Settlement Agreements” and “— State Settlement Agreements—
Enforcement and Validity;, Adjustments” in note 7 of the condensed consolidated financial statements
(unaudited) of the RAI Group at Part A of Appendix 2 of this Prospectus.

3.3 Pension and Postretirement Benefits

RAI sponsors a number of non-contributory defined benefit pension plans covering certain employees
of the RAI Group. The RAI Group provides health and life insurance benefits for certain retired
employees, of the RAI Group, and their dependents. These benefits are generally no longer provided
to employees hired on or after 1 January 2004.

Because pension and other postretirement obligations ultimately will be settled in future periods, the
determination of annual benefit cost (income) and liabilities is subject to estimates and assumptions.
RAI reviews these assumptions annually or coincidental with a major event based on historical
experience and expected future trends and modifies them as needed. Demographic assumptions, such
as termination of employment, mortality and retirement date, are reviewed periodically as expectations
change.

Actuarial (gains) losses are changes in the amount of either the benefit obligation or the fair value of
plan assets resulting from experience different from that assumed or from changes in assumptions.
Actuarial (gains) losses are immediately recognised in the operating results in the year in which they
occur, to the extent the net (gains) losses are outside the corridor. Net (gains) losses outside the
corridor generally are recognised annually as at 31 December, or when a plan is remeasured during an
interim period, and are recorded as an MTM Adjustment. Additionally, for the purpose of calculating the
expected return on plan assets, the RAI Group uses the actual fair value of plan assets.

Prior service costs (credits) of pension benefits, which are changes in benefit obligations due to plan
amendments, are amortised on a straight-line basis over the average remaining service period for
active employees, or average remaining life expectancies for inactive employees if most of the plan
obligations are due to inactive employees. Prior service costs (credits) of postretirement benefits,
which are changes in benefit obligations due to plan amendments, are amortised on a straight-line
basis over the expected service period to full eligibility age for active employees, or average remaining
life expectancies for inactive employees if most of the plan obligations are due to inactive employees.

34 Intangible Assets

Intangible assets include goodwill, trademarks and other intangible assets. The determination of fair
value involves considerable estimates and judgment. Intangible assets with indefinite lives are tested
annually for impairment in the fourth quarter or more frequently if events and circumstances indicate
that an impairment may have occurred.

For goodwill, the determination of fair value of a reporting unit involves, among other things, the RAI
Group’s market capitalisation, and application of the income approach, which includes developing
forecasts of future cash flows and determining an appropriate discount rate. If goodwill impairment is
implied, the fair values of individual assets and liabilities, including unrecorded intangibles, must be
determined. RAI believes it has based its goodwill impairment testing on reasonable estimates and
assumptions, and during the annual testing, the estimated fair value of each of RAl’s reporting units
was substantially in excess of its respective carrying value.

The methodology used to determine the fair value of trademarks includes assumptions with inherent
uncertainty, including projected sales volumes and related projected revenues, long-term growth rates,
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royalty rates that a market participant might assume and judgments regarding the factors to develop an
applied discount rate. The carrying value of intangible assets is at risk of impairment if future projected
revenues or long-term growth rates are lower than those currently projected, or if factors used in the
development of a discount rate result in the application of a higher discount rate.

Goodwill, trademarks and other intangible assets are tested more frequently if events and
circumstances indicate that the asset might be impaired. The carrying value of these intangible assets
could be impaired if a significant adverse change in the use, life or brand strategy of the asset is
determined, or if a significant adverse change in the legal and regulatory environment, business or
competitive climate occurs that would adversely impact the asset. For information related to intangible
assets, see note 5 of the condensed consolidated financial statements (unaudited) of the RAI Group at
Part A of Appendix 2 of this Prospectus.

3.5 Fair Value Measurement

Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date, essentially an exit price. The RAI
Group determines fair value of assets and liabilities using a fair value hierarchy that distinguishes
between market participant assumptions based on market data obtained from sources independent of
the reporting entity, and the reporting entity’s own assumptions about market participant assumptions
based on the best information available in the circumstances.

For information on assets and liabilities recorded at fair value, see note 5 of the condensed
consolidated financial statements (unaudited) of the RAI Group at Part A of Appendix 2 of this
Prospectus.

3.6 Income Taxes

Income tax law requires certain items to be excluded or included in taxable income at different times
than is required for book reporting purposes. These differences may be permanent or temporary in
nature.

The RAI Group determines its annual effective income tax rate based on forecasted pre-tax book
income and forecasted permanent book and tax differences. The rate is established at the beginning of
the year and is evaluated on a quarterly basis. Any changes to the forecasted information may cause
the effective rate to be adjusted. Additional tax, interest and penalties associated with uncertain tax
positions are recognised in tax expense on a quarterly basis.

To the extent that any book and tax differences are temporary in nature, that is, the recognition and
measurement of assets and liabilities under the tax law may differ from recognition and measurement
under US GAAP, a deferred tax asset or liability is recorded. To the extent that a deferred tax asset is
recorded, management evaluates the RAI Group’s ability to realise this asset. A valuation allowance is
required for deferred tax assets if, based on available evidence, it is more likely than not that all or
some portion of the assets will not be realised.

The financial statements reflect management’s best estimate of the RAl Group’s current and deferred
tax liabilities and assets. Future events, including, but not limited to, additional resolutions with taxing
authorities could have an impact on the RAI Group’s current estimate of tax liabilities, realisation of
deferred tax assets and effective income tax rate. For information on income taxes, see note 5 of the
condensed consolidated financial statements (unaudited) of the RAI Group at Part A of Appendix 2 of
this Prospectus.

3.7 Recently Adopted and Issued Accounting Pronouncements

For information relating to recently adopted and issued accounting pronouncements, see note 1 of the
condensed consolidated financial statements (unaudited) of the RAI Group at Part A of Appendix 2 of
this Prospectus.

4. Results of Operations

All Other net sales and operating income include SFRTI and the various foreign subsidiaries affiliated
with SFRTI, until the date of their sale on 13 January 2016.
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For the Three Months
Ended 31 March

2017 2016 % Change
Net sales™:
RJIR TODACCO ...neneeeiee e $ 2,371 $ 2,411 (1.7)%
SaNta Fe .. 238 218 9.2%
American SnUff ... 242 216 12.0%
AlLOENET ..o 98 72 36.1%
Net Sales ... 2,949 2,917 1.1%
Cost of products soldT2...... ..o 1,199 1,165 2.9%
For the Three Months Ended 31 March
2017 2016 % Change
Selling, general and administrative expenses................cc.cceieeean... 418 465 (10.1)%
Gain N diVeSHtUre ... .. — (4,861) NM3
AMOrtiSatioN EXPENSE ......iuuit i 6 6 —
Operating income (loss):
RIR TODACCO ..oviniiiii e 1,083 1,107 (2.2)%
SaANta F . 144 123 17.1%
American SnUff ... 157 133 18.0%
AlLOTNET ..o (27) (34) (20.6)%
Gain oN diVeStitUre. ..o — 4,861 NM3
COrporate EXPENSE ... c.uieii it (31) (48) (35.4)%
OPerating iINCOME ... ....oiieiiiii e $ 1,326 $ 6,142 (78.4)%

1 Excludes excise taxes of:

For the Three Months
Ended 31 March

2017 2016
RUR TODACECO ...ttt ettt e e et e e e e e eeees $ 901 $ 948
SANTA F @ it 68 65
AMEIICAN SNUTT L. e 13 13
AL OENET e — 4
$ 982 $ 1,030
2 See below for further information related to the State Settlement Agreements and FDA user fees included in cost of

products sold.

3 Percentage of change not meaningful.

In the following discussion, the amounts presented in the operating companies’ shipment volume and
share tables are rounded on an individual basis and, accordingly, may not sum in the aggregate.
Percentages are calculated on unrounded numbers.

5. RJR Tobacco

5.1 Net Sales

Domestic cigarette shipment volume, in billions of units for RUR Tobacco and the industry, was as
follows:

For the Three Months Ended 31 March

2017 2016 % Change

RJR Tobacco:
Drive brands:

NEWPORT ... e 7.9 8.1 (2.9)%

CAMEL ... 4.5 4.8 (6.0)%

PALL MALL ..o 4.3 4.5 5.71%
Total RUR Tobacco drive brands.............ccoooiiiiiiiiiiiiininn 16.6 17.4 (4.5)%
Other brands ... ... ..o 1.3 1.4 (11.5)%
Total RJR Tobacco domestic cigarette shipment volume........... 17.9 18.8 (5.0)%

Total premium ... 12.7 13.3 (4.2)%

Total value ... 5.2 5.5 (6.9)%
Premium/total mix ... 71.2% 70.6%



For the Three Months Ended 31 March

2017 2016 % Change
Industry?:
Premium ... 43.3 44.8 (3.3)%
ValUB . ..o 16.3 16.7 (2.5)%
Total industry domestic cigarette shipment volume................... 59.6 61.5 3.1)%
Premium/total mix ... 72.7% 72.8%
1 Based on information from MSA..

RJR Tobacco’s net sales are dependent upon its cigarette shipment volume in a declining market,
premium versus value-brand mix and list pricing, offset by promotional spending, trade incentives and
federal and state excise taxes.

RJR Tobacco’s net sales for the three months ended 31 March 2017, decreased compared with the
prior-year quarter, primarily due to lower net volume/product mix of $123 million, partially offset by
higher net pricing of $120 million. Lower contract manufacturing revenues and leaf sales also
contributed to the decline in net sales.

5.2 Market Share

The shares of RJR Tobacco’s cigarette brands as a percentage of total share of US cigarette STR
Data were as follows:
For the Three Months Ended

31 March 31 December Share 31 March Share
2017 2016 Point Change 2016 Point Change
Drive brands: .........coooiiiiiiiii
NEWPORT .....coiiiiiiiieieen, 14.1% 13.9% 0.2 14.0% 0.1
CAMEL.....ccoiiiiiiiiiiis 8.2% 8.2% 0.0 8.2% (0.0)
PALL MALL ..., 7.7% 7.6% 0.1 7.8% (0.2)
Total drive brands ...................... 29.9% 29.7% 0.2 30.0% (0.1)
Otherbrands...........ccooviiiiiiiiiininnns 2.3% 2.3% (0.1) 2.5% (0.2)
Total RJR Tobacco domestic cigarette
share of retail shipments ................ 32.2% 32.0% 0.2 32.5% (0.3)

The retail share of market of NEWPORT, at 14.1 share points, was up 0.1 share points compared with
the prior-year quarter in the highly competitive US cigarette category. NEWPORT’s cigarette market
share continued to be favourably impacted by its strength in the menthol category, as well as its
continued momentum in the non-menthol category.

The retail share of market of CAMEL, at 8.2 share points, was flat compared with the prior-year quarter
in the highly competitive US cigarette category. CAMEL’s cigarette market share demonstrated
relatively stable performance in the quarter across its menthol styles that offer its innovative capsule
technology in CAMEL Crush. CAMEL Crush styles provide adult smokers the choice of switching from
non-menthol to menthol. CAMEL SNUS, a smokeless tobacco product, continues to lead the US snus
category with a market share of over 80%.

PALL MALL is a product that offers a high quality, longer-lasting cigarette at a value price. PALL MALL
continues to attract interest from adult tobacco consumers in spite of competitive pressures, yielding
first-quarter market share of 7.7%, which was down slightly compared with the prior-year quarter.

The combined share of market of RUR Tobacco’s drive brands during the first quarter of 2017 was
down slightly compared with the same period in 2016. RJR Tobacco’s total cigarette market share was
down slightly compared with the prior-year quarter, primarily due to decreases in the company’s other
brands, consistent with its strategy of focusing on drive brands.

5.3 Operating Income

RJR Tobacco’s operating income for the three-month period ended 31 March 2017, was unfavourably
impacted by lower net volume/product mix and higher State Settlement Agreement expenses, partially
offset by higher pricing when compared with the same period in 2016.
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RJR Tobacco’s expenses under the State Settlement Agreements and its FDA user fees included in
cost of products sold were:

For the Three Months
Ended 31 March

2017 2016

State Settlement Agreements ..............ccceeiiiiiiiiiiiiieii. $ 686 $ 596
FDA USEr fEES ...iiuiiiiic e 44 46

Expenses under the State Settlement Agreements are expected to be approximately $2.9 billion in
2017, subject to adjustment based upon, among other things, the volume of cigarettes sold by RJR
Tobacco Company, its relative market share, its operating profits and inflation. Pursuant to the Term
Sheet, RJR Tobacco Company will receive credits with respect to its NPM Adjustment claims to be
applied against annual payments under the MSA through 2018.

As a result of meeting the performance requirements associated with the NPM Adjustment Claim Term
Sheet, RJR Tobacco recognised credits of $10 million and $69 million for the three months ended
31 March 2017 and 2016, respectively. RJR Tobacco expects to recognise additional credits through
the remainder of 2017.

In October 2015, RJR Tobacco Company and certain other PMs entered into the NY Settlement
Agreement to settle certain claims related to the NPM Adjustment. The NY Settlement Agreement
resolved NPM Adjustment claims related to payment years from 2004 through 2014, providing RJR
Tobacco Company with credits of approximately $285 million, plus interest, subject to meeting various
performance obligations. These credits will be applied against annual payments under the MSA over a
four-year period, which commenced with the April 2016 MSA payment. Accordingly, RJR Tobacco
Company recognised credits of $23 million and $22 million as a reduction to cost of products sold for
the three months ended 31 March 2017 and 2016, respectively. In addition, the NY Settlement
Agreement put in place a new method to determine future adjustments from 2015 forward as to New
York.

For additional information, see “— Cost of Products Sold” in note 1 and “— Litigation Affecting the
Cigarette Industry — Health-Care Cost Recovery Cases — State Seftlement Agreements’ and
“— State Settlement Agreements—Enforcement and Validity; Adjustments” in note 7 of the condensed
consolidated financial statements (unaudited) of the RAI Group at Part A of Appendix 2 of this
Prospectus.

Expenses for FDA user fees are expected to be approximately $160 million to $190 million in 2017. For
additional information, see “— Governmental Activity’ below.

Selling, general and administrative expenses include the costs of litigating and administering product
liability claims, as well as other legal expenses. RJR Tobacco’s product liability defence costs were
$55 million and $58 million for the three months ended 31 March 2017 and 2016, respectively.

“Product liability” cases generally include the following types of smoking and health related cases:

e Individual Smoking and Health;

e West Virginia IPIC;

e Engle Progeny;

e Broinll,

e Class Actions;

e Filter Cases; and

e Health-Care Cost Recovery Claims.

“Product liability defence costs” include the following items:

e direct and indirect compensation, fees and related costs and expenses for internal legal and
related administrative staff administering the defence of product liability claims;
e fees and cost reimbursements paid to outside attorneys;
e direct and indirect payments to third party vendors for litigation support activities; and
e expert witness costs and fees.
Numerous factors affect product liability defence costs. The most important factors are the number of

cases pending and the number of cases in trial or in preparation for trial, that is, with active discovery
and motions practice. See “— Litigation Affecting the Cigarette Industry — Overview” in note 13 to the
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2017 RAI Financial Statements at Appendix 2 for detailed information regarding the number and type
of cases pending, and “— Litigation Affecting the Cigarette Industry — Overview — Scheduled Trials”
in note 7 of the condensed consolidated financial statements (unaudited) of RAI, at Part A of Appendix
2 of this Prospectus, for detailed information regarding the number and nature of cases in trial and
scheduled for trial through 31 March 2018.

RJR Tobacco Company expects that the factors described above will continue to have the primary
impact on its product liability defence costs in the future. Given the level of activity in RUR Tobacco
Company’s pending cases, including the number of cases in trial and scheduled for trial, particularly
with respect to Engle Progeny cases, RJR Tobacco Company’s product liability defence costs continue
to remain at a high level. See “— Litigation Affecting the Cigarette Industry — Engle and Engle
Progeny Cases” in note 7 of the condensed consolidated financial statements (unaudited) of the RAI

Group at Part A of Appendix 2 of this Prospectus for additional information.

In addition, it is possible that other adverse developments in the factors discussed above, as well as
other circumstances beyond the control of RUR Tobacco Company, could have a material adverse
effect on the consolidated results of operations, cash flows or financial position of RAIl. Those other
circumstances beyond the control of RUR Tobacco include the results of present and future trials and
appeals, and the development of possible new theories of liability by plaintiffs and their counsel.

6. Santa Fe

6.1 Net Sales

Domestic cigarette shipment volume, in billions of units, for Santa Fe was as follows:
For the Three Months Ended 31 March
2017 2016 % Change
NATURAL AMERICAN SPIRIT ...ouiiiiie e 1.3 1.2 5.4%

Santa Fe’s net sales for the three-month period ended 31 March 2017, increased compared with the
prior-year period, primarily due to higher volume and net pricing.

6.2 Market Share

The shares of Santa Fe’'s NATURAL AMERICAN SPIRIT brand as a percentage of total share of
US cigarette STR Data were as follows:
For the Three Months Ended

31 March 31 December Share 31 March Share
2017 2016 Point Change 2016 Point Change
NATURAL AMERICAN SPIRIT........... 2.3% 2.3% — 2.0% 0.2

NATURAL AMERICAN SPIRIT is a premium cigarette brand, and is a top ten best-selling cigarette
brand in the United States.

6.3 Operating Income

Santa Fe’s operating income for the three-month period ended 31 March 2017, increased as compared
with the prior-year period primarily due to higher volume and net pricing.

Santa Fe’s expenses under the MSA and its FDA user fees included in cost of products sold were:

For the Three Months
Ended 31 March

2017 2016

MG A e $ 41 $ 34
FDA USEI fEES ...vniiiiiiieee e 2 3

Expenses under the MSA are expected to be approximately $170 million to $200 million in 2017,
subject to adjustment for changes in volume and other factors.

In October 2015, SEFNTC and certain other PMs entered into the NY Settlement Agreement to settle
certain claims related to the NPM Adjustment. The NY Settlement Agreement resolved NPM
Adjustment claims related to payment years from 2004 through 2014, providing SFNTC with credits of
approximately $5 million, plus interest, subject to meeting various performance obligations. These
credits will be applied against annual payments under the MSA over a four-year period, which
commenced with the April 2016 MSA payment. In addition, the NY Settlement Agreement put in place
a new method to determine future adjustments from 2015 forward as to New York.
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For additional information, see “— Cost of Products Sold” in note 1 and “— Litigation Affecting the
Cigarette Industry — Health-Care Cost Recovery Cases — State Settlement Agreements” and
“— State Settlement Agreements—Enforcement and Validity; Adjustments” in note 7 of the condensed
consolidated financial statements (unaudited) of the RAIl Group at Part A of Appendix 2 of this
Prospectus.

7. American Snuff

71 Net Sales

The moist snuff shipment volume, in millions of cans, for American Snuff was as follows:
For the Three Months Ended 31 March

2017 2016 % Change

GRIZZLY .o 116.3 111.3 4.5%

O T e 10.4 10.0 3.6%
Total American Snuff moist snuff shipment volume................. 126.7 121.4 4.4%

American Snuff's net sales for the three-month period ended 31 March 2017, increased compared with
the same prior-year period primarily due to higher net pricing and higher moist snuff volume.

7.2 Market Share

Moist snuff has been the key driver to American Snuff's overall growth and profitability within the
US smokeless tobacco market. Moist snuff accounted for approximately 93% of American Snuff's
revenue for the three months ended 31 March 2017, compared with approximately 91% for the three
months ended 31 March 2016.

The shares of American Snuff's moist snuff brands as a percentage of total share of U.S. moist snuff
STR Data were as follows:

For the Three Months Ended

31 March 31 December Share 31 March Share
2017 2016 Point Change 2016 Point Change
GRIZZLY ..o 31.8% 31.2% 0.7 30.8% 1.0
Other....cooiiiiiiieeiee 2.6% 2.6% 0.1 2.6% 0.0
Total American Snuff moist snuff share
of retail shipments............................ 34.5% 33.7% 0.7 33.4% 1.0

GRIZZLY, a leading US moist snuff brand, increased 1.0 share points in the first quarter of 2017,
compared with the first quarter of 2016, benefitting from supply disruption of competitive products
during the quarter and the recent national expansion of its Dark Mint style. GRIZZLY’s increase in
shipment volume was driven by growth in the wintergreen styles and pouch offerings. GRIZZLY
continues its market-leading position in wintergreen, with long cut and pouch styles remaining strong
and the GRIZZLY Dark Wintergreen style enhancing the GRIZZLY wintergreen offerings. GRIZZLY
Dark Wintergreen offers a differentiated and bolder wintergreen flavour, and is made from 100% US
tobacco grown in Kentucky and Tennessee.

GRIZZLY continues to show strength with its soft pouch design, which offers smokeless tobacco
consumers a flavourful, moist experience that is easy to use, positioning it to be the leading pouch
brand during the three months ended 31 March 2017. The pouch category represents approximately
20% of the moist snuff industry.

7.3 Operating Income
American Snuff’'s operating income for the three-month period ended 31 March 2017, increased as
compared with the prior-year period primarily due to higher net pricing and volume.

8. All Other

RJR Vapor markets VUSE Digital Vapor Cigarette products, which include VUSE Solo, VUSE Fob and
VUSE Vibe. VUSE is the top-selling vapour product in convenience/gas stores and is available in more
than 110,000 retail outlets across the United States. Its innovative digital technology is designed to
deliver a consistent flavour and vapour experience. In March 2016, RJR Vapor introduced its VUSE
Fob power unit, which integrates Bluetooth® technology and offers an on-device display with
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information about battery and cartridge levels. RUR Vapor began national distribution, in November
2016, of its VUSE Vibe high-volume cartridge and closed-tank system with a stronger and
longer-lasting battery. All production of VUSE Solo cartridges is performed at RJR Tobacco Company’s
manufacturing facility, pursuant to a services agreement between RJR Tobacco Company and RJR
Vapor.

Niconovum USA, Inc. is a marketer of a nicotine replacement therapy gum, ZONNIC, which is available
in approximately 40,000 retail outlets across the United States. Niconovum AB is a marketer of nicotine
replacement therapy products in Sweden under the ZONNIC brand name.

9. Gain on divestiture

The results of operations of SFRTI were reported in All Other until their sale on 13 January 2016.
SFRTI and various foreign subsidiaries affiliated with SFRTI distributed the NATURAL AMERICAN
SPIRIT brand outside of the United States. RAI, through the Sellers, completed the sale of the
international rights to the NATURAL AMERICAN SPIRIT brand name and associated trademarks,
along with the international companies that distributed and marketed the brand outside the United
States, to JTI Holding, in an all-cash transaction for approximately $5 billion in cash and recognised a
pre-tax gain of approximately $4.9 billion in the first quarter of 2016.

10. RAI Consolidated

Interest and debt expense was $149 million for the three months ended 31 March 2017, compared with
$174 million for the three months ended 31 March 2016. The change for the three months ended
31 March 2017, as compared with the same period in 2016, is primarily due to a reduction in the
aggregate principal amount of $4.2 billion of outstanding notes resulting from the repurchase, early
redemption and repayment at maturity of debt in 2016.

Other expense, net was $4 million for the three months ended 31 March 2017, compared with
$252 million for the three months ended 31 March 2016. The change is attributable primarily to
approximately $239 million in losses and other fees related to the cash tender offer and the redemption
of notes in the first quarter of 2016.

Provision for income taxes was $395 million, for an effective rate of 33.6% for the three months ended
31 March 2017, compared with $2.2 billion, for an effective rate of 37.7% for the three months ended
31 March 2016. The effective tax rate for the three months ended 31 March 2017, primarily was
impacted by a $29 million decrease in tax attributable to excess tax benefits on stock-based
compensation plans. The effective tax rate for the three months ended 31 March 2016 primarily was
impacted by the sale of the international rights to the NATURAL AMERICAN SPIRIT brand name and
associated trademarks, along with the international companies that distributed and marketed the brand
outside the United States. Additionally, the effective tax rate for each period differed from the federal
statutory rate of 35% due to the domestic manufacturing deduction, state income taxes and certain
nondeductible items.

1. Liquidity and Financial Condition

1.1 Liquidity

The principal sources of liquidity for the RAI Group’s businesses and operating needs are internally
generated funds from their operations and intercompany loans and advances. The principal sources of
liquidity for RAI, in turn, are proceeds from intercompany dividends and distributions, as well as
issuances of debt securities and the Credit Agreement described below under “Long-Term Debt and
Credit Agreement.” Cash flows from operating activities are believed to be sufficient for the foreseeable
future to enable the operating subsidiaries to meet their obligations under the State Settlement
Agreements, to make required debt-service payments, to fund their capital expenditures and to make
payments to RAI that, when combined with RAI's cash balances, proceeds from any financings and
loans under the Credit Agreement, will enable RAI to make its required debt-service payments, make
any share repurchases pursuant to the Governance Agreement and to pay dividends to its
shareholders.

The negative impact, if any, on the sources of liquidity that could result from a decrease in demand for
products due to short-term inventory adjustments by wholesale and retail distributors, changes in
competitive pricing, adverse regulatory actions, increases in excise taxes, or adverse impacts from
financial markets, cannot be predicted. RAIl cannot predict its cash requirements or those of its
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subsidiaries related to any future settlements or judgments, including cash required to be held in
escrow or to bond any appeals, if necessary, and RAI makes no assurance that it or its subsidiaries will
be able to meet all of those requirements.

The RAI Group monitors the liquidity of key suppliers and customers, and where liquidity concerns are
identified, appropriate contingency or response plans are developed. During 2017, no business
interruptions have occurred due to key supplier liquidity, and no liquidity issues were identified involving
significant suppliers or customers.

The RAI Group’s excess cash may be invested in money market funds, commercial paper, corporate
debt securities, US treasury securities, US and international government agency obligations and time
deposits in major institutions to minimise risk. At present, the RAI Group primarily invests cash in US
treasuries and US government agencies.

11.2 Long-Term Debt and Credit Agreement

11.2.1 RAI Notes

As of 31 March 2017, the aggregate principal amount of RAI's outstanding notes was $12.7 billion, with
maturity dates ranging from 2017 to 2045. RAI, at its option, may redeem any or all of its outstanding
notes, in whole or in part at any time, subject to the payment of a make-whole premium. Interest on the
notes is payable semi-annually. At 31 March 2017, RAI had aggregate principal amount of $447 million
of current maturities of long-term debt.

11.2.2 RJR Tobacco Company Notes

As of 31 March 2017, the aggregate principal amount of RJR Tobacco Company’s outstanding notes
was $284 million, with maturity dates ranging from 2017 to 2041. Interest on the notes is payable semi-
annually. At 31 March 2017, RJR Tobacco Company had aggregate principal amount of $53 million of
current maturities of long-term debt.

11.2.3 Tender Offer and Redemption

In February 2016, pursuant to its previously announced cash tender offer, RAl accepted for purchase
$2.69 billion in aggregate principal amount of certain of its outstanding senior notes. In addition to the
payment of accrued and unpaid interest, RAI paid, with cash on hand, aggregate total consideration of
$2.81 billion, which included a premium of approximately $118 million for such notes accepted for
purchase.

In March 2016, pursuant to its previously announced redemption call, RAl redeemed all $700 million
outstanding aggregate principal amount of its 6.750% Senior Notes due 2017 and all $250 million
outstanding aggregate principal amount of its 7.750% Senior Notes due 2018. In addition to the
payment of accrued and unpaid interest, RAI paid, with cash on hand, aggregate consideration of
$1.0 billion for the redemption, which included $88 million of early redemption premiums on such
notes.

11.2.4 Credit Agreement

In December 2014, RAI entered into the Credit Agreement with a syndicate of lenders, providing for a
five-year $2 billion senior unsecured revolving credit facility, which may be increased to $2.35 billion at
the discretion of the lenders upon the request of the RAI Group. The maturity date of the Credit
Agreement has been extended to 18 December 2021.

Certain of RAI's subsidiaries, including its Material Subsidiaries as defined in the Credit Agreement,
have guaranteed, on an unsecured basis, RAI's obligations under the Credit Agreement.

As of 31 March 2017, there were no outstanding borrowings and $6 million of letters of credit
outstanding under the Credit Agreement. On 13 April 2017, RAI borrowed $500 million under the Credit
Agreement, with such borrowings initially bearing interest at the annual rate of 2.15%. Proceeds from
the borrowings were used for general corporate purposes of the RAIl Group, including making
payments under the MSA.

11.2.5 Other

The lowering of the RAI Group’s credit ratings, or concerns over such a lowering, could have an
adverse impact on the RAI Group’s ability to access the debt markets and could increase borrowing
costs.
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RAIl, RJR Tobacco Company and their affiliates were in compliance with all covenants and restrictions
imposed by RAI’'s indebtedness and RJR Tobacco Company’s indebtedness, as the case may be, at
31 March 2017.

For additional information on the Credit Agreement see notes 6 of the condensed consolidated
financial statements (unaudited) of the RAI Group at Part A of Appendix 2 of this Prospectus.

12. Dividends

On 8 February 2017, RAI's board of directors declared a quarterly cash dividend of $0.51 per common
share to shareholders of record as of 10 March 2017. The dividends were paid on 3 April 2017.

13. Share Repurchases

During the first three months of 2017, at a cost of $49 million, RAI purchased 803,697 shares of RAI
Shares that were forfeited and cancelled with respect to tax liabilities associated with restricted stock
units vesting under the Omnibus Plan.

On 25 July 2016, the board of directors of RAI approved the Share Repurchase Program, which
authorised the repurchase, from time to time, on or before 31 December 2018, of up to $2 billion of
outstanding RAI Shares. Subject to certain exceptions, the Merger Agreement places restrictions on
RAUI's ability to repurchase its shares. As a result, RAI did not repurchase any shares under the Share
Repurchase Program during the first three months of 2017, and does not expect to make future
repurchases under the Share Repurchase Program while the Merger Agreement is in effect.

In February 2017, RAI and BAT entered into the letter agreement, pursuant to which BAT waived the
requirement that RAI share repurchases required to be made by RAI pursuant to Amendment No. 3 to
the Governance Agreement be made within the time period set forth in that amendment, and permitted
RAI to make repurchases in a manner that qualifies for the affirmative defence and safe harbour
provided by Rules 10b5-1 and 10b-18 under the Exchange Act, respectively. Pursuant to the letter
agreement, BAT also waived compliance with the general prohibition on repurchases contained in the
Merger Agreement to permit RAI to make these repurchases. During the first three months of 2017, in
accordance with the Governance Agreement, at a cost of $24 million, RAI repurchased 396,062 RAI
shares in open-market transactions. Subsequent to 31 March 2017, and through 13 April 2017, RAI
repurchased and cancelled an additional 127,305 RAI Shares for $8 million in accordance with the
Governance Agreement.

Due to RAI’s incorporation in North Carolina, which does not recognise treasury shares, the shares
repurchased were cancelled at the time of purchase.

14. Capital Expenditures

The RAI Group’s recorded cash capital expenditures of $33 million and $43 million for the first three
months of 2017 and 2016, respectively. The RAI Group’s plan is to spend an additional $200 to
$230 million for capital expenditures during the remainder of 2017, which includes upgrading corporate
and manufacturing facilities and information management infrastructure. Capital expenditures are
funded primarily by cash flows from operations. The RAI Group’s capital expenditure programmes are
expected to continue at a level sufficient to support their strategic and operating needs. There were no
material long-term commitments for capital expenditures as of 31 March 2017.

15. Retirement Benefits

RAI disclosed in its financial statements for the year ended 31 December 2016, that it expects to
contribute $111 million to its pension plans in 2017, of which $4 million was contributed during the first
three months of 2017.

16. Litigation and Settlements

Reynolds Defendants have been named in a number of tobacco-related legal actions, proceedings or
claims seeking damages in amounts ranging into the hundreds of millions or even billions of dollars.
For further discussion of specific cases, see note 7 of the condensed consolidated financial statements
(unaudited) of the RAI Group at Part A of Appendix 2 of this Prospectus. Unfavourable judgments have
been returned in a number of tobacco-related cases and state enforcement actions. As of 31 March
2017, RJR Tobacco had paid approximately $176 million since 1 January 2015, related to
unfavourable smoking and health litigation judgments.
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The RAI Group’s condensed balance sheet (unaudited) as of 31 March 2017, contains accruals for
certain individual Engle Progeny cases. Other accruals include an amount for the estimated costs of
the corrective communications in the US Department of Justice case. For additional information related
to these cases and other litigation, see note 7 of the condensed consolidated financial statements
(unaudited) of the RAI Group at Part A of Appendix 2 of this Prospectus.

Litigation is subject to many uncertainties, and generally it is not possible to predict the outcome of the
litigation pending against Reynolds Defendants, or to reasonably estimate the amount or range of any
possible loss, except for the cases noted above. Moreover, notwithstanding the quality of defences
available to Reynolds Defendants in tobacco-related litigation matters, it is possible that the RAI
Group’s results of operations, cash flows or financial position could be materially adversely affected by
the ultimate outcome of certain pending or future litigation matters or difficulties in obtaining the bonds
required to stay execution of judgments on appeal.

In 1998, RJR Tobacco Company, Lorillard Tobacco, B&W, SFNTC and the other major US cigarette
manufacturers entered into the MSA with attorneys general representing most US states, territories
and possessions. The State Settlement Agreements, of which the MSA is the most wide-reaching,
impose a perpetual stream of future payment obligations on RJR Tobacco Company and the other
major US cigarette manufacturers and place significant restrictions on their ability to market and sell
cigarettes in the future. The State Settlement Agreements have materially adversely affected RJR
Tobacco’s shipment volumes. RAI believes that these settlement obligations may materially adversely
affect the results of operations, cash flows or financial position of RAI and RJR Tobacco in future
periods. The degree of the adverse impact will depend, among other things, on the rate of decline in
US cigarette sales in the premium and value categories, RJR Tobacco’s share of the domestic
premium and value cigarette categories, and the effect of any resulting cost advantage of
manufacturers not subject to the State Settlement Agreements.

RJR Tobacco Company and Lorillard Tobacco disputed a total of $6.6 billion and $1.2 billion,
respectively, with respect to the NPM Adjustment, for the years 2003 through 2016.

In 2012, RJR Tobacco Company, Lorillard Tobacco, certain other PMs, including SFNTC, and certain
settling states entered into a NPM Adjustment Claim Term Sheet that sets forth terms for resolving
accrued and potential NPM Adjustment claims for 2003 through 2012. The NPM Adjustment Claim
Term Sheet also sets forth a restructured NPM Adjustment process to be applied to future volume
years, starting with the 2013 volume year. As a result of the NPM Adjustment Claim Term Sheet
settlement, RJR Tobacco Company and SFNTC are to collectively receive more than $1.1 billion in
credits, a vast majority of which have been applied to their MSA payments in 2014 through 2017, with
the remainder to be applied against their 2018 MSA payment. Credits are recognised when RJR
Tobacco Company and Santa Fe meet the performance requirements associated with the NPM
Adjustment Claim Term Sheet. Credits recognised in a given year are available to offset the payments
made in April of the following year.

In September 2013, the Arbitration Panel ruled six states had not diligently enforced their qualifying
statutes in 2003 related to the NPM Adjustment. Two of the six states subsequently joined the NPM
Adjustment Claim Term Sheet in 2014. In 2015, three of the states dropped their challenge of the
finding of non-diligence and in 2016, the remaining state dropped its challenge. As such, a portion of
the potential recovery from those states was certain and estimable and RJR Tobacco recognised the
appropriate credit in those years. A final issue regarding the judgment reduction method adopted by
the Arbitration Panel was being contested in these four states. In 2016, the US Supreme Court denied
RJR Tobacco Company’s petition for writ of certiorari against two states, thus eliminating RJR Tobacco
Company’s remaining recovery from these states. In the first quarter of 2017, the Missouri Supreme
Court ruled that the judgment reduction method adopted by the Arbitration Panel should be modified,
thus eliminating RJR Tobacco Company’s remaining recovery from this state. The final outcome in the
remaining state is uncertain.

In October 2015, RJR Tobacco Company, SFNTC and certain other PMs entered into the NY
Settlement Agreement to settle certain claims related to the NPM Adjustment. The NY Settlement
Agreement resolved NPM Adjustment claims related to payment years from 2004 through 2014,
providing RJR Tobacco Company and SFNTC, collectively, with credits of approximately $290 million,
plus interest, subject to meeting various performance obligations. These credits will be applied against
annual payments under the MSA over a four-year period, which commenced with the April 2016 MSA
payment. In addition, the NY Settlement Agreement put in place a new method to determine future
adjustments from 2015 forward as to New York.
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For additional information relating to proceedings involving NPM Adjustment claims, see “— Cost of
Products Sold” in note 1 and “— Litigation Affecting the Cigarette Industry — State Settlement
Agreements—Enforcement and Validity; Adjustments”, in note 7 of the condensed consolidated
financial statements (unaudited) of the RAI Group at Part A of Appendix 2 of this Prospectus.

17. Governmental Activity

The marketing, sale, taxation and use of tobacco products have been subject to substantial regulation
by government and health officials for many years. Various state and/or local governments have
adopted or are considering, among other things, legislation and regulations that would:

e significantly increase their taxes on all tobacco products;
e restrict displays, advertising and sampling of tobacco products;
e raise the minimum age to possess or purchase tobacco products;

e restrict or ban the use of menthol in cigarettes or prohibit the use of characterising flavours in
smokeless tobacco products and vapour products;

e require the disclosure of ingredients used in the manufacture of tobacco products;
e require the disclosure of nicotine yield information for cigarettes;
e impose restrictions on smoking and vaping in public and private areas; and

e restrict the sale of tobacco products directly to consumers or other unlicensed recipients,
including by mail or over the Internet.

Together with substantial increases in state and federal taxes on tobacco products, and the granting to
the FDA of broad authority over the manufacture, sale, marketing and packaging of tobacco products,
these developments have had and will likely continue to have an adverse effect on the sale of tobacco
products. Products that are alternatives to traditional tobacco products also have become subject to
increasing regulation. For example, in addition to the regulation by the FDA of e-cigarettes, as
described below, various states have adopted, or are considering adoption of, taxes on e-cigarettes,
restrictions on the promotion and distribution of e-cigarettes, and tamper resistant and child resistant
packaging requirements for e-cigarettes.

18. Taxation

18.1 General

Cigarettes and other tobacco products are subject to substantial taxes in the United States. As a result
of a 2009 law which increased taxes on cigarettes and other tobacco products:

e the federal excise tax per pack of 20 cigarettes is $1.01; and

¢ the federal excise tax rate for chewing tobacco is $0.5033 per pound, and for snuff is $1.51 per
pound.

Currently, there is no federal tax on vapour products, such as e-cigarettes.

18.2 Cigarettes

The 2009 federal excise tax increase on tobacco products increased taxes on ready-made cigarettes,
such as those made by RJR Tobacco Company and SFNTC, at a much higher rate than taxes on
loose tobacco. As a result of that tax disparity, the number of retailers selling loose tobacco and
operating roll-your-own machines, allowing consumers to convert the loose tobacco into finished
cigarettes, greatly increased following the 2009 federal tax hike on tobacco products. On 6 July 2012,
President Obama signed into law a provision classifying retailers which operate roll-your-own
machines as cigarette manufacturers, and thus requiring those retailers to pay the same tax rate as
other cigarette manufacturers. As of 31 March 2017 26 states also had passed legislation classifying
retailers operating roll-your-own machines as cigarette manufacturers.

All states and the District of Columbia currently impose cigarette excise taxes at levels ranging from
$0.17 per pack in Missouri to $4.35 per pack in New York. As of 31 March 2017 and 31 December
2016, the weighted average state cigarette excise tax per pack, calculated on a 12-month rolling
average basis, was approximately $1.39. Certain city and county governments, such as New York,
Philadelphia and Chicago, also impose substantial excise taxes on cigarettes sold in those
jurisdictions. During the first quarter of 2017 21 states proposed legislation to increase their cigarette
excise taxes, with such legislation failing in three states and remaining pending, as of 31 March 2017,
in 18 states.
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In connection with the November 2016 general election, California approved a ballot proposal
increasing, effective 1 April 2017, that state’s cigarette excise tax per pack from $0.87 to $2.87. If the
California cigarette excise tax increase had been in effect as of 31 March 2017, the weighted average
state cigarette excise tax per pack, calculated on a 12-month rolling average basis, would have been
$1.526 instead of $1.39.

Six states now require NPMs to pay a fee on each pack of cigarettes sold in their respective states,
ranging from $0.25 per pack in Alaska to $0.55 per pack in Texas.

The Texas equity fee has been challenged by a coalition of small tobacco manufacturers. This group
asserts that the Texas fee violates the Texas Constitution’s Equal and Uniform Clause, as well as the
Equal Protection and Due Process Clauses of the US Constitution. On 15 November 2013, a state trial
court in Texas declared the equity fee unconstitutional and enjoined the state from “assessing,
collecting, and enforcing” the fee. The State of Texas appealed the court’s order. In doing so,
enforcement of the trial court’s order, including the injunction, is suspended. On 15 August 2014, the
three-judge panel unanimously affirmed the ruling, and on 29 October 2014, the State of Texas filed its
petition for review with the Texas Supreme Court. On 1 April 2016, the Texas Supreme Court reversed
the Texas Court of Appeals, and ruled that the Texas equity fee legislation does not violate the Equal
and Uniform Clause of the Texas Constitution. The Texas Supreme Court remanded the case back to
the Texas Court of Appeals for that court to consider the non-settling manufacturers’ remaining
challenges to the equity fee. On 20 June 2016, plaintiffs filed a motion for rehearing with the Texas
Supreme Court. That motion was denied. After the case was remanded back to the Texas Court of
Appeals, both the plaintiff and the State of Texas filed supplemental briefs with the court. On 24 March
2017, the Texas Court of Appeals ruled that the equity fee legislation does not violate the Due Process
Clause or the Equal Protection Clause of the US Constitution, reversed the trial court’s order, granted
the State’s motion for summary judgment and dismissed the plaintiffs’ claims that the equity fee
legislation is unconstitutional.

18.3 Smokeless

As at 31 March 2017, all states and the District of Columbia subjected smokeless tobacco products to
excise taxes, as summarised below:

o 27 states taxed moist snuff on an ad valorem basis, at rates ranging from 5% in South Carolina
to 210% in Massachusetts; and

e 23 states and the District of Columbia had weight-based taxes on moist snuff, ranging from
$0.02 for cans weighing between 5/8 of an ounce and 15/8 ounces in Alabama to $2.02 per
ounce in Maine.

During the first three months of 2017, 14 states proposed increases in their excise taxes on smokeless
tobacco products, with such legislation failing in two states and remaining pending, as of 31 March
2017, in 12 states.

18.4 Vapour Products

As of 31 March 2017, six states and the District of Columbia imposed a tax on vapour products, such
as e-cigarettes, as follows: Minnesota, which taxes vapour products at the same rate as it taxes
smokeless tobacco products (95% of the wholesale price); Louisiana, North Carolina, Kansas and
West Virginia, which tax vapour products at a per fluid millilitre rate of $0.05, $0.05, $0.20 and $0.075,
respectively; and the District of Columbia and Pennsylvania, which tax vapour products at an ad
valorem rate of 65% and 40%, respectively. As part of the ballot initiative that was approved in
California in November 2016, vapour products will be taxed in that state at an ad valorem rate of 27.3%
beginning 1 April 2017 (with such rate being increased effective 1 July 2017, and being subject to
potential further adjustment on each 1 July thereafter). Further, during the first three months of 2017
22 states proposed taxes on vapour products, including, in some cases, implementing a tax on a per
fluid millilitre basis, taxing vapour products on the same basis as “other tobacco products” and, in other
cases, taxing vapour products at a rate equivalent to cigarette excise taxes. Such legislation failed in
three states, and, as of 31 March 2017, remained pending in 19 states.
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19.

19.1

FDA Tobacco Act

General

In 2009, President Obama signed into law the FDA Tobacco Act, which grants the FDA broad authority
over the manufacture, sale, marketing and packaging of tobacco products. Pursuant to the FDA
Tobacco Act:

charitable distributions of tobacco products are prohibited;

statements that would lead consumers to believe that a tobacco product is approved,
endorsed, or deemed safe by the FDA are prohibited;

pre-market approval by the FDA is required for claims made with respect to reduced risk or
reduced exposure products;

the marketing of tobacco products in conjunction with any other class of product regulated by
the FDA is prohibited;

tobacco manufacturers are banned from selling cigarettes with characterising flavours (other
than menthol, which under the FDA Tobacco Act is specifically exempt as a characterising
flavour, but the impact of which on public health will be studied as discussed below);

all manufacturers are required to register with the FDA their domestic manufacturing facilities
as well as all cigarette and smokeless tobacco products sold in the United States;

the FDA reissued regulations addressing advertising and marketing restrictions that were
originally promulgated in 1996 (including, among other restrictions, prohibitions on: the sale of
cigarettes and smokeless tobacco products to persons under the age of 18; the sale of packages
of cigarettes with less than 20 cigarettes; the distribution of free samples of cigarettes; and brand
name sponsorship of any athletic, musical or other social/cultural events);

manufacturers were required to produce health-related documents generated from and after
22 June 2009 through 31 December 2009 (the FDA has interpreted the FDA Tobacco Act as
establishing an ongoing requirement to submit health-related documents; however, the FDA
has not yet established a timetable for further production);

manufacturers are required to make by-brand ingredient submissions, place different and
larger warnings on packaging and advertising for smokeless tobacco products and eliminate
the use of descriptors on tobacco products, such as “low-tar” and “lights”;

the FDA issued a final regulation for the imposition of larger, graphic health warnings on
cigarette packaging and advertising, which was scheduled to take effect 22 September 2012,
but the FDA is currently enjoined from enforcing such regulation;

as described in greater detail below, new or modified products introduced in the market after
15 February 2007 are subject to certain FDA clearance requirements;

the FDA announced that it would inspect every domestic establishment that manufactured
cigarettes, cigarette tobacco, roll-your-own tobacco or smokeless tobacco products once in a
two-year cycle, beginning 1 October 2011;

in April 2012, the FDA issued draft guidance on: (1) the reporting of harmful and potentially
harmful constituents in tobacco products and tobacco smoke pursuant to Section 904(a)(3) of
the FDA Tobacco Act, and (2) preparing and submitting applications for modified risk tobacco
products pursuant to Section 911 of the FDA Tobacco Act; and

in December 2016, the FDA issued a revised final guidance document entitled, “Demonstrating
the Substantial Equivalence of a New Tobacco Product: Response to Frequently Asked
Questions (Edition 3)”. The revised guidance was the result of a decision by the United States
District Court for the District of Columbia finding that the FDA'’s prior guidance that labelling
changes trigger the requirement for premarket review contradicts the language of the FDA
Tobacco Act and exceeds the agency’s authority. However, the court ruled that the FDA could
require a premarket review submission for a product quantity change, as such a change would
constitute a “new” tobacco product.

The FDA Tobacco Act grants the FDA the authority to impose broad additional restrictions. On a going
forward basis, the FDA:

will require manufacturers to test ingredients and constituents identified by the FDA and
disclose this information to the public;
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e will prohibit use of tobacco containing a pesticide chemical residue at a level greater than
allowed under federal law;

e will establish “good manufacturing practices” to be followed at tobacco manufacturing facilities;

e may place more severe restrictions on the advertising, marketing and sale of tobacco products;
and

e may require the reduction of nicotine and the reduction or elimination of other constituents.

Pursuant to the foregoing authority, the FDA has proposed a rule that, if adopted, would require the
reduction, over a three-year period, of the levels of N-nitrosonornicotine (NNN) contained in smokeless
tobacco products. The adoption of this proposed rule is currently suspended by virtue of a federal
regulatory freeze imposed by the US President. It is not known whether or when this proposed rule will
be adopted, and, if adopted, whether the final rule will be the same as or similar to the proposed rule. If
the proposed rule is adopted, however, in its current form (or in a form substantially similar to its
current form), management expects that compliance or the inability to comply could have a material
adverse effect on the results of operations, cash flows and financial position of American Snuff and
RAL

The US Congress did limit the FDA’s authority in two areas, prohibiting it from:

e banning all tobacco products; and

e requiring the reduction of nicotine yields of a tobacco product to zero.
In 2009, a “Center for Tobacco Products” (“CTP”), was established within the FDA, funded through
quarterly user fees that will be assessed against tobacco product manufacturers and importers based

on market share. The total amount of user fees to be collected over the first ten years will be
approximately $5.4 billion.

Within the CTP, the TPSAC was established on 22 March 2010, to provide advice, information and
recommendations with respect to the safety, dependence or health issues related to tobacco products.
The TPSAC is scheduled to meet periodically to address matters brought to it by the CTP as well as
those required of it by the FDA Tobacco Act, including:

e arecommendation on modified risk applications;

e arecommendation as to whether there is a threshold level below which nicotine yields do not
produce dependence;

e areport on the impact of the use of menthol in cigarettes on the public health; and
e areport on the impact of dissolvable tobacco products on the public health.

19.2 Potential Regulation of Menthol

At a meeting held on 18 March 2011, the TPSAC presented its final report on the use of menthol,
which concluded that removal of menthol cigarettes from the marketplace would benefit public health in
the United States. On 24 July 2013, the FDA issued a report detailing its own preliminary scientific
evaluation of public health issues related to the use of menthol in cigarettes, including a determination
that there is likely a public health impact of menthol in cigarettes. The FDA’s report found that the
weight of the evidence supports the conclusion that menthol in cigarettes is associated with:

e increased initiation among youth and young adults;

e reduced success in smoking cessation; and

e increased dependence.
The report found that menthol in cigarettes is not associated with:
e increased smoke toxicity;
e increased levels of biomarkers of exposure; or
e increased disease risk.

The FDA concurrently published in the Federal Register an ANPRM to obtain information related to the
potential regulation of menthol in cigarettes. The ANPRM sought comments from interested
stakeholders on the FDA’s preliminary evaluation, as well as any data, research or other information on
various topics, including, but not limited to:

e potential product standards for menthol and the potential period for compliance with such
standards;
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e potential restrictions on the sale and/or distribution of menthol products; and

e evidence regarding illicit trade in menthol cigarettes (including the public health impact thereof)
should the use of menthol in cigarettes be restricted or banned.

In November 2013, the RAI Group submitted comments on the ANPRM. The FDA will evaluate all
comments it has received from interested stakeholders in response to the ANPRM, as the agency
considers whether to require additional standards or restrictions with respect to menthol cigarettes. The
FDA Tobacco Act does not require the FDA to adopt any such standards or restrictions. Any rule that
the FDA may propose will be subject to a 60-day comment period, and may only become effective at
least one year after the rule’s adoption. If the FDA were to adopt a rule banning or severely restricting
the use of menthol in cigarettes, such rule could have an adverse effect on the sale of the RAI Group’s
products containing menthol and, as a result, on the results of operations, cash flows and financial
position of the RAI Group.

On 25 February 2011, RJR Tobacco Company, Lorillard, Inc. and Lorillard Tobacco jointly filed in the
US District Court for the District of Columbia a lawsuit, Lorillard, Inc. v. US Food and Drug
Administration, challenging the composition of the TPSAC. For additional information concerning this
case, see “— Litigation Affecting the Cigarette Industry — Other Litigation and Developments — FDA
Litigation” in note 7 of the condensed consolidated financial statements (unaudited) of the RAI Group
at Part A of Appendix 2 of this Prospectus.

At a meeting on 1 March 2012, the TPSAC presented to the FDA its final report and recommendations
with respect to dissolvable tobacco products. The FDA will consider the report and recommendations
and determine what future action, if any, is warranted with respect to dissolvable tobacco products.
There is no timeline or statutory requirement for the FDA to act on the TPSAC’s recommendations.

19.3  Final Deeming Regulation

On 10 May 2016, the FDA issued a final regulation (the “Final Rule”), deeming all products that meet
the FDA Tobacco Act’s definition of “tobacco product” to be subject to the FDA'’s regulatory authority
under the FDA Tobacco Act. The Final Rule became effective as of 8 August 2016, though each
requirement of the Final Rule has its own compliance date. Such newly “deemed” tobacco products
subject to the FDA Tobacco Act include, among others, electronic nicotine delivery systems (including
e-cigarettes, e-hookah, e-cigars, vape pens, advanced refillable personal vapourisers, electronic pipes
and e-liquids mixed in vape shops), certain dissolvable tobacco products, cigars, and pipe tobacco. In
addition, “components” and “parts” (e.g., batteries), but not “accessories” (e.g., lighters, pipe pouches),
of newly deemed products are themselves subject to the FDA Tobacco Act by virtue of the Final Rule.

Deemed products are subject to the provisions of the FDA Tobacco Act to which currently regulated
tobacco products have been subject since the FDA Tobacco Act's adoption in 2009, including:
adulteration and misbranding provisions; requirements relating to ingredient listing and reporting of
harmful and potentially harmful constituents; registration of tobacco product manufacturing
establishments and product listing; restrictions against the sale and distribution of products with
modified risk descriptions (such as use of “light”, “low”, and “mild”); prohibition on the distribution of free
samples; a required health warning; and, as described in more detail below, premarket review
requirements.

The “grandfather” date under the Final Rule for newly deemed products remains the same as the
“grandfather” date for those tobacco products already subject to the FDA Tobacco Act — 15 February
2007. Any tobacco product that was not legally marketed as of 15 February 2007, will be considered a
new tobacco product subject to premarket review by the FDA.

The FDA has recognised that few, if any, e-cigarettes were on the market as of 15 February 2007, but
thousands of such products (including RJR Vapor’s VUSE Digital Vapor Cigarette) subsequently have
entered into commerce. To address this issue, the FDA has established a compliance policy regarding
its premarket review requirements for all newly deemed tobacco products that are not grandfathered
products, but were on the market as of 8 August 2016. For these products, the FDA will allow such
products to remain on the market so long as the manufacturer has filed the appropriate premarket
review application by the applicable deadline: Substantial Equivalence Exemption Report — 8 August
2017; Substantial Equivalence Report — 8 February 2018; and Premarket Tobacco Product Application
(“PMTA”), — 8 August 2018. During the third quarter of 2016, and prior to 8 August 2016, RJR Vapor
introduced into the market additional newly deemed tobacco products.
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RJR Vapor intends to file a PMTA with respect to VUSE and certain other of its e-cigarette products.
Further, RJR Vapor believes that substantially all other e-cigarette manufacturers likewise will be
unable to use the substantial equivalence pathway to obtain FDA clearance of their respective e-
cigarettes, but instead will be required to file PMTAs to obtain FDA clearance of such products. Based
on the FDA’s draft guidance setting forth the type of evidence that must be included within a premarket
review application, RJR Vapor expects the costs of preparing a PMTA to be significant, and a cost
more easily borne by larger manufacturers.

In order for the FDA to clear a PMTA covering an e-cigarette, the applicant must show that the
marketing of such e-cigarette would be appropriate for the protection of the public health. Under the
FDA Tobacco Act, whether a tobacco product is appropriate for the protection of the public health is to
be determined “...with respect to the risks and benefits to the population as a whole, including users
and nonusers of the tobacco product, and taking into account — (A) the increased or decreased
likelihood that existing users of tobacco products will stop using such products; and (B) the increased
or decreased likelihood that those who do not use tobacco products will start using such products.” In
draft guidance issued by the FDA, the agency has stated that to completely assess whether a PMTA
shows that a product is appropriate for the protection of the public health, the “FDA will look at the
product in the context of the current tobacco product market. FDA can do this by understanding the
spectrum of risk of currently available tobacco products and assessing the new product within that
spectrum.” At present, there is substantial uncertainty over how the FDA will apply the foregoing
principles in practice when determining whether to clear an e-cigarette PMTA. To date, few PMTAs
have been filed, and the only PMTAs that the FDA has cleared relate to snus products of another
manufacturer.

As part of its compliance policy, the FDA has stated that for any product for which the appropriate
premarket review application has been timely filed, the manufacturer may continue to market the
product for an additional year from the deadline for filing the appropriate application (i.e., 8 August
2019 for PMTAs) while the FDA reviews the application. If the FDA rejects the premarket review
application (even if the rejection occurs prior to the end of the one-year period), then the manufacturer
must immediately remove that product from commerce. At the end of the one-year compliance period,
if the product has not yet been given market authorisation, the Final Rule authorises the FDA to take
enforcement action. However, if review of a pending premarket review application is substantially
complete and the manufacturer has provided all required information, then the FDA may defer
enforcement for a reasonable time period on a case-by-case basis. For deemed products that were not
on the market as of 8 August 2016, the above compliance policy does not apply and, instead,
manufacturers must file the appropriate premarket review application and obtain FDA clearance before
marketing such product.

19.4 FDA Warning Letter to SFNTC

On 27 August 2015, the FDA sent a warning letter to SEFNTC claiming that SFNTC’s use of the terms
“Natural” and “Additive Free” in the product labelling and advertising for NATURAL AMERICAN SPIRIT
cigarettes violates the Modified Risk Tobacco Products provision of the FDA Tobacco Act. Following
discussions between the parties, on 23 January 2017, the FDA and SFNTC reached an agreement
whereby, among other things, SFNTC committed to phasing out use of the terms “Natural” and
Additive Free” from product labelling and advertising for NATURAL AMERICAN SPIRIT cigarettes on
an established timeframe. The agreement also specifies that SFNTC may continue to use the term
“Natural” in the NATURAL AMERICAN SPIRIT brand name and trademarks. SFNTC’s scheduled
deletion of the terms “Natural” and “Additive Free” from the labelling and advertising of its NATURAL
AMERICAN SPIRIT cigarettes could have an adverse effect on the sale of such cigarettes and, as a
result, on the results of operations, cash flows and financial position of SFNTC and the RAI Group.

19.5 Premarket Review; MRTP Applications

The RAI Group’s strategy of focusing on innovation to help transform the tobacco industry is
dependent on its operating companies’ ability to introduce new products into the market. For a
manufacturer to launch a new product or modify an existing one after 22 March 2011, the FDA
Tobacco Act requires a manufacturer to file one of three types of product applications (a new product
application, a substantial equivalence application or a substantial equivalence exemption application)
with the CTP, depending on the type and level of change being sought. In all cases, however, the
manufacturer may not market the new or modified product in the United States until the CTP issues a
marketing order, allowing the product to be marketed. Although the FDA Tobacco Act has now been in
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effect for more than six years, uncertainty remains as to the timing of the review and the requirements
for clearance of new or modified tobacco products introduced in the market after 22 March 2011.
These uncertainties, in conjunction with the clearance requirement itself, could have an adverse impact
on the ability of the RAI Group to innovate in the future.

Similarly, a manufacturer that introduced a new tobacco product or modified a tobacco product
between 15 February 2007 and 22 March 2011, was required to file a substantial equivalence report
with the CTP, demonstrating either (1) that the new or modified product had the same characteristics
as a product commercially available as of 15 February 2007, referred to as a predicate product, or (2) if
the new or modified product had different characteristics than the predicate product, that it did not raise
different questions of public health. A product subject to such report is referred to as a provisional
product. A manufacturer may continue to market a provisional product unless and until the CTP issues
an order that the provisional product is not substantially equivalent, in which case the FDA could then
require the manufacturer to remove the provisional product from the market. On 15 September 2015,
the CTP issued four NSE orders, to RJR Tobacco Company, determining that four cigarette styles are
not substantially equivalent to their respective predicate products, and ordering that RUR Tobacco
Company immediately stop all distribution, importation, sale, marketing and promotion of these
provisional products. On 29 September 2015, RJR Tobacco Company provided the FDA with a
compliance plan with respect to these NSE orders. On 20 January 2016, RJR Tobacco Company
received notification from the CTP’s Office of Compliance and Enforcement that no further action was
necessary on the compliance plan.

As with new or modified tobacco products introduced after 22 March 2011, uncertainty remains over
the timing of review of substantial equivalence reports for provisional products. Moreover, although the
sales of the provisional products subject to the NSE orders described in the preceding paragraph are
not material to RJR Tobacco Company, substantially all of the RAlI Group’s operating companies’
products currently on the market are provisional products. If the CTP were to issue NSE orders with
respect to other provisional products of RAl's operating companies, such orders, if not withdrawn or
invalidated, would have a material adverse impact on the sales of the products subject to the orders,
and could have an adverse impact on the results of operations, cash flows and financial position of the
RAI Group.

On 31 March 2017, RJR Tobacco Company filed with the FDA modified risk tobacco product
applications, referred to as MRTP applications, covering six styles of CAMEL Snus. In accordance with
the FDA’s submission guidelines and in support of its MRTP applications, RJR Tobacco Company
provided the FDA documentation regarding the results and analysis from a number of scientific studies.
The FDA initially will review the applications to determine whether to accept them for substantive
review; the FDA may ask RJR Tobacco Company to provide additional information before the agency
accepts the applications for review. If the FDA ultimately accepts the applications, then the agency will
undertake a scientific review to determine whether (and will grant a modified risk tobacco product order
only if) RJR Tobacco Company has demonstrated that the products subject to the applications will
(1) significantly reduce the risk of tobacco-related disease to the users of the products and (2) benefit
the health of the population as a whole. There is no deadline by which the FDA is required to make a
determination with respect to RJR Tobacco Company’s MRTP applications. If the FDA were to issue a
modified risk tobacco product order, then RJR Tobacco Company would have the ability to
communicate the reduced risk claims contained in the approved MRTP applications. To date, the FDA
has not granted a modified risk tobacco product order to any manufacturer.

The FDA Tobacco Act could result in a decrease in cigarette, smokeless tobacco product and e-cigarette
sales in the United States, including sales of RUR Tobacco Company’s, SEFNTC’s, American Snuff Co.‘s
and RJR Vapor’s brands, that, together with increased costs incurred by the RAI Group arising from the
FDA Tobacco Act, could have a material adverse effect on the RAI Group’s financial condition, results of
operations and cash flows. It is not possible to determine what additional federal, state or local legislation
or regulations relating to smoking or cigarettes will be enacted or to predict the effect of new legislation or
regulations on RJR Tobacco Company, SFNTC or the cigarette industry in general, but any new
legislation or regulations could have an adverse effect on RJR Tobacco Company, SFNTC or the
cigarette industry in general. Similarly, it is not possible to determine what additional federal, state or local
legislation or regulations relating to smokeless tobacco products or e-cigarettes will be enacted or to
predict the effect of new regulations on American Snuff Co. or smokeless tobacco products in general, or
on RJR Vapor or e-cigarettes in general, as the case may be, but any new legislation or regulations could
have an adverse effect on American Snuff Co. or smokeless tobacco products in general or on RJR
Vapor or e-cigarettes in general, as the case may be.
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20. Other Contingencies

For information relating to other contingencies of RAI, RIR, RJR Tobacco Company, Lorillard Tobacco,
American Snuff Co., SEFNTC and RJR Vapor, see “— Other Contingencies” in note 7 of the condensed
consolidated financial statements (unaudited) of the RAIl Group at Part A of Appendix 2 of this
Prospectus.

21. Off-Balance Sheet Arrangements

RAI has no off-balance sheet arrangements that have or are reasonably likely to have a current or

future material effect on its financial position, results of operations, liquidity, capital expenditures or
capital resources.
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PART Xl
CAPITALISATION AND INDEBTEDNESS

The following tables set out the indebtedness of the BAT Group as at 31 March 2017 and the
capitalisation of the BAT Group as at 31 December 2016. The following tables do not reflect the impact
of the Proposed Acquisition and related financing on the BAT Group’s capitalisation and indebtedness.
See Part XVI (Unaudited Pro forma Financial Information of the Combined Group) of this Prospectus
for an analysis of the impact of the Proposed Acquisition and related financing on the consolidated net
assets of the BAT Group.

As at 31 March 2017

(unaudited)
(Em)

Current debt

[CTUE=T =T g1 (<7< o 1P 3,128
7= T o1 Yo [ PP 24
Unguaranteed/UNSECUIEd ...... ... e 1,116
Total current debt ... ... 4,268
Non-current debt

[CTUE=T = g1 (=1=Tc I TP 15,969
L= =T PPt 3
Unguaranteed/UNSECUIEA ..........iuiii it 26
Total non-current debt ... .. ... 15,998
Total iNdebtednNess ... 20,266
1 This statement of indebtedness has been prepared under IFRS (EU) using policies which are consistent with those

used in preparing the BAT Group’s audited consolidated financial statements for the year ended 31 December 2016.

2 The BAT Group manages its interest rate and foreign currency risks on debt using interest rate swaps, cross-currency

swaps and forward foreign currency contracts. Included within BAT Group debt is £7,145 million of debt subject to fair
value hedges.

As at 31 December

(Em)

Shareholders’ equity:

Share Capital ... ..ceiii e 507
SNAre PreMUUM ...t aaas 82
Legal reserve 2 4,422
OtNBr FESEIVES . ...t -
Total capitalisation 3 ... 5,011
1 This statement of capitalisation has been extracted without material adjustment from the BAT Group’s audited

consolidated financial statements for the year ended 31 December 2016.

2 Legal reserves comprise capital redemption reserves, merger reserves and other reserves relating to i) merger

accounting for a Scheme of Arrangement and Reconstruction in 1998 whereby British American Tobacco p.l.c.
acquired the entire share capital of B.A.T Industries p.l.c., and ii) an accumulated balance in respect of the preference
shares issued as consideration for an acquisition and converted during 2004.

3 Excludes retained earnings, translation reserves, hedging reserves, available-for-sale reserves and revaluation
reserves.

There has been no material change in the BAT Group’s capitalisation since 31 December 2016.

177



The following table sets out the net indebtedness of the BAT Group as at 31 March 2017:
As at 31 March 2017

(unaudited)
(Em)

(07 1] o P 1,476
Cash eQUIVAIENES ...t e 641
Trading SECUMLIES ... .. v it 24
L UIIRY .. .o e 2141
Current financial receivable.................... -
Current bank debt ... (1,113)
Current portion of non-current financial debt ... (2,060)
Other current financial debt ... ... (1,095)
Current financial debt ... (4,268)
Net current financial indebtedness

NON-cUrrent bank [0@NS .........ieii e (26)
BONAS ISSUBA ...t (15,969)
Other NON-CUIMENT IO@NS........ e e (3)
Non-current financial indebtedness..................... (15,998)
Net financial indebtedness ...................ooii i (18,125)
1 This statement of indebtedness has been prepared under IFRS (EU) using policies which are consistent with those

used in preparing the BAT Group’s audited consolidated financial statements for the year ended 31 December 2016.

2 The BAT Group manages its interest rate and foreign currency risks on debt using interest rate swaps, cross-currency

swaps and forward foreign currency contracts. Included within BAT Group debt is £7,145 million of debt subject to fair
value hedges.

3 The BAT Group had indirect indebtedness concerning certain leaf supply arrangements, with a maximum exposure of
£105m, and guarantees related to borrowings in the BAT Group’s Algerian business (£4 million). The BAT Group had
no or contingent indebtedness at 31 March 2017.

The information as at 31 March 2017 is unaudited. The statement of indebtedness has been extracted
without material adjustment from the management accounts of the BAT Group, which have been
prepared using policies that are consistent with those used in preparing the historical financial
information as disclosed in Part XIV (Historical Financial Information of the BAT Group) of this
Prospectus.
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HISTORICAL FINANCIAL INFORMATION OF THE BAT GROUP

1. Historical financial information

PART XIV

The following documents, which have been filed with the FCA and are available for inspection in
accordance with paragraph 24 of Part XIX (Additional Information) of this Prospectus, contain financial
information which is relevant to the Proposed Acquisition:

e BAT’s Annual Report 2016, containing BAT’s audited consolidated financial statements for the
year ended 31 December 2016, together with an audit report in respect of that period and a
discussion of BAT’s financial performance;

e BAT’s Annual Report 2015, containing BAT’s audited consolidated financial statements for the
year ended 31 December 2015, together with an audit report in respect of that period and a
discussion of BAT’s financial performance; and

e BAT’s Annual Report 2014, containing BAT’s audited consolidated financial statements for the
year ended 31 December 2014, together with an audit report in respect of that period and a
discussion of BAT’s financial performance.

2. Information incorporated by reference

The table below sets out the various sections of the documents referred to above which are
incorporated by reference into, and form part of, this Prospectus so as to provide certain information
required pursuant to the Prospectus Rules, and only the parts of the documents identified below are
incorporated and form part of, this Prospectus. To the extent that any part of the information referred to
below itself contains information which is incorporated by reference, such information shall not form

part of this Prospectus.

Reference

For the year ended 31 December 2016

BAT Annual Report 2016 ...........ccooveviiienanes
BAT Annual Report 2016 ............ccooveviiiinnnns
BAT Annual Report 2016 ...........cccceiiiiininnn.
BAT Annual Report 2016 ...........cccevvvininennnn.
BAT Annual Report 2016 ...........ccceeiiinennnn.
BAT Annual Report 2016 ...........cccccvvinienennnn.
BAT Annual Report 2016 ...........ccocveviiiennnes

For the year ended 31 December 2015

BAT Annual Report 2015 ...,
BAT Annual Report 2015 ..........coiiiiinien
BAT Annual Report 2015 ..ot
BAT Annual Report 2015 ..ot
BAT Annual Report 2015 ...........ccoooiiiiinne.
BAT Annual Report 2015 ..........coooiiiiiiiennn.
BAT Annual Report 2015 ..........ccooeiiiiiiiiinnn.

For the year ended 31 December 2014

BAT Annual Report 2014 ............cccoeiiininnnn.
BAT Annual Report 2014 ...........ccceiiiiinennnn.
BAT Annual Report 2014 ...........coceoiiiiiiennnn.
BAT Annual Report 2014 ...........cccoiiiiiiinn.
BAT Annual Report 2014 .........ccooviiiiiiineanes
BAT Annual Report 2014 .........cccooiiiiiiieinnes
BAT Annual Report 2014 ............cccoeiiinennnn.

Page

Information incorporated by reference numb%r(s)

Independent auditor’s report 84
Group balance sheet 91
Group income statement 88
Group statement of comprehensive income 89
Group statement of changes in equity 90
Group cash flow statement 92
Notes on the accounts 93
Independent auditor’s report 121
Group balance sheet 128
Group income statement 128
Group statement of comprehensive income 125
Group statement of changes in equity 127
Group cash flow statement 130
Notes on the accounts 131
Independent auditors’ report 116
Group balance sheet 124
Group income statement 121
Group statement of comprehensive income 122
Group statement of changes in equity 123
Group cash flow statement 126
Notes on the accounts 127
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PART XV
HISTORICAL FINANCIAL INFORMATION OF THE RAI GROUP

Section A: Historical financial information of the RAI Group

The unaudited consolidated financial statements for the RAI Group for the three months ended
31 March 2017 are included at Part A of Appendix 2 (RAI’s Financial Statements) of this Prospectus.
The audited consolidated financial statements for the RAI Group for the years ended 31 December
2016, 2015 and 2014, together with the independent audit reports in respect of those financial
statements are included at Part B of Appendix 2 (RA/I’s Financial Statements) of this Prospectus. The
audited consolidated financial statements for the RAI Group for the years ended 31 December 2015,
2014 and 2013, together with the independent audit report in respect of those financial statements are
included at Part C of Appendix 2 (RAl's Financial Statements) of this Prospectus. The financial
information relating to the RAI Group in this Prospectus has been prepared in accordance with
US GAAP.
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Section B: Unaudited reconciliations of the RAI Group’s historical financial information

1. Unaudited reconciliations of the RAI Group’s historical financial information to BAT’s
accounting policies

The following unaudited reconciliations summarise the material adjustments which reconcile the RAI
Group’s consolidated net income (profit for the period) for the three months ended 31 March 2017 and
each of the three years ended 31 December 2016, 2015 and 2014, as well as the balance sheet (total
equity) as at 31 March 2017, 31 December 2016, 2015 and 2014, as previously reported by the RAI
Group, to estimate those that would have been reported had the RAI Group applied the accounting
policies used by the BAT Group in the preparation of its consolidated financial statements for the three
months ended 31 March 2017 and the years ended 31 December 2016, 2015 and 2014.

These differences relate to methods for recognition and measurement of the amounts shown in the
consolidated financial statements. The reconciliation does not seek to reflect any changes to the
judgements made by RAI in preparing the underlying RAI Group financial information and does not
reflect any fair value adjustments which the Board will need to make as a result of the Proposed
Acquisition or would have made had the Proposed Acquisition happened at any other date during the
historical period shown.

The following unaudited reconciliations present the effect of the material differences between the RAI
Group’s accounting policies (using US GAAP) and the BAT Group’s accounting policies (using IFRS
(EV)); the adjustment to the balance sheet (total equity) is a cumulative adjustment whereas the net
income adjustment represents the effect for the accounting period only and therefore does not
correspond with the total equity adjustment amount for the corresponding accounting period.

11 Unaudited reconciliation of the RAIl Group’s profit for the period ended 31 March 2017
and the years ended 31 December 2016, 2015 and 2014

For the three
months ended  For the year ended 31 December

(in $ millions) 31 March 2017 2016 2015 2014
Net income for the period attributable to RAI as reported

by RAI (US GAAP) ! .. 780 6,073 3,253 1,470
Adjusted for differences from BAT accounting policies:

Inventory — LIFOZ ... ... 2 9) (30) (1
Defined benefit plans® ... (21) (72) 35 181
Consolidated profit for the period attributable to RAI

under BAT accounting policies (IFRS (EU)) .............. 761 5,992 3,258 1,650
1 The consolidated profit of the RAI Group for the years ended 31 December 2016, 2015 and 2014 has been extracted

without material adjustment from the RAI Group’s consolidated financial statements for each of the respective years
included in RAI's Annual Report on Form 10-K for the year ended 31 December 2016 and in Appendix 2 of this
document. The consolidated profit of the RAI Group for the three months ended 31 March 2017 has been extracted
without material adjustment from the RAI Group’s consolidated financial statements included within RAlI's Quarterly
Report on Form 10-Q for the quarterly period ended 31 March 2017.

2 Under US GAAP, the RAI Group has historically accounted for the cost of tobacco inventories principally under the
last-in, first-out, (“LIFO”) method. The LIFO method of accounting for inventory is not allowed under IFRS (EU) and
BAT accounts for these inventories based on the weighted average cost method. Consequently, the RAI Group’s LIFO
charge/(gain) to raw materials and consumables used during the year ended 31 December 2016 of $15 million (2015:
$50 million; 2014: $2 million; Q1 2017: $(4) million) has been adjusted with a related impact to income taxes of
$6 million (2015: $20 million; 2014: $1 million; Q1 2017: $2 million).

3 Under US GAAP the expected return on pension plan assets is used to calculate the return component of net periodic
benefit costs, with the difference between the actual and expected rate of return recognised as a component of
actuarial (gains) losses within accumulated other comprehensive income with subsequent recognition in operating
results to the extent the net (gains) losses are in excess of the corridor. Under IFRS (EU) as applied by BAT, net
interest cost on defined benefit plans, a component of defined benefit costs, is calculated by applying the discount rate
assumption to the net defined benefit liability. The difference between actual return on plan assets and the component
of net interest derived from plan assets is recognised in accumulated other comprehensive income as a component of
remeasurement gains and losses. IFRS (EU) does not permit recognition of remeasurement gains and losses in profit
in current or future periods.

As a result, employee benefit costs for the year ended 31 December 2016 reflects an adjustment to increase the
charge by $80 million (2015: $98 million decrease; 2014: $340 million decrease; Q1 2017: $41 million). This comprises
a combination of a debit to net periodic benefit cost of $125 million (2015: $148 million; 2014: $112 million; Q1 2017:
$41 million) and the reversal of the RAI Group’s “mark to market” adjustment to record actuarial gains in excess of
corridor amounting to $45 million in 2016 (2015: $246 million; 2014: $452 million; Q1 2017: $nil). The related impact to
taxation on ordinary activities is $32 million (2015: $39 million; 2014: $135 million; Q1 2017: $16 million).
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Under US GAAP, prior service costs are recognised in accumulated other comprehensive income at the date of the
adoption of the plan amendment and then amortised into income. Under IFRS (EU), prior service costs cannot be
spread over a future service period but rather are recognised immediately. Accordingly, employee benefit costs for the
year ended 31 December 2016 reflects adjustment to increase (decrease) the charge by $39 million (2015: $39 million;
2014: $39 million; Q1 2017: $(8) million) to reverse prior service cost gains which were amortised to income in the
period. The related impact to taxation on ordinary activities is $15 million (2015: $15 million; 2014: $15 million; Q1
2017: $4 million).

1.2 Unaudited reconciliation of the RAI Group’s consolidated income statement under BAT
Group accounting policies and income statement presentation for the year ended
31 December 2016
Reclassifications and US GAAP to IFRS (EU)
adjustments

Historical Adjusted Adjusted

RAI RAI RAI

(Us LIFO Revenue (IFRS (IFRS

(in millions) GAAP)? Reclassifications® Inventories* Pensions5¢ recognition’” (EU)) (EU))8
Netsales ........cccoeeevveeeeneennn. $ 12,277" $ (12,277) $ -3 -3 -3 - £ -
Net sales, related party ........... 226 (226) - - - - -
Revenue............ccooeeiiiiiinn. - 12,503 - - 8 12,511 9,233

Raw materials and

consumables used ................. - (4,594) (15) - (8) (4,617)  (3,407)
Changes in inventories of

finished goods and work in

PrOGreSS ....cvvneiineiieiiaeiiaennees - (15) - - - (15) (11)
Cost of products sold ..... 4,841 - - - - -
Employee benefit costs (821) - (119) - (940) (694)
Selling, general and

administrative expenses........... (1,931) 1,931 - - - - -
Gain on Divestiture.................. 4,861 (4,861) - - - - -
Depreciation, amortisation and

impairment costs.................... - (123) - - - (123) (91)
Amortisation expense ............. (23) 23 - - - - -
Other operating income............ - 4,861 - - - 4,861 3,587
Other operating expenses........ - (1,242) - - - (1,242) (916)
Profit from operations........... 10,569 - (15) (119) - 10,435 7,701
Interest and debt expense ....... (626) 626 - - - - -
Interestincome ...................... 8 (8) - - - - -
Other income/expenses, net..... (260) 260 - - - - -
Net finance .........c..ccooeiiinne - (878) - - - (878) (648)
Share of post-tax results of

associates and joint ventures ... - - - - - - -
Profit before taxation ............ 9,691 - (15) (119) - 9,557 7,053
Provision for income taxes........ (3,618) 3,618 - - - - -
Taxation on ordinary

activities ........ooocoiiiii - (3,618) 6 47 - (3,565) (2,631)
Profit for the year ................. 6,073 - 9) (72) - 5,992 4,422
Attributable to:

Owners of the parent ....... 6,073 - (9) (72) - 5,992 4,422

Non-controlling interests

1
2

Excludes duty, excise and other taxes of $4,343 million (£3,205 million).

The RAI Group’s income statement line items are directly extracted without material adjustment from the RAI Group’s
consolidated income statement for the year ended 31 December 2016 as set out within RAI's Form 10-K. The order of
the line items may be different from those in the RAI Group’s consolidated income statement to allow each line to be
matched to the presentational format of the BAT Group’s consolidated income statement.

The classification of certain items presented by the RAI Group under US GAAP has been modified in order to align
with the presentation used by BAT under IFRS (EU). Modifications to the RAI Group’s historical income statement
presentation include: presentation of “Net sales” and “Net sales, related party” together within revenue; separate
presentation of components of cost of sales into raw materials and consumables used, changes in inventories of
finished goods and work in progress, employee benefit costs and depreciation, amortisation and impairment costs;
separate presentation of components of selling, general and administrative expenses into employee benefit costs,
depreciation, amortisation and impairment costs and other operating expenses; presentation of gain on divestiture in
other operating income; presentation of amortisation expense and asset impairment charges within depreciation,
amortisation and impairment costs; and presentation of interest and debt expense, interest income and other income/
expenses (net) within net finance (costs)/income.

Under US GAAP, the RAI Group has historically accounted for the cost of tobacco inventories principally under the
LIFO method. The LIFO method of accounting for inventory is not allowed under IFRS (EU), and BAT accounts for
these inventories based on the weighted average cost method. Consequently, $139 million and the related benefit to
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raw materials and consumables used of $15 million, have been adjusted with a related impact to provision for income
taxes of $6 million. The net impact to retained earnings is $139 million.

5 Under US GAAP the expected return on pension plan assets is used to calculate the return component of net periodic
benefit costs, with the difference between the actual and expected rate of return recognised as a component of
actuarial (gains) losses within accumulated other comprehensive income with subsequent recognition in operating
results to the extent the net (gains) losses are in excess of the corridor. Under IFRS (EU) as applied by BAT, net
interest cost on defined benefit plans, a component of defined benefit costs, is calculated by applying the discount rate
assumption to the net defined benefit liability. The difference between actual return on plan assets and the component
of net interest derived from plan assets is recognised in accumulated other comprehensive income as a component of
remeasurement gains and losses. IFRS (EU) does not permit recognition of remeasurement gains and losses in profit
in current or future periods.

As a result, employee benefit costs for the year ended 31 December 2016 reflects an adjustment to increase the
charge by $80 million. This comprises a combination of a debit to net periodic benefit cost of $125 million and the
reversal of the RAI Group’s “mark to market” adjustment to record actuarial gains in excess of corridor amounting to
$45 million in 2016. The related impact to taxation on ordinary activities is $32 million.

6 Under US GAAP, prior service costs are recognised in accumulated other comprehensive income at the date of the
adoption of the plan amendment and then amortised into income. Under IFRS (EU), prior service costs cannot be
spread over a future service period but rather are recognised immediately. Accordingly, employee benefit costs for the
year ended 31 December 2016 reflects an adjustment to increase the charge by $39 million to reverse prior service
cost gains which were amortised to income in the period. The related impact to taxation on ordinary activities is
$15 million.

7 The RAI Group has deferred certain sales transactions as these constitute bill and hold transactions under US GAAP.
Under IFRS (EU) as applied by BAT, these transactions are determined to meet the revenue recognition criteria
requiring the transfer of risks and rewards to the customer prior to period end and have been recognised accordingly.

8 The RAI Group’s presentation currency is USD, while BAT’s presentation currency is GBP. Thus, RAI's adjusted
income statement was translated using an exchange rate of £0.73801/$1, which was the mid-market weighted average
rate for the year ended 31 December 2016.

1.3 Unaudited reconciliation of the RAI Group’s balance sheet as at 31 March 2017,
31 December 2016, 2015 and 2014

For the three
months ended For the year ended 31 December
(in $ millions) 31 March 2017 2016 2015 2014
Consolidated total equity as
reported by RAI (US GAAP)' .......... 21,706 21,711 18,252 4,522

Adjusted for differences from BAT

accounting policies:

Inventory —LIFO2..........coooiiiiinnne. 87 85 94 124
Consolidated total equity of RAI

under BAT accounting policies

(IFRS (EU)) ..o 21,793 21,796 18,346 4,646

1 The consolidated total equity of the RAI Group as at 31 December 2016, 2015 and 2014 has been extracted without
material adjustment from the RAI Group’s consolidated financial statements for each of the respective years included
in RAI's Annual Report on Form 10-K for the year ended 31 December 2016. The consolidated profit of the RAI Group
for the three months ended 31 March 2017 has been extracted without material adjustment from the RAI Group’s
consolidated financial statements included within RAI's Quarterly Report on Form 10-Q for the quarterly period ended
31 March 2017.

2 Under US GAAP, RAI has historically accounted for the cost of tobacco inventories principally under the LIFO method.
The LIFO method of accounting for inventory is not allowed under IFRS (EU), and BAT accounts for these inventories
based on the weighted average cost method. Consequently, as at 31 December 2016, $139 million (2015:
$154 million; 2014: $204 million; Q1 2017: $143 million) has been adjusted with a related impact to provision for
income taxes of $54 million (2015: $60 million; 2014: $80 million; Q1 2017: $56 million). The net impact to retained
earnings is $85 million (2015: $94 million; 2014: $124 million; Q1 2017: $87million).
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1.4 Unaudited reconciliation of the RAI Group’s consolidated balance sheet under BAT
Group accounting policies and balance sheet presentation as at 31 December 2016

Reclassifications and US GAAP to IFRS (EU)
adjustments

Historical Adjusted Adjusted
RAI RAI RAI
(us LIFO Revenue (IFRS (IFRS
(in millions) GAAP)!" Reclassifications? Inventories® Pensions* recognition® (EU)) (EU))e

Assets

Non-current assets

GoodWill ........ooeeiieiiiiiie $ 15,992 $ (15,992) $ -3 -3 -3 - £ -
Trademarks and other intangible

assets, net of accumulated

amortisation ...........co.ceeiiieinnn. 29,444 (29,444) - - - - -
Intangible assets...................... - 45,463 - - - 45,463 36,782
Property, plant and equipment,

Net ..o 1,348 (1,348) - - - - -
Property, plant and equipment ... - 1,321 - - - 1,321 1,069
Investments in associates and

jointventures ..........co.coei. - - - - - - -
Retirement benefit assets.......... - - - - - - -
Deferred tax assets .................. - - - - - - -
Other assets and deferred

charges.......coocovviiiiiiiiiien, 73 (73) - - - - -
Trade and other receivables ...... - 73 - - - 73 59
Available-for-sale investments.... - - - - - - -
Derivative financial

instruments..............ocooeens - - - - - - -

Total non-current assets......... 46,857 - - - - 46,857 37,910

Current assets

Inventories...........ccceeeeiiiniinn. 1,645 - 139 - (25) 1,759 1,423
Income tax receivable............... - - - - - - -
Accounts receivable ................. 66 (66) - - - - -
Accounts receivable, related

PAMY . 113 (113
Other receivables..................... 10 (10
Other current assets................. 353 (353
Trade and other receivables ...... - 542 - - - 542 439
Available-for-sale instruments .... - - - - - - -
Derivative financial

instruments.............cocooeen - - - - - - -
Deferred income taxes, net........ - - -
Cash and cash equivalents........ 2,051 - - - - 2,051 1,659
Assets classified as

held-for-sale............................ - - - - - - -

Total current assets ............... 4,238 - 139 - (25) 4,352 3,521
Totalassets........................... 51,095 - 139 - (25) 51,209 41,431

==
'
'
'
'
'

Equity

Capital and reserves

Share capital..... - - - - - - -
Paid-in capital 18,285 (18,285) - - - - -
Share premium, capital

redemption and merger

FESEIVES . ueviviiiniieiieeieeenaaenns - 18,285 - - - 18,285 14,794
Accumulated other

comprehensive [0Ss ................. (314) 314 - - - - -
Otherreserves ............cocoeeuen... - (314) - 88 - (226) (183)
Retained earnings.................... 3,740 - 85 (88) - 3,737 3,023

Owners of the parent................. 21,711 - 85 - - 21,796 17,634
Non-controlling interests ........... - - - - - - -
Total equity .............ceeevineennnn. 21,711 - 85 - - 21,796 17,634
Liabilities

Non-current liabilities

Long-term debt (less current

maturities) ..........cccevvveiiiiiinns 12,664 (12,664) - - - - -
Borrowings .........coocoviiiiiiiiennn. - 12,664 - - - 12,664 10,246
Long-term retirement benefits

(less current portion) ................ 1,869 (1,869) - - - - -
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Reclassifications and US GAAP to IFRS (EU)

adjustments
Historical Adjusted Adjusted
RAI RAI RAI
(us LIFO Revenue (IFRS (IFRS

(in millions) GAAP)!" Reclassifications? Inventories® Pensions* recognition® (EU)) (EU))e
Retirement benefit liabilities ....... - 1,869 - - - 1,869 1,512
Long-term deferred income
taxes, net ........ccooveiiiiiiiiiin 9,607 (9,607) - - - - -
Deferred tax liabilities ............... - 9,607 54 - - 9,661 7,817
Long-term deferred revenue,
related party..........cocooeeeiiinnnnn. 39 (39) - - - - -
Other non-current liabilities ........ 220 (220) - - - - -
Other provisions for liabilities
and charges..........ccooevvieiineennns - 39 - - (25) 14 11
Trade and other payables.......... - 82 - - - 82 66
Derivative financial
instruments.................... - - - - - - -
Total non-current liabilities ..... 24,399 (138) 54 - (25) 24,290 19,652
Current Liabilities
Current maturities of long-term
debt. .o 501 (501) - - - - -
Borrowings .........ccooeiiiiiiinnnnn. - 501 - - - 501 405
Income tax payable .................. - - - - - - -
Tobacco settlement accruals...... 2,498 (2,498) - - - - -
Other current liabilities .............. 1,036 (1,036) - - - - -
Other provisions for liabilities
and charges..........ccooevvievineennns - 2,636 - - - 2,636 2,133
Accounts payable .................... 221 (221) - - - - -
Due to related party.................. 7 (7) - - - - -
Deferred revenue, related
PAMY ..o 66 (66) - - - - -
Dividends payable on RAI
Shares ......coovvviiiiiiiiiiiis 656 (656) - - - - -
Trade and other payables.......... - 1,986 - - - 1,986 1,607
Derivative financial
instruments.................... - - - - - - -
Total current liabilities ............ 4,985 138 - - - 5,123 4,145
Total equity and liabilities ....... 51,095 - 139 - (25) 51,209 41,431
1 The RAI Group’s balance sheet line items are directly extracted without material adjustment from the RAI Group’s

consolidated balance sheet as at 31 December 2016 as set out in RAI's Annual Report on Form 10-K for the year
ended 31 December 2016. The order of the line items may be different from those in the RAI Group’s consolidated
balance sheet to allow each line to be matched to the presentational format of the BAT Group’s consolidated balance
sheet.

The classification of certain items presented by the RAI Group under US GAAP has been modified in order to align
with the presentation used by BAT under IFRS (EU). Modification to RAIl's historical balance sheet presentation
include: presentation of goodwill within intangible assets; presentation of trademarks and other intangible assets, net of
accumulated amortization, within intangible assets; presentation of other assets and deferred charges, other
receivables, accounts receivable, accounts receivable (related party) and other current assets together within trade
and other receivables (current and non-current as applicable); presentation of tobacco settlement accruals, other
current liabilities and liabilities for uncertain tax benefits together within other provisions for liabilities and charges
(current); presentation of liabilities for uncertain tax benefits from other noncurrent liabilities to other provisions for
liabilities and charges (current); and presentation of accounts payable, due to related party, deferred revenue related
party and dividends payable on common stock together within other provisions for liabilities and charges (non-current).

Under US GAAP, RAI has historically accounted for the cost of tobacco inventories principally under the LIFO method.
The LIFO method of accounting for inventory is not allowed under IFRS (EU), and BAT accounts for these inventories
based on the weighted average cost method. Consequently, $139 million has been adjusted with a related impact to
provision for income taxes of $54 million. The net impact to retained earnings is $85 million.

Under US GAAP, prior service costs are recognised in accumulated other comprehensive income at the date of the
adoption of the plan amendment and then amortised into income. Under IFRS (EU), prior service costs cannot be
spread over a future service period but rather are recognised immediately. Accordingly, accumulated prior service cost
gains of $88 million (net of tax) recorded in accumulated other comprehensive income relating to periods prior to and
including 2016 have been reclassified to retained earnings.

RAI has deferred certain sales transactions as these constitute bill and hold transactions under US GAAP. Under IFRS
(EU) as applied by BAT, these transactions are determined to meet the revenue recognition criteria requiring the
transfer of risks and rewards to the customer prior to period end and have been recognised accordingly.

RAI's presentation currency is USD, while BAT’s presentation currency is GBP. Thus, RAI's adjusted balance sheet
was translated using an exchange rate of £0.80906/$1, which was the spot rate at 31 December 2016.
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Section C: Historical financial information of the Lorillard Group

1. Historical financial information of the Lorillard Group for the year ended 31 December
2014

The audited consolidated financial statements for the Lorillard Group for the year ended 31 December
2014, together with the independent audit report in respect of those financial statements, are included
at Part A of Appendix 3 (Lorillard’s Financial Statements) of this Prospectus. The financial information
relating to the Lorillard Group in this document has been prepared in accordance with US GAAP.

2, Historical financial information of the Lorillard Group for the period from 1 January 2015
to 11 June 2015

The financial information of the Lorillard Group for the period from 1 January 2015 to 11 June 2015 is
included at Part B of Appendix 3 (Lorillard’s Financial Statements) of this Prospectus.

186



3. Accountant’s report on the historical financial information of the Lorillard Group for the
period from 1 January 2015 to 11 June 2015

KPMG

The Directors

British American Tobacco p.l.c.
Globe House

4 Temple Place

London WC2R 2PG

14 June 2017

Ladies and Gentlemen

British American Tobacco p.l.c.: proposed acquisition of Reynolds American Inc. and its
historical acquisition of Lorillard Inc.

We report on the financial information set out on pages 704 to 752 of the prospectus dated 14 June
2017 for the period from 1 January 2015 to 11 June 2015. This financial information has been prepared
for inclusion in the prospectus on the basis of the accounting policies set out in note 1. This report is
required by Item 20.1 of Annex 1 of the Prospectus Directive Regulation and is given for the purpose of
complying with that paragraph and for no other purpose.

Responsibilities

The Directors of British American Tobacco p.l.c. are responsible for preparing the financial information
on the basis of preparation set out in note 1 to the financial information and in accordance with United
States Generally Accepted Accounting Principles.

It is our responsibility to form an opinion on the financial information and to report our opinion to you.

Save for any responsibility arising under Prospectus Rule 5.5.3R (2)(f) to any person as and to the
extent there provided, to the fullest extent permitted by law we do not assume any responsibility and
will not accept any liability to any other person for any loss suffered by any such other person as a
result of, arising out of, or in connection with this report or our statement, required by and given solely
for the purposes of complying with paragraph 23.1 of Annex | of the Prospectus Directive Regulation,
consenting to its inclusion in the prospectus.

Basis of Opinion

We conducted our work in accordance with Standards for Investment Reporting issued by the Auditing
Practices Board in the United Kingdom. Our work included an assessment of evidence relevant to the
amounts and disclosures in the financial information. It also included an assessment of the significant
estimates and judgments made by those responsible for the preparation of the financial information
and whether the accounting policies are appropriate to the entity’s circumstances, consistently applied
and adequately disclosed.

We planned and performed our work so as to obtain all the information and explanations which we
considered necessary in order to provide us with sufficient evidence to give reasonable assurance that
the financial information is free from material misstatement whether caused by fraud or other
irregularity or error.

Opinion

In our opinion, the financial information gives, for the purposes of the prospectus dated 14 June 2017,
a true and fair view of the state of affairs of Lorillard Inc. as at 11 June 2015 and of its profits, cash
flows and changes in equity for the period 1 January to 11 June 2015 in accordance with the basis of
preparation set out in note 1 and in accordance with United States Generally Accepted Accounting
Principles.
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Declaration

For the purposes of Prospectus Rule 5.5.3R (2)(f) we are responsible for this report as part of the
prospectus and declare that we have taken all reasonable care to ensure that the information
contained in this report is, to the best of our knowledge, in accordance with the facts and contains no

omission likely to affect its import. This declaration is included in the prospectus in compliance with
paragraph 1.2 of Annex | of the Prospectus Directive Regulation.

Yours faithfully

KPMG LLP
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Section D: Unaudited reconciliations of the Lorillard Group’s historical financial information

1. Unaudited reconciliations of the Lorillard Group’s historical financial information for the
year ended 31 December 2014 and the period from 1 January 2015 to 11 June 2015 to
BAT’s accounting policies

The following unaudited reconciliations summarise the material adjustments which reconcile the
Lorillard Group’s income for the year ended 31 December 2014 and the period from 1 January 2015 to
11 June 2015; as well as the balance sheet (shareholders’ deficit) as at 31 December 2014 and
11 June 2015, included in Appendix 3 (Lorillard’s Financial Statements) of this Prospectus, and to
estimates of those that would have been reported had the Lorillard Group applied the accounting
policies used by the BAT Group in the preparation of its consolidated financial statements for the year
ended 31 December 2016.

These differences relate to methods for recognition and measurement of the amounts shown in the
consolidated financial statements. The reconciliation does not seek to reflect any changes to the
judgements made by Lorillard in preparing the underlying Lorillard Group financial information and
does not reflect any fair value adjustments made following the Lorillard Merger or any fair value
adjustments which the BAT Board will need to make as a result of the Proposed Acquisition or would
have made had the Proposed Acquisition happened at any other date during the historical period
shown.

The following unaudited reconciliations present the effect of the material differences between the
Lorillard Group’s accounting policies using US GAAP and the BAT Group’s accounting policies using
IFRS (EU); the adjustment to the balance sheet (shareholders’ deficit) is a cumulative adjustment
whereas the net income adjustment represents the effect for the accounting period only and therefore
does not correspond with the total equity adjustment amount for the corresponding accounting period.

1.1 Unaudited reconciliation of the Lorillard Group’s net income for the period from
1 January 2015 to 11 June 2015 and the year ended 31 December 2014

1 January 2015 to 11 June  For the year ended 31

($ millions) 2015 December 2014

Net Income for the period attributable to Lorillard as

reported by Lorillard (US GAAP)'...........c.ooeiiniinne. 534 1,187

Adjusted for differences from BAT accounting policies:

Inventory — LIFOZ ... ... 24 11

Defined benefit plans3............ccooiiiii (4) (21)

Consolidated profit for the period attributable to
Lorillard under BAT accounting policies (IFRS
(BU)) e 554 1,177

1 The net income of the Lorillard Group for the year ended 31 December 2014 has been extracted without material
adjustment from the Lorillard Group’s consolidated financial statements included in Part A of Appendix 3 (Lorillard’s
Financial Statements) of this Prospectus. The net income of the Lorillard Group for the period from 1 January 2015 to
11 June 2015 has been extracted without material adjustment from the Lorillard Group’s consolidated financial
statements incorporated by reference from Appendix 2 (Lorillard Financial Information) of the Circular.

2 Under US GAAP, the Lorillard Group has historically accounted for the cost of tobacco inventories principally under the
LIFO method. The LIFO method of accounting for inventory is not allowed under IFRS (EU) and BAT accounts for
these inventories based on the weighted average cost method. Consequently, the Lorillard Group’s LIFO charge to
raw materials and consumables used during the year ended 31 December 2014 of $19 million (1 January 2015 to
11 June 2015: $40 million) has been adjusted with a related impact to income taxes of $8 million (1 January 2015 to
11 June 2015: $16 million).

3 Under US GAAP, the expected return on pension plan assets is used to calculate the return component of net periodic
benefit costs, with the difference between the actual and expected rate of return recognised as a component of
actuarial (gains) losses within accumulated other comprehensive income with subsequent recognition in operating
results to the extent the net (gains) losses are in excess of the corridor. Under IFRS (EU) as applied by BAT, net
interest cost on defined benefit plans, a component of defined benefit costs, is calculated by applying the discount rate
assumption to the net defined benefit liability. The difference between actual return on plan assets and the component
of net interest derived from plan assets is recognised in accumulated other comprehensive income as a component of
remeasurement gains and losses. IFRS (EU) does not permit recognition of remeasurement gains and losses in profit
in current or future periods.

As a result, employee benefit costs for the year ended 31 December 2014 reflects an adjustment to increase the
charge by $35 million (1 January 2015 to 11 June 2015: $6 million). This consists of an increase in net period benefit
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costs of $43 million (1 January 2015 to 11 June 2015: $18 million) and the reversal of amortisation of actuarial losses
of $8 million in 2014 (1 January 2015 to 11 June 2015: $12 million). The related impact to taxation on ordinary
activities is $14 million (1 January 2015 to 11 June 2015: $2 million).

1.2 Unaudited reconciliation of the Lorillard Group’s balance sheet as at 11 June 2015 and
31 December 2014

($ millions) As at 11 June 2015  As at 31 December 2014

Consolidated total shareholders’ deficit as reported by

Lorillard (US GAAP) ... (2,074) (2,182)

Adjusted for differences from BAT accounting policies:

Inventory — LIFO2 ... 195 171

Consolidated net assets of Lorillard under BAT

accounting policies (IFRS (EU)) ..............ccooiiiiiiiiinnnn. (1,879) (2,011)

1 The consolidated total shareholders’ deficit of the Lorillard Group as at 31 December 2014 has been extracted without

material adjustment from the Lorillard Group’s consolidated financial statements included at Part A of Appendix 3
(Lorillard’s Financial Statements) of this Prospectus. The consolidated total shareholders’ deficit of the Lorillard Group
as at 11 June 2015 has been extracted without material adjustment from Lorillard Group’s consolidated financial
statements incorporated by reference from Appendix 2 (Lorillard Financial Information) of the Circular.

2 Under US GAAP, the Lorillard Group has historically accounted for the cost of tobacco inventories principally under the
LIFO method. The LIFO method of accounting for inventory is not allowed under IFRS (EU) and BAT accounts for
these inventories based on the weighted average cost method. Consequently, the Lorillard Group’s LIFO reserve as at
31 December 2014 of $283 million (11 June 2015: $323 million) has been adjusted with a related impact to provision
for income taxes of $112 million (1 January 2015 to 11 June 2015: $128 million). The net impact to retained earnings is
$171 million (11 June 2015: $195 million).
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PART XVI
UNAUDITED PRO FORMA FINANCIAL INFORMATION OF THE COMBINED GROUP

Section A. Unaudited pro forma financial information for the Combined Group

The Unaudited Pro Forma Financial Information has been prepared on the basis of the notes set out
below to illustrate the effect of the Proposed Acquisition and the related financing on the income
statement of the BAT Group as if it had occurred on 1 January 2016, and on the balance sheet of the
BAT Group as if it had occurred on 31 December 2016.

The Unaudited Pro Forma Financial Information has been prepared in accordance with Annex Il of the
Prospectus Directive and in a manner consistent with the accounting policies adopted by the BAT
Group in preparing the audited consolidated financial statements for the year ended 31 December
2016.

This Unaudited Pro Forma Financial Information has been prepared for illustrative purposes only and,
because of its nature, addresses a hypothetical situation and therefore does not represent the BAT
Group’s or the RAI Group’s actual financial position or results. It does not purport to represent what the
Combined Group’s financial position actually would have been if the Proposed Acquisition and the
related financing had been completed on the dates indicated, nor is it indicative of the results that may
or may not be expected to be achieved in the future.

The Unaudited Pro Forma Financial Information does not constitute a statutory account within the
meaning of section 434 of the Companies Act 2006. Prospective investors should read the whole of
this Prospectus and not rely solely on the summarised financial information contained in this Part XVI.

1. Unaudited pro forma income statement relating to the Combined Group for the year ended
31 December 2016 giving effect to the Proposed Acquisition.

Pro forma adjustments

Historical Total pro
(In £ millions, except as otherwise BAT RAI Proposed forma
noted) (IFRS) (IFRS) Financing Acquisition Notes combined
Note 2 Note 3 Note 4 Note 5
Revenue.........cocoooviiiiiiiiiiiin, 14,751 9,233 - (182) 5(c) 23,802
Raw materials and consumables 5(b)(6),
USEd .oiviii (3,777) (3,407) - (294) 5(c) (7,478)
Changes in inventories of finished
goods and work in progress............ 44 (11) - - 33
Employee benefit costs ................. (2,274) (694) - (15) 5(b)(4) (2,983)
Depreciation, amortisation and
impairment costs ..................o.ll. (607) (91) - (58) 5(b)(7) (756)
Gain on step acquisition ................ - - - 23,424  5(b)(11) 23,424
Other operating income ................. 176 3,587 - 9) 5(c) 3,754
Other operating expenses.............. (3,658) (916) - (138)2  5(a), 5(c) (4,712)
Profit from operations ................. 4,655 7,701 - 22,728 35,084
4(b),
Net finance (costs)/income....... (637) (648) (361)3 46 5(b)(5) (1,600)
Share of post-tax results of
associates and joint ventures.... 2,227 - - (1,880)  5(b)(11) 347
Profit before taxation .................. 6,245 7,053 (361) 20,894 33,831
Taxation ........coocveiiiiiininn. (1,406) (2,631) 101 (7,955)4 5(a), (11,891)
5(b)(4),
5(b)(5),
5(b)(6),
5(b)(7),
5(b)(11)
Profit for theyear........................ 4,839 4,422 (260) 12,939 21,940
Attributable to:
Owners of the parent .............. 4,648 4,422 (260) 12,939 21,749
Non-controlling interests .......... 191 - - - 191
4,839 4,422 (260) 12,939 21,940
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Pro forma adjustments

Historical Total pro
(in £ millions, except as otherwise BAT RAI Proposed forma
noted) (IFRS) (IFRS) Financing Acquisition Notes combined
Note 2 Note 3 Note 4 Note 5
Earnings per share
Basic (pence).........ccoeveinnis 250.2 957.3 (5)
Diluted (pence).................... 249.2 953.0 (5)
Weighted average shares outstanding in
millions of shares
BasiC......coooviiiiii 1,858 434 2,292 (5)
Diluted.......coooiiiiiiin 1,865 437 2,302 (5)

Includes £(476) million recognised in respect of the fair value uplift to the RAI Group’s inventory and £182 million of
intercompany eliminations. See notes 5(b)(6) and 5(c) respectively below for further details.

Includes £(211) million of incremental transaction costs and £73 million of intercompany eliminations. See notes 5(a)
and 5(c) respectively below for further details.

Includes an adjustment to interest expenses of £(356) million and a £(5) million adjustment in respect of facility fees to
be incurred with respect to Revolving Facility A. See note 4(b) for further details.

Includes £47 million in respect of the tax impact of transaction costs, £6 million in respect of the tax impact of
additional compensation expenses relating to post-combination services, £(18) million in respect of the tax impact of
lower interest expenses relating to the step-up in fair value of existing RAI Group debt, £(3) million in respect of the tax
impact of the elimination of debt issuance costs, £188 million in respect of the tax impact of the unwind of the fair value
uplift to the RAI Group’s inventory, £23 million in respect of the tax impact of amortisation of intangible assets
recognised on acquisition and £(8,198) million in respect of the tax impact of the gain on step acquisition. See notes

5(a), 5(b)(4), 5(b)(5), 5(b)(6), 5(b)(7) and 5(b)(11) respectively below for further details.

2. Unaudited pro forma balance sheet relating to the Combined Group
Pro forma adjustments

y | b g ch)tal pro
an istorica ropose orma
g&gnwi'ggoﬂg’t:é‘)ce"t as BAT (FRS) RAI(IFRS) Financing Acquisition Notes  combined
Assets Note 2 Note 3 Note 4 Note 5
Non-current assets 5(a)
5(b)(7)
Intangible assets.............. 12,117 36,782 - 76,7791 5(b)(10) 125,678
Property, plant and
equipment ...l 3,661 1,069 - - 4,730
Investments in associates
and joint ventures ............ 9,507 - - (8,051) 5(b)(11) 1,456
Retirement benefit
assets.....coooeiiiiiiiii 455 - - - 455
Deferred tax assets .......... 436 - - - 436
Trade and other
receivables ..................... 599 59 - - 658
Available-for-sale
investments .................... 43 - - - 43
Derivative financial
instruments..................... 596 - - - 596
Total non-current assets ....... 27,414 37,910 - 68,728 134,052
Current assets
Inventories...................... 5,793 1,423 - 476 5(b)(6) 7,692
Income tax receivable........ 69 - - - 69
Trade and other
receivables ..................... 3,884 439 - (98) 5(c) 4,225
Available-for-sale
investments .................... 15 - - - 15
Derivative financial
instruments..................... 375 - - - 375
Cash and cash 4(a), 5(a)
equivalents ..................... 2,204 1,659 20,169 (19,350)2 5(b) 4,682
12,340 3,521 20,169 (18,972) 17,058
Assets classified as
held-for-sale.................... 19 - - - 19
Total current assets.............. 12,359 3,521 20,169 (18,972) 17,077
Totalassets................c........ 39,773 41,431 20,169 49,756 151,129
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Pro forma adjustments

Historical b g T?tal pro
: e istorica ropose orma
g{‘hgr\rxi‘gg’;@ts&‘)“ept as BAT (FRS) RAI(IFRS) Financing Acquisition Notes  combined
Assets Note 2 Note 3 Note 4 Note 5
Equity
Capital and reserves
Share capital................... 507 - - 108 5(d) 615
Share premium, capital
redemption and merger
FESEIVES ....c.oeeiiaeiennnnn. 3,931 14,794 - 9,172 5(d) 27,897
Other reserves ................ 413 (183) - 183 5(d) 413
Retained earnings............ 3,331 3,023 - 20,367 5(d) 26,721
Owners of the parent ............ 8,182 17,634 - 29,830 55,646
Non-controlling interests.... 224 - - - 224
Total equity ......................... 8,406 17,634 - 29,830 55,870
Liabilities
Non-current liabilities
Borrowings ............c..c..... 16,488 10,246 8,056 952 4(a), 5(b)(5) 35,742
Retirement benefit
liabilities ................coeeenee. 826 1,512 - - 2,338
Deferred tax liabilities ....... 652 7,817 - 19,134 5(b)(8) 27,603
Other provisions for
liabilities and charges ....... 386 11 - (31) 5(c) 366
Trade and other
payables ..................... 1,040 66 - 1,106
Derivative financial
instruments..................... 119 - - - 119
Total non-current liabilities ... 19,511 19,652 8,056 20,055 67,274
Current liabilities
Borrowings ..................... 3,007 405 12,113 2 4(a), 5(b)(5) 15,527
Income tax payable .......... 558 - - - 558
Other provisions for
liabilities and charges ....... 407 2,133 - (33) 5(c) 2,507
Trade and other
payables ..................... 7,335 1,607 - (98) 5(c) 8,844
Derivative financial
instruments..................... 549 - - - 549
Total current liabilities .......... 11,856 4,145 12,113 (129) 27,985
Total equity and liabilities ..... 39,773 41,431 20,169 49,756 151,129
1 Includes an adjustment to increase intangible assets by £69 million in respect of transaction costs to be paid by RAI

pre-Completion, a net adjustment to increase intangible assets by £47,549 million to reflect the fair value of intangible
assets acquired with RAI and an adjustment to increase intangible assets by £29,161 million to reflect the fair value of
goodwill acquired with RAI. See notes 5(a), 5(b)(7) and 5(b)(10) respectively below for further details.

2 Includes a reduction in cash and cash equivalents of £(167) million in respect of transaction costs and of £(19,183)
million in respect of cash consideration paid for the Proposed Acquisition. See notes 5(a) and 5(b) respectively below
for further details.
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Notes to the Unaudited Pro Forma Financial Information
Note 1: Basis of presentation

The Unaudited Pro Forma Financial Information set forth herein is based upon the BAT Group’s
consolidated financial statements and the RAI Group’s consolidated financial statements and has been
prepared to illustrate the effects of the Proposed Acquisition, including the financing structure
established to fund the Proposed Acquisition, as if it had occurred on 1 January 2016 in respect of the
Unaudited Pro Forma Income Statement, and as if it had occurred on 31 December 2016 in respect of
the unaudited pro forma balance sheet (the “Unaudited Pro Forma Balance Sheet”). The Unaudited
Pro Forma Financial Information is presented for informational purposes only and is not necessarily
indicative of the combined financial position or results of operations that would have been realised had
the Proposed Acquisition occurred as at the dates indicated, nor is it meant to be indicative of any
anticipated combined financial position or future results of operations that the Combined Group will
experience after Completion.

The Proposed Acquisition will be accounted for as a business combination using the acquisition
method of accounting in accordance with IFRS (EU) under IFRS (EU) 3 which requires that one of the
two companies in the Proposed Acquisition be designated as the acquirer for accounting purposes
based on the evidence available. BAT will be treated as the accounting acquirer, and accordingly, the
RAI Group assets acquired and liabilities assumed have been adjusted based on preliminary estimates
of fair value. Any excess of the purchase price over the fair value of identified assets acquired and
liabilities assumed will be recognised as goodwill. The detailed valuation studies necessary to arrive at
required estimates of fair values of the assets acquired and liabilities assumed from the RAI Group in
the Proposed Acquisition have not been completed. Significant assets and liabilities that are subject to
preparation and completion of valuation studies to determine appropriate fair value adjustments include
property, plant and equipment, identifiable intangible assets and debt obligations. Changes to the fair
values of these assets and liabilities will also result in changes to goodwill and deferred income taxes.
The actual fair values will be determined after Completion and may vary materially from these
preliminary estimates.

Pro forma adjustments reflected in the Unaudited Pro Forma Financial Information are based on items
that are factually supportable and directly attributable to the Proposed Acquisition. The Unaudited Pro
Forma Financial Information does not reflect the cost of any integration activities or benefits from the
Proposed Acquisition, including potential synergies that may be generated in future periods.

The estimated income tax impacts of the pre-tax adjustments that are reflected in the Unaudited Pro
Forma Financial Information are calculated using an estimated blended statutory rate, which is based
on preliminary assumptions related to the jurisdictions in which the income (expense) adjustments will
be recorded. The estimated blended statutory rate and the effective tax rate of the Combined Group
could be significantly different depending on the post-transaction activities and geographical mix of
profit before taxes.

The RAI Group’s presentation currency is US dollars, while the BAT Group’s presentation currency is
pound sterling. The BAT Group has used exchange rates of £0.73801/$1 and £0.80906/$1, being the
mid-market weighted average rate for the year ended 31 December 2016 and the spot rate at
31 December 2016, respectively, to translate the RAI Group’s consolidated income statement and
balance sheet, respectively, and all associated financing and acquisition adjustments. These exchange
rates may differ from future exchange rates which would have an impact on the Unaudited Pro Forma
Financial Information, and would also impact purchase accounting upon Completion. As an example,
using the closing exchange rate at 12 June 2017 of £0.78976/$1 would increase the translated
amounts of net earnings attributable to BAT by £310 million and decrease RAl’s total assets by £986
million, each as presented in Note 3.

Note 2: BAT’s financial information

BAT’s financial information as at and for the year ended 31 December 2016 has been extracted
without material adjustment from BAT’s published financial information for the year ended
31 December 2016.

Note 3: Adjustments to the RAI Group’s financial statements

The RAI Group’s IFRS (EU) financial information for the year ended 31 December 2016 has been
extracted without material adjustment from Section B of the Part XV (Historical Financial Information of
the RAI Group) of this Prospectus.
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Note 4: Pro forma adjustments related to financing
(a) Sources of funding

The Acquisition Facility comprises four credit facilities as set out in paragraph 17.1.6 of Part XIX
(Additional Information) of this Prospectus.

The Acquisition Facility bears interest at a rate per annum equal to LIBOR (or in the case of euro-
denominated borrowings, EURIBOR) plus the applicable margin which, based on the BAT Group’s
current ratings as assessed by Standard & Poor’s Ratings Services and Moody’s Investors Service,
are as follows: (1) Facility A: between 0.3625% and 1.5625% per annum based on the applicable
borrowing period; (2) Facility B: between 0.4125% and 2.2125% per annum based on the applicable
borrowing period; (3) Facility C: 0.70% per annum; and (4) Facility D: 0.80% per annum. These rates
are subject to adjustments in accordance with the terms of the Acquisition Facility based on the
applicable credit ratings assigned to the BAT Group. If the LIBOR or EURIBOR rate is below zero,
such rate shall be deemed to be zero.

BAT separately entered into a £5.68 billion revolving credit facility which has two revolving facilities (to
be used for the general corporate purposes of the BAT Group: (1) a £2.84 billion 364-day facility, which
is a new facility (Revolving Facility A); and (2) a £2.84 billion facility maturing on 29 May 2021, which
effectively replaces BAT'’s existing £3 billion revolving credit facility entered into on 29 May 2014). BAT
has assumed this new revolving credit facility, the 2017 RCF, will not be drawn on with respect to the
Proposed Acquisition and accordingly this facility has been excluded from the debt financing
adjustments below.

In April 2017, RAI drew on its revolving credit facility for working capital and general corporate
purposes. As these borrowings are not directly attributable to the Proposed Acquisition, they have not
been reflected in the Pro Forma Financial Information.

The financing adjustments to cash and cash equivalents and borrowings reflected in the Unaudited Pro
Forma Balance Sheet are as follows:

(in £ millions)

Proceeds from Facility A 12,136
Proceeds from Facility B 4,045
Proceeds from Facility C 2,023
Proceeds from Facility D 2,023
Total sources of funding 20,227
Debt issuance costs (58) (1)
Total sources of funding, net 20,169
Presented as:
Current portion of borrowings adjustment 12,113
Non-current portion of borrowings adjustment 8,056
1 In relation to Facility A, Facility B, Facility C and Facility D, debt issuance costs are assumed to be £30 million,

£12 million, £7 million and £9 million, respectively.
(b) Financing charges
As detailed below, net financing costs consist of interest expense and facility fees.

Interest expense in the Unaudited Pro Forma Income Statement has been adjusted as follows based
on the expected sources of funding described above:

Average Interest

(in £ millions) principal Interest rate expense
Facility A 12,136 1.72% 190
Facility B 4,045 1.77% 65
Facility C 2,023 1.94% 36
Facility D 2,023 2.04% 38
Total 20,227 329

Debt issuance cost amortisation:

Facility A 21
Facility B 4
Facility C 1
Facility D 1
Total Debt issuance cost amortisation 27

Total 356
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As at 12 June 2017, the BAT Group’s credit rating was BBB+ and Baa2 with Standard & Poor’s
Ratings Services and Moody’s Investors Service, respectively. For purposes of the interest expense
calculation, the BAT Group has assumed an interest rate based on the opening margin within the
applicable margin matrix for each facility for an average credit rating of BBB+/Baa2 with increases at
each period specified in the Acquisition Facility. The BAT Group has also considered the variability of
the applicable margin based on the BAT Group’s credit rating in accordance with each applicable
margin matrix, which each include a maximum rating of “A-/A3” to a minimum rating of “BBB-/Baa3 or
below.” A change in the credit rating to BBB-/Baa3 or lower (or no rating) from BBB+/Baa2 would
increase the interest expense for the Unaudited Pro Forma Income Statement by approximately
£33 million. A change in the credit rating of the BAT Group to A-/A3 from BBB+/Baa2 would decrease
the interest expense for the Unaudited Pro Forma Income Statement by approximately £11 million.

For the purposes of calculating the above interest expense, a three-month US dollar LIBOR rate of
1.24% as at 12 June 2017 has been assumed, which may differ from the rates in place when actually
utilising the facilities. A hypothetical change in interest rates of 0.125% would increase or decrease
total interest expense for the Unaudited Pro Forma Income Statement by approximately £23 million.

In addition to incremental interest charges, the BAT Group has also recorded a pro forma adjustment
for debt issuance cost amortisation for each facility which will be deferred and amortised over the
duration of the borrowings in accordance with IAS 39, Financial Instruments: Recognition and
Measurement. This adjustment will have a continuing impact on the Combined Group for the remaining
life of the borrowings.

For the purposes of the Unaudited Pro Forma Financial Information, the BAT Group has assumed that
the new borrowings under the facilities will remain unchanged during the year ended 31 December
2016.

The BAT Group may continue to seek alternatives to refinance the facilities in order to achieve its long-
term capital structure target. For the purposes of this Unaudited Pro Forma Financial Information, the
BAT Group has assumed that no such financings, refinancings or repayments have occurred.

The adjustment to net finance (costs)/income in the Unaudited Pro Forma Income Statement of
£(361) million comprises net finance costs of £356 million relating to the Acquisition Facility described
in note 4(a) above, and £5 million relating to facility fees to be incurred with respect to Revolving
Facility A. These facility fees will not have a continuing impact on the Combined Group.

Note 5: Pro forma adjustments related to the Proposed Acquisition
(a) Transaction and related costs

It has been estimated that total transaction and related costs of £226 million (£179 million after tax) will
be incurred collectively by BAT and RAI in connection with the Proposed Acquisition, which include
advisory, legal, audit, valuation and other professional fees. BAT and RAI each incurred £11 million,
and £4 million of transaction and related costs, respectively (£9 million and £3 million after tax,
respectively) in the year ended 31 December 2016. As a result, an adjustment of £211 million has
been presented in the Unaudited Pro Forma Income Statement as an other operating expense along
with an associated tax impact of £44 million. These one-off costs will not have a continuing impact on
the results of the Combined Group.

An adjustment of £167 million has been presented in the Unaudited Pro Forma Balance Sheet as a
reduction in cash and cash equivalents, which comprises the following:

e Total transaction costs estimated to be incurred by BAT in conjunction with the Proposed
Acquisition are £132 million (£107 million net of tax). An adjustment of £98 million has been
presented in the Unaudited Pro Forma Balance Sheet as a reduction to cash and a
corresponding reduction to retained earnings to represent the estimated total after tax
transaction and related costs, net of those that have already been incurred by BAT.

e Total transaction costs estimated by RAI in conjunction with the Proposed Acquisition are
£94 million (£72 million net of tax). An adjustment of £69 million has been presented in the
Unaudited Pro Forma Balance Sheet as a reduction to cash and a corresponding increase to
goodwill as these transaction costs will reduce RAI's retained earnings prior to Completion.

(b) Preliminary purchase consideration and allocation

The Proposed Acquisition will be accounted for as a business combination using the acquisition
method of accounting in accordance with IFRS (EU). Under this method, the RAI Group assets
acquired and liabilities assumed have been recorded based on preliminary estimates of fair value. In
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accordance with IFRS (EU), the BAT Group measures fair value as the price that would be received to
sell an asset or paid to transfer a liability in an orderly transaction between market participants at the
measurement date. The final fair values will be determined upon Completion and may vary materially

from these estimates.

Preliminary Purchase Price
The estimated purchase consideration is calculated as follows:

(in £ millions, except per share data and share price)

RAI Shares outstanding as at 12 June 2017, other than those held by the BAT Group(" 825,054,505
Exchange ratio 0.5260

Total BAT Shares to be issued to RAI Shareholders 433,978,670

BAT ADS closing price as at 12 June 2017 £55.30

Total equity consideration 23,999 (2)
Cash consideration 19,183  (3)
Additional consideration for share compensation 75 (4)
Total purchase consideration 43,257

Add: Fair market value of total debt assumed 11,605 (5)
Less: Total cash acquired (1,659)
Purchase consideration, including debt assumed and net of cash acquired 53,203

Fair value of 42.2% BAT equity interest already held 31,475 (10)
Total purchase consideration and fair value of 42.2% BAT equity interest already

held 74,732

Excluding the total number of shares of RAl common stock issuable under outstanding RAI equity awards that are
expected to be settled for BAT ADSs in connection with the Proposed Acquisition.

The total equity consideration for each RAl Share was estimated using the closing price of BAT’s ADS on the NYSE
MKT as at 12 June 2017 after giving effect to the BAT ADS ratio change converted to pound sterling using the
mid-market exchange rate at 12 June 2017 of £0.78976/$1, and the number of shares outstanding not held by the BAT
Group as at 12 June 2017 which was the last practicable date prior to the issuance of this Unaudited Pro Forma
Financial Information. The actual purchase consideration will be determined upon Completion. A hypothetical 5%
change in the price of BAT ADSs, all other factors remaining constant, would result in a corresponding increase or
decrease in the total purchase consideration of £1.2 billion. Had the share price of BAT Shares as listed on the LSE of
£54.62 as at 12 June 2017 been used in the calculation of total equity consideration, and all other factors remained
constant, total purchase consideration would decrease by £295 million.

No fractional New BAT ADSs will be issued in the Proposed Acquisition, and RAI Shareholders will receive cash in lieu
of any fractional New BAT ADSs. The amount of cash required to be disbursed for the aggregated New BAT ADSs is
not expected to be material, cannot be determined until the closing of the Proposed Acquisition and is not included in
the Unaudited Pro Forma Financial Information.

The total cash consideration was estimated using the RAI Shares outstanding as at 12 June 2017, other than those
held by the BAT Group, and the $29.44 due to RAI Shareholders for each RAI Share other than those held by the BAT
Group, converted to pound sterling using the mid-market exchange rate at 12 June 2017 of £0.78976/$1. A
hypothetical 5% change in the exchange rate, all other factors remaining constant, would result in a corresponding
increase or decrease in the total purchase consideration of £758 million.

Upon Completion, each Cash-out RSU will be cancelled and converted into the right to receive Merger Consideration
for any accrued dividend equivalent right in respect of such Cash-out RSU, in each case less any required withholding
taxes.

Rollover Awards will be converted into a corresponding share award of BAT with respect to a target number of BAT
ADSs equal to the product of (1) the target number of RAI Shares subject to the Rollover Awards immediately prior to
Completion and (2) the RSU exchange ratio subject to adjustment as provided in the Merger Agreement to prevent
dilution. The portion of the award that has been included as part of the consideration has been determined by
multiplying the fair value of the award as at 12 June 2017 by the portion of the requisite service period that elapsed
prior to the Proposed Acquisition divided by the total service period.

The estimated portion of the award attributable to post-combination services resulted in additional compensation
expense of £15 million in the Unaudited Pro Forma Income Statement (employee benefit costs) for the year ended
31 December 2016. This adjustment has been tax affected using a statutory tax rate of 39.5% resulting in a net
adjustment of £9 million for the year ended 31 December 2016. This adjustment will not have a continuing impact on
the Combined Group once the post-combination service period has elapsed.

The RAI Group also has an equity incentive award plan for directors of RAI which provides grants of deferred share
units. These units are settled in either cash or RAI Shares on the later of 2 January of a specified year or 2 January
following his or her last year of service on the board. As these units can be cash settled they are accrued and recorded
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in other current and other non-current liabilities on the historical RAI balance sheet. Upon Completion, these deferred
share units will be converted into the right to receive Merger Consideration or another form of payment (i.e., cash or
BAT ADSs) as may be elected by each applicable director that is equal in value to the Merger Consideration, less any
required withholding taxes, for each such deferred share unit. Accordingly, no adjustment has been recorded in the
Unaudited Pro Forma Financial Information.

5 The estimated fair value of the RAI Group’s debt is estimated to be £11.6 billion, or a net increase of £954 million
compared to the carrying value of £10.7 billion. An adjustment of £2 million and £952 million to the current and
non-current portion of long-term borrowings, respectively, is recorded to adjust the carrying value to reflect the fair
value of debt assumed, with a net increase in deferred tax asset of £377 million. As a result of the step-up in fair value
of existing RAI Group debt, annual interest expense is reduced by £40 million, with an associated £16 million increase
in income tax expense for the year ended 31 December 2016. Interest expense is further reduced to reflect the
elimination of amortisation related to the RAI Group’s previously deferred debt issuance costs of £6 million for the year
ended 31 December 2016 (£4 million net of tax). The total adjustment to interest expense is therefore £46 million
(£28 million net of tax). This adjustment will have a continuing impact on the Combined Group for the remaining life of
the RAI Group’s debt.

Preliminary Allocation of Purchase Price

The preliminary allocation of purchase consideration to estimated fair value of acquired assets and
liabilities is as follows:

(in £ millions)
Estimated fair values of assets acquired and liabilities assumed

Inventory 1,899 (6)
Identifiable intangible assets 71,393  (7)
Borrowings (11,605) (5)
Deferred taxes, net (26,951) (8)
Other net liabilities assumed (2,103) (9)
Goodwill 42,099 (10)

Total allocation 74,732

6 The BAT Group’s pro forma fair value adjustment to inventory of £476 million is based on the RAIl Group’s inventory as

at 31 December 2016 with a carrying value of £1.4 billion. As the BAT Group sells the acquired inventory, its cost of
sales will reflect the increased valuation of RAl's inventory, which will temporarily reduce the BAT Group’s gross
margins until such inventory is sold. Based on the assumption that those inventories will be sold within the first twelve
months following the acquisition, an adjustment of £476 million (£288 million net of tax) has been presented in ‘raw
materials and consumables used’ within the Unaudited Pro Forma Income Statement. This is considered a
non-recurring adjustment.

7 The fair value of the RAI Group’s intangible assets is estimated to be £71.4 billion, or a net increase of £47.6 billion
compared to a carrying value of £23.8 billion. The primary intangible assets include brands and trademarks, for which
the fair value estimates of identifiable intangible assets have been determined based on publicly available benchmark
data using the income approach. The assumptions used by the BAT Group to arrive at the estimated fair value of the
identifiable intangible assets have been derived primarily from publicly available information, including market
transactions of varying degrees of comparability. However, a detailed analysis has not been completed and actual
results may differ materially from these estimates.

The RAI Group holds a number of internally developed patents and technologies, particularly in relation to its Next
Generation Product business. The BAT Group does not have sufficient information at this time nor has it identified any
appropriately comparable market transactions to perform any valuation analysis. These factors could result in
differences between fair value and net book value. Accordingly, for the purposes of this Unaudited Pro Forma
Financial Information, the Directors believe, to the best of their knowledge that the current RAI Group carrying values
represent the best estimate of fair value. This estimate is preliminary and subject to change and could vary materially
from the actual adjustment on the effective date of the Proposed Acquisition.

The fair value and weighted average estimated useful life of identifiable intangible assets are estimated as follows:

Weighted-

average

estimated Annual
Fair value useful life amortisation

(in £ millions)  (in years) (in £ millions)

Trademarks and similar intangibles .......................... 70,669 Indefinite —
Trademarks and similar intangibles .......................... 570 20 29
Trademarks and similar intangibles .......................... 154 5-15 29
Total acquired identifiable intangible assets ......... 71,393 58
Less: RAI's historical net book value of intangible
assets (excluding goodwill) ............cooiiiiiiiiiini e, (23,844)
Adjustment to intangible assets, net ................... 47,549



Based on the estimated respective fair values of identified intangible assets and the weighted average estimated
useful lives, an increase to amortisation expense of £58 million has been included in the Unaudited Pro Forma Income
Statement. The related estimated net decrease to income tax expense for the Unaudited Pro Forma Income Statement
is £23 million. This adjustment will recur for the life of the underlying assets.

8 A net adjustment of £19,134 million to non-current deferred tax liabilities has been recorded on the net fair value
step-up on the RAI Group’s assets acquired and liabilities assumed. This adjustment includes the recognition of a
deferred tax liability of £28,200 million relating to the estimated gross fair value of the RAI Group’s identified intangible
assets, a £377 million deferred tax asset resulting from the fair value step-up of existing RAI Group debt discussed at
note (5)(b)(5), and a £188 million deferred tax liability resulting from the fair value step-up of the RAI Group inventory
as discussed in note (5)(b)(6), offset by the reversal of the RAI Group’s deferred tax balance of £8,877 million on its
historical value of identified intangible assets.

9 Total net liabilities assumed excluding inventory, identifiable intangible assets, borrowings, net deferred taxes and
goodwill was £2.1 billion. Fair value approximated carrying value; therefore, no adjustments were required for these
balances. Property, plant and equipment is required to be measured at fair value unless those assets are classified as
held-for-sale on the acquisition date. The acquired assets can include assets that are not intended to be used or sold,
or that are intended to be used or sold, or that are intended to be used in a manner other than their highest and best
use. The BAT Group does not have sufficient information at this time as to the specific nature, age, condition or
location of the land and land improvements, buildings and leasehold improvements, machinery and equipment and
construction-in-process, and the BAT Group does not know the appropriate valuation premise, in use or in exchange,
as the valuation premise requires a certain level of knowledge about the assets being evaluated, as well as a profile of
the associated market participants. All of these factors could result in differences between fair value and net book
value. Accordingly, for the purposes of this Unaudited Pro Forma Financial Information, the Directors believe, to the
best of their knowledge that the current RAI Group carrying values represent the best estimate of fair value. This
estimate is preliminary and subject to change and could vary materially from the actual adjustment on the effective
date of the Proposed Acquisition.

10 The goodwill balance arising from the Proposed Acquisition is estimated to be £42.1 billion which represents an
adjustment of £29,161 million. The goodwill has been calculated as the excess of the sum of the purchase
consideration of £43.3 billion and the £31.5 billion fair value of the equity interest already held by the BAT Group at the
time of the Proposed Acquisition over the fair value of the net assets acquired of £32.6 billion.

11 As part of the Proposed Acquisition, the BAT Group’s previous equity method investment in RAI will be eliminated as
part of the step acquisition. A step acquisition occurs when a controlling ownership interest is gained over a period of
time. The accounting guidance requires that the previously held equity interest be remeasured at fair value and any
difference between the fair value and the carrying value of the previously held equity interest be recognised as a gain
or loss in the income statement. The implied value of the BAT Group’s 42.2% of equity interest in RAl was determined
using the value of the Merger Consideration of 0.5260 of a New BAT Share and $29.44 in cash, without interest for
each RAI Share based on the closing share price of BAT ADSs on the NYSE MKT, and the mid-market exchange rate
of £0.78976/$1, each as at 12 June 2017, which was the last practicable date prior to the issuance of this Unaudited
Pro Forma Financial Information. A hypothetical 5% change in the price of a BAT Share, all other factors remaining
constant, would result in a corresponding increase or decrease in fair value of approximately £875 million. The carrying
value of the BAT Group’s equity interest of £8.1 billion and £1.9 billion in profit after tax representing the BAT Group’s
share of RAI's earnings has been eliminated in the Unaudited Pro Forma Financial Information. The resulting gain of
£23.4 billion (£15.2 billion net of tax) from the step acquisition is included in the Unaudited Pro Forma Income
Statement and is non-recurring in nature.

(c) Intercompany eliminations

Sales between, and balance due to and due from the BAT Group and the RAI Group have been
eliminated in the Unaudited Pro Forma Financial Information. Sales from the BAT Group to the RAI
Group amounted to £15 million for the year ended 31 December 2016, and sales from the RAI Group
to the BAT Group amounted to £167 million for the year ended 31 December 2016. A total adjustment
of £182 million has been made to reduce revenue and increase expenses relating to raw materials and
consumables used to eliminate these transactions. The associated payable and receivable positions as
at 31 December 2016 of £31 million have been eliminated in the Unaudited Pro Forma Balance Sheet.

During the year ended 31 December 2016, the BAT Group and the RAI Group agreed to an early
termination of a contract manufacturing agreement and as a result the BAT Group agreed to make a
compensation payment of $90 million to the RAl Group which the BAT Group recognised in expense
immediately and the RAI Group recognised in deferred revenue. The RAI Group is recognising the
deferred revenue into income pro-rata through to 31 December 2018. Adjustments to eliminate this
transaction from the Unaudited Pro Forma Income Statement reverse the £73 million charge recorded
by the BAT Group and the £9 million of other operating income recognised by the RAI Group.
Adjustments to eliminate this transaction from the Unaudited Pro Forma Balance Sheet reverse the
£31 million of non-current and £33 million of current deferred revenue recorded by the RAI Group to
retained earnings and eliminate the £67 million of receivables and payables between the BAT Group
and the RAI Group. The total pro forma adjustment to reduce both trade and other receivables and
current trade and other payables in respect of this contract manufacturing agreement (£67 million) and
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to eliminate balances associated with trading between the BAT Group and the RAI Group explained in
the previous paragraph (£31 million) is therefore £98 million.

Post-Completion, transactions and balances between BAT and RAI will be eliminated on consolidation.
(d) Impact on shareholders’ equity

The estimated impact on total shareholders’ equity is summarised as follows:

Total
adjustments
to equity
Eliminate Issuance Gain on resulting
Transaction of BAT elimination Contract from the
and related historical Shares of associate manufacturing Proposed
In £ millions costs (1) equity (2) (3) (4) agreement (5) Acquisition

Share capital ............... - - 108 - - 108

Share premium ............ - (14,794) 23,966 - - 9,172
Otherreserves............. - 183 - - - 183
Retained earnings ........ (98) (3,023) - 23,424 64 20,367
Owners of the

parent ............ooeenennn. (98) (17,634) 24,074 23,424 64 29,830
Non-controlling

interest ....................... - - - -
Total shareholders’

equity ........cooeviiinennn. (98) (17,634) 24,074 23,424 64 29,830

N

Refer to Note 5(a)

2 Refer to Unaudited Pro Forma Balance Sheet
3 Refer to Note 5(b)(2) and 5(b)(4)

4 Refer to Note 5(b)(11)

5 Refer to Note 5(c)

Note 6: Unaudited Pro forma earnings per share

The weighted average number of BAT Shares used in computing basic earnings per share has been
calculated using the weighted average number of BAT Shares issued and outstanding during the
period and the number of RAI Shares issued and outstanding as at the period end, giving effect to the
exchange ratio established in the Merger Agreement. For the year ended 31 December 2016, the BAT
Group pro forma basic earnings per share was calculated using 2,292 million weighted average
shares, which reflects the 1,858 million weighted average shares of the BAT Group issued and
outstanding for the period and the 825 million shares of RAI outstanding other than those held by the
BAT Group at 31 December 2016, converted to 434 million shares per the Merger Agreement.

The 2,302 million weighted average number of BAT Shares used in computing diluted earnings per
share has been calculated using the 2,292 million basic average number of BAT Shares as per the
paragraph above, adjusted for the dilutive impact of 7 million relevant to the BAT Group and 3 million
relevant to RAI RSUs converted to 3 million shares per the exchange ratio set out in the Merger
Agreement.

Note 7: Adjusting items

Adjusting items are defined in note 1 to the BAT Group’s consolidated financial statements for the year
ended 31 December 2016.

As disclosed in note 3 to BAT Group’s consolidated financial statements for the year ended
31 December 2016, adjusting items in the BAT Group’s 2016 operating profit include:

e restructuring and integration costs, totalling £603 million;

e amortisation and
£149 million;

e charges related to Fox River totalling £20 million; and

impairment of trademarks and similar intangibles charges totalling

e South Korea sales tax charges totalling £53 million.
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As disclosed in note 5 to BAT Group’s consolidated financial statements for the year ended
31 December 2016, adjusting items in the RAI Group’s 2016 operating profit include:

gain in relation to the sale of the international rights to NATURAL AMERICAN SPIRIT to JTI
Holding of $4,861 million (£3,600 million);

implementation costs of $36 million (£27 million);

costs in respect of a number of Engle progeny lawsuits and other tobacco litigation charges
that amounted to $86 million (£64 million);

income of $6 million (£4 million) related to the NPM Adjustment claims of the states no longer
challenging the findings of non-diligence entered against them by an Arbitration Panel;

transaction costs of $5 million (£4 million), connected with the Proposed Acquisition; and

income relating to the early termination of the Manufacturing Agreement between BATUS
Japan Inc. and RJR Tobacco Company of $90 million (£67 million).

These adjusting items are not directly related to the Proposed Acquisition, and as such have not been
adjusted for in the Unaudited Pro Forma Financial Information, with the exception of the income related
to the early termination of the manufacturing agreement which is discussed above in Note 5(c).

Of the pro forma adjustments, adjusting items in the Combined Group operating profit would include:

gain on step acquisition of RAI of £23.4 billion (£15.2 billion net of tax);

transaction costs of £211 million (£167 million net of tax), connected with the Proposed
Acquisition.
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Section B: Accountant’s report on Unaudited Pro Forma Financial Information

KPMG

The Directors

British American Tobacco p.l.c.
Globe House

4 Temple Place

London WC2R 2PG

14 June 2017

Ladies and Gentlemen
British American Tobacco p.l.c. (the ‘Company’)

We report on the pro forma financial information (the ‘Pro Forma Financial Information’) set out in Part
XVI of the prospectus dated 14 June 2017, which has been prepared on the basis described in note 1,
for illustrative purposes only, to provide information about how the acquisition of Reynolds American
Inc. and its subsidiary undertakings by the Company might have affected the financial information
presented on the basis of the accounting policies adopted by the Company in preparing the financial
statements for the period ended 31 December 2016. This report is required by paragraph 7 of Annex Il
of the Prospectus Directive Regulation and is given for the purpose of complying with that paragraph
and for no other purpose.

Responsibilities

It is the responsibility of the directors of the Company to prepare the Pro Forma Financial Information
in accordance with ltem 20.2 of Annex | of the Prospectus Directive Regulation.

It is our responsibility to form an opinion, as required by paragraph 7 of Annex Il of the Prospectus
Directive Regulation, as to the proper compilation of the Pro Forma Financial Information and to report
that opinion to you.

In providing this opinion we are not updating or refreshing any reports or opinions previously made by
us on any financial information used in the compilation of the Pro Forma Financial Information, nor do
we accept responsibility for such reports or opinions beyond that owed to those to whom those reports
or opinions were addressed by us at the dates of their issue.

Save for any responsibility arising under Prospectus Rule 5.5.3R (2)(f) to any person as and to the
extent there provided, to the fullest extent permitted by law we do not assume any responsibility and
will not accept any liability to any other person for any loss suffered by any such other person as a
result of, arising out of, or in connection with this report or our statement, required by and given solely
for the purposes of complying with paragraph 23.1 of Annex | of the Prospectus Directive Regulation,
consenting to its inclusion in the prospectus.

Basis of Opinion

We conducted our work in accordance with the Standards for Investment Reporting issued by the
Auditing Practices Board in the United Kingdom. The work that we performed for the purpose of
making this report, which involved no independent examination of any of the underlying financial
information, consisted primarily of comparing the unadjusted financial information with the source
documents, considering the evidence supporting the adjustments and discussing the Pro Forma
Financial Information with the directors of the Company.

We planned and performed our work so as to obtain the information and explanations we considered
necessary in order to provide us with reasonable assurance that the Pro Forma Financial Information
has been properly compiled on the basis stated and that such basis is consistent with the accounting
policies of the Company.

Our work has not been carried out in accordance with auditing or other standards and practices
generally accepted in the United States of America and accordingly should not be relied upon as if it
had been carried out in accordance with those standards and practices.
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Opinion

In our opinion:
e the Pro Forma Financial Information has been properly compiled on the basis stated; and
e such basis is consistent with the accounting policies of the Company.

Declaration

For the purposes of Prospectus Rule 5.5.3R (2)(f) we are responsible for this report as part of the
prospectus and declare that we have taken all reasonable care to ensure that the information
contained in this report is, to the best of our knowledge, in accordance with the facts and contains no

omission likely to affect its import. This declaration is included in the prospectus in compliance with
paragraph 1.2 of Annex | of the Prospectus Directive Regulation.

Yours faithfully

KPMG LLP
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PART XVII
TAXATION

The contents of this Part XVII are not to be construed as tax advice in respect of the impact of the
Proposed Acquisition or otherwise. Each prospective investor should consult his, her or its tax adviser
for tax advice.

1. UK tax considerations

The comments set out below summarise certain material aspects of the UK tax treatment of the
shareholders with respect to their holdings of BAT Shares or BAT ADSs and do not purport to be either
(i) a complete analysis of all tax considerations relating to the BAT Shares or BAT ADSs or (ii) an
analysis of the tax position of BAT. They are based on current UK legislation and what is understood to
be current HM Revenue and Customs practice, both of which are subject to change, possibly with
retrospective effect.

The comments are intended as a general guide and (other than where expressly stated to the contrary)
apply only to shareholders who are resident for tax purposes in the United Kingdom, who hold their
BAT Shares or BAT ADSs as an investment (other than under a personal equity plan or individual
savings account) and who are the absolute beneficial owners of their BAT Shares. These comments
do not deal with certain types of shareholders such as charities, dealers in securities, persons holding
or acquiring shares in the course of a trade, persons who have or could be treated for tax purposes as
having acquired their BAT Shares or BAT ADSs by reason of their employment, collective investment
schemes, persons subject to UK tax on the remittance basis and insurance companies.

Investors are encouraged to consult an appropriate independent professional tax adviser in respect of
their tax position.

1.1 Tax on chargeable gains

Liability to UK tax on chargeable gains will depend on the individual circumstances of each of the
shareholders.

1.1.1 UK resident individual shareholders

In the absence of any available allowances and reliefs, a gain arising on the disposal of BAT Shares or
BAT ADSs by a UK resident individual shareholder will be taxed at the rate of 10% except to the extent
that the gain (calculated in sterling), when it is added to the shareholder’s other taxable income in
excess of the personal allowance and other gains in the relevant tax year, exceeds the upper limit of
the basic rate income tax band (£32,000 for the tax year ending 5 April 2017 and expected to be
£33,500 for the tax year ending 5 April 2018), in which case it will be taxed at the rate of 20%.

The capital gains tax annual exemption (£11,100 for the tax year ending 5 April 2017 and £11,300 for
the tax year ending 5 April 2018) may be available to an individual shareholder to offset against
chargeable gains realised on the disposal of the shareholder's BAT Shares or BAT ADSs.

1.1.2 UK resident corporate shareholders

For a shareholder which is a UK resident company, any gain on the disposal of its BAT Shares or BAT
ADSs will be subject to corporation tax (at 20% for the tax year ending 31 March 2017 and 19% for the
tax year ending 31 March 2018) in the absence of any available exemptions and reliefs.

1.1.3 Non-UK resident shareholders

Subject to the below, shareholders who are not resident in the United Kingdom for tax purposes will not
generally be subject to UK tax on chargeable gains, unless they carry on a trade, profession or
vocation in the United Kingdom through a branch or agency or (in the case of a company) permanent
establishment and the BAT Shares or BAT ADSs disposed of are used or held for the purposes of that
branch, agency or permanent establishment.

A shareholder who is an individual, who has ceased to be resident for tax purposes in the United
Kingdom for a period of less than five years and who disposes of BAT Shares or BAT ADSs during that
period may be liable to UK taxation on capital gains (in the absence of any available exemptions or
reliefs). If applicable, the tax charge will arise in the tax year that the individual returns to the United
Kingdom.
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1.2 Tax on dividends
BAT is not required to withhold UK tax when it pays a dividend.

The amount of any liability to UK tax on dividends paid by BAT will depend upon the individual
circumstances of the shareholder.

1.2.1 UK resident individual shareholders

Dividends received from BAT by a UK resident individual shareholder will form part of the shareholder’s
total income for income tax purposes and will constitute the top slice of that income. A nil rate of income
tax will apply to the first £5,000 of taxable dividend income received by the shareholder in a tax year.
Where the dividend income is above the £5,000 dividend allowance, the first £5,000 of the dividend
income will be charged at the nil rate and any excess amount will be taxed at the rate that would apply to
that amount if the nil rate did not exist. The rates are 7.5% to the extent that the excess amount falls
within the basic rate tax band, 32.5% to the extent that the excess amount falls within the higher rate tax
band and 38.1% to the extent that the excess amount falls within the additional rate tax band.

The UK government announced on 8 March 2017 that it intends to reduce the dividend allowance from
£5,000 to £2,000 from April 2018.

1.2.2 UK resident corporate shareholders

UK resident corporate shareholders will not generally be subject to tax on dividends received from BAT
as long as the dividends fall within an exemption and certain other conditions are met. Examples of
dividends that fall within an exemption are dividends paid on ordinary shares for UK tax purposes
which are not redeemabile (it is noted that the BAT Shares should for these purposes constitute such
ordinary shares) as well as dividends paid to a person holding less than 10% of the issued share
capital of the payer.

1.2.3 Non-UK resident shareholders

Non-UK resident individual shareholders, other than on the dividends representing the receipts of a
trade, profession or vocation carried on in the UK, are taxed on dividends arising from a UK source.
The tax liability is however limited to the sum of tax deducted from, or treated as deducted from,
‘disregarded income’ (as defined by statute and which includes dividends from UK resident companies)
and the tax liability leaving out the disregarded income and with no personal allowances or double
taxation relief taken into account. Where the limitation applies shareholders should have no further UK
income tax to pay upon their receipt of a dividend from the Company. Shareholders may also be
subject to foreign taxation on dividend income under applicable local law.

1.3 Stamp duty and stamp duty reserve tax (“SDRT”)

Based on current published HM Revenue and Customs practice and recent case law, no SDRT should
be payable, and no liability to stamp duty should arise, in respect of the issue of BAT Shares to the
Depositary or the issue of BAT ADSs to prospective shareholders pursuant to the Proposed
Acquisition.

Subsequent transfers of BAT ADSs should not be subject to SDRT or stamp duty, provided that any
instrument of transfer is executed and remains outside the UK and the transfer of an underlying share
to the ADS holder in exchange for the cancellation of an ADS should also not give rise to a stamp duty
or SDRT charge.

Transfers of BAT Shares outside the Depositary, including transfers of BAT Shares held in CREST and
repurchases of BAT Shares by BAT, will generally be subject to stamp duty or SDRT at the rate of
0.5% of the amount or value of the consideration given, except as described above in connection with
the cancellation of an ADS. If BAT Shares are redeposited into a clearance service or depositary
system, the redeposit will attract stamp duty or SDRT charged at the higher rate of 1.5%.

The purchaser or the transferee of the BAT Shares will generally be responsible for paying any stamp
duty or SDRT payable. Where stamp duty or SDRT is payable, it is payable regardless of the
residence position of the purchaser.

1.4 Inheritance tax

A gift or settlement of BAT Shares or BAT ADSs by, or on the death of, an individual shareholder may
give rise to a liability to UK inheritance tax even if the shareholder is not a resident of or domiciled in
the UK.

A charge to inheritance tax may arise in certain circumstances where BAT Shares or BAT ADSs are
held by close companies and trustees of settlements.
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However, pursuant to the Estate and Gift Tax Treaty 1980 (the “Treaty”) entered into between the
United Kingdom and US, a gift or settlement of BAT Shares or BAT ADSs by shareholders who are
domiciled in the United States for the purposes of the Treaty may be exempt from any liability to UK
inheritance tax.

2. US tax considerations

The comments set out below summarise certain US federal income tax considerations for US holders
of acquiring, owning and disposing of BAT Shares or BAT ADSs. For the purposes of these comments,
a “US holder’ is a beneficial or legal owner of BAT Shares or BAT ADSs (as the case may be), who for
US federal income tax purposes is:

e an individual citizen or resident of the United States;

e a corporation, including any entity treated as a corporation for US federal income tax purposes,
created or organised in or under the laws of the United States, any state thereof or the District
of Columbia;

e atrustif (i) a US court is able to exercise primary supervision over the trust's administration
and one or more US persons are authorised to control all substantial decisions of the trust or
(i) it has a valid election in effect under applicable US Department of the Treasury (the “US
Treasury”) regulations to be treated as a US person; or

e an estate that is subject to US federal income tax on its income regardless of its source.

These comments do not address any tax consequences arising under the laws of any state, local or
foreign jurisdiction or under any US federal laws other than those pertaining to income tax. These
comments are based upon the Internal Revenue Code of 1986, as amended (the “US Internal
Revenue Code”), the US Treasury regulations promulgated under the US Internal Revenue Code and
court and administrative rulings and decisions, all as in effect on the date of this Prospectus. These
laws may change, possibly retroactively, and any change could affect the accuracy of the statements
and conclusions set forth in these comments.

These comments address only those US holders of BAT Shares or BAT ADSs who hold such BAT
Shares or BAT ADSs as capital assets within the meaning of Section 1221 of the US Internal Revenue
Code. Further, these comments do not address all aspects of US federal income taxation that may be
relevant to US holders in light of their particular circumstances or that may be applicable to them if they
are subject to special treatment under the US federal income tax laws, including, without limitation:

e abank or other financial institution;

e atax-exempt organisation;

e an S corporation or other pass-through entity and an investor therein;

® aninsurance company;

e a mutual fund;

e aregulated investment company or real estate investment trust;

e adealer or broker in stocks and securities, or currencies;

e atrader in securities that elects mark-to-market treatment;

e a US holder subject to the alternative minimum tax provisions of the US Internal Revenue
Code;

e a US holder that received BAT Shares or BAT ADSs through the exercise of an employee
stock option, pursuant to a tax qualified retirement plan or otherwise as compensation;

e a US holder that is a tax-qualified retirement plan or a participant or a beneficiary under such a
plan;

e aperson that is not a US holder (as defined above);

e aperson that has a functional currency other than the US dollar;

e a US holder of BAT Shares or BAT ADSs that holds such equity interest as part of a hedge,
straddle, constructive sale, conversion or other integrated transaction; or

e a US expatriate.

The determination of the actual tax consequences to a US holder will depend on the US holder’s
specific situation. US holders of BAT Shares or BAT ADSs should consult their own tax advisers as to
the tax consequences of acquiring, owning and disposing of BAT Shares or BAT ADSs, including the
applicability and effect of the alternative minimum tax and any state, local, foreign or other tax laws and
of changes in those laws.
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The US federal income tax consequences to a partner in an entity or arrangement treated as a
partnership for US federal income tax purposes that holds BAT Shares or BAT ADSs generally will
depend on the status of the partner and the activities of the partnership. Partners in a partnership
holding any such equity interest should consult their own tax advisers.

21 Material US federal income tax consequences relating to the acquisition, ownership and
disposition of BAT Shares and BAT ADSs

The following comments set out the material US federal income tax consequences of the ownership
and disposition by US holders of BAT Shares and BAT ADSs. These comments assume that BAT is
not, and will not become, a passive foreign investment company for US federal income tax purposes,
as described below.

2.1.1 Taxation of Dividends

The gross amount of distributions on the BAT Shares or BAT ADSs will be taxable as dividends to the
extent paid out of BAT’s current or accumulated earnings and profits, as determined under US federal
income tax principles. Such income will be includable in a US holder's gross income as ordinary
income on the day actually or constructively received by the US holder. Such dividends will be treated
as foreign source income and will not be eligible for the dividends received deduction allowed to
corporations under the US Internal Revenue Code.

With respect to non-corporate US investors, certain dividends received from a qualified foreign
corporation may be subject to reduced rates of taxation. A qualified foreign corporation includes a
foreign corporation that is eligible for the benefits of a comprehensive income tax treaty with the United
States that the US Treasury determines to be satisfactory for these purposes and that includes an
exchange of information provision. The US Treasury has determined that the treaty between the United
States and the United Kingdom meets these requirements, and BAT believes that it is eligible for the
benefits of the treaty. However, non-corporate holders that do not meet a minimum holding period
requirement during which they are not protected from the risk of loss or that elect to treat the dividend
income as “investment income” pursuant to Section 163(d)(4) of the US Internal Revenue Code will not
be eligible for the reduced rates of taxation. In addition, the rate reduction will not apply to dividends if
the recipient of a dividend is obligated to make related payments with respect to positions in
substantially similar or related property. This disallowance applies even if the minimum holding period
has been met. US holders should consult their own tax advisors regarding the application of these
rules to their particular circumstances.

The amount of any dividend paid by BAT in pound sterling (including any such amount in respect of
BAT ADSs that is converted into US dollars by the Depositary) will equal the US dollar value of the
pound sterling actually or constructively received, calculated by reference to the exchange rate in effect
on the date the dividend is so received by the US holder, regardless of whether the pound sterling are
converted into US dollars. If the pound sterling received as a dividend are converted into US dollars on
the date they are received, the US holder generally will not be required to recognise foreign currency
exchange gain or loss in respect of the dividend income. If the pound sterling received as a dividend
are not converted into US dollars on the date of receipt, the US holder will have a basis in the pound
sterling equal to their US dollar value on the date of receipt. Any gain or loss realised on a subsequent
conversion or other disposition of the pound sterling will be treated as US source ordinary income or
loss. US holders of BAT ADSs should consult their own tax advisers regarding the application of these
rules to the amount of any dividend paid by BAT in pound sterling that is converted into US dollars by
the Depositary.

To the extent that the amount of any distribution exceeds BAT’s current and accumulated earnings and
profits for a taxable year, as determined under US federal income tax principles, the distribution will
first be treated as a tax-free return of capital, causing a reduction in the US holder’s adjusted basis of
the BAT Shares or BAT ADSs, and to the extent the amount of the distribution exceeds the US holder’s
tax basis, the excess will be taxed as capital gain recognised on a sale or exchange, as described
below. BAT does not expect to determine earnings and profits in accordance with US federal income
tax principles. Therefore, notwithstanding the foregoing, US holders should expect that distributions
generally will be reported as dividend income for US information reporting purposes.

Distributions by BAT of additional BAT Shares (which may be distributed by the Depositary to a holder
of BAT ADSs in the form of BAT ADSs) to a US holder that is made as part of a pro rata distribution to
all holders of BAT Shares and BAT ADSs in respect of their BAT Shares or BAT ADSs, and for which
there is no option to receive other property (not including BAT ADSs), generally will not be subject to
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US federal income tax. The basis of any new BAT Shares (or BAT ADSs representing new BAT
Shares) so received will be determined by allocating the US holder’s basis in the previously held BAT
Shares or BAT ADSs between the previously held BAT Shares or BAT ADSs and the new BAT Shares
or BAT ADSs, based on their relative fair market values on the date of distribution.

21.2 Passive Foreign Investment Company

A passive foreign investment company (a “PFIC”) is any foreign corporation if, after the application of
certain “look-through” rules, (i) at least 75% of its gross income is “passive income” as that term is
defined in the relevant provisions of the US Internal Revenue Code, or (ii) at least 50% of the average
value of its assets produce “passive income” or are held for the production of “passive income”. The
determination as to PFIC status is made annually.

BAT does not believe that it is, for US federal income tax purposes, a PFIC, and BAT expects to
operate in such a manner so as not to become a PFIC. If, however, BAT is or becomes a PFIC, US
holders could be subject to additional US federal income taxes on gain recognised with respect to the
BAT Shares or BAT ADSs and on certain distributions, plus an interest charge on certain taxes treated
as having been deferred under the PFIC rules. Non-corporate US holders will not be eligible for
reduced rates of taxation on any dividends received from BAT if it is a PFIC in the taxable year in
which such dividends are paid or in the preceding taxable year. BAT's US counsel expresses no
opinion with respect to BAT’s PFIC status.

21.3 Taxation of capital gains

Upon a sale, exchange or other taxable disposition of BAT Shares or BAT ADSs, a US holder will
generally recognise capital gain or loss for US federal income tax purposes in an amount equal to the
difference between the US dollar value of the amount realised on the disposition and the US holder’s
adjusted tax basis in the shares as determined in US dollars. Such gain or loss generally will be US
source gain or loss, and will be long-term capital gain or loss if the US holder has held the BAT Shares
or BAT ADSs for more than one year. Certain non-corporate US holders may be eligible for preferential
rates of US federal income tax in respect of net long-term capital gains. The deductibility of capital
losses is subject to limitations.

The amount realised on a sale, exchange or other taxable disposition of BAT Shares for an amount in
foreign currency will be the US dollar value of that amount on the date of sale or disposition. On the
settlement date, the US holder will recognise US source foreign currency exchange gain or loss
(taxable as ordinary income or loss) equal to the difference (if any) between the US dollar value of the
amount received based on the exchange rates in effect on the date of sale, exchange or other
disposition and the settlement date. However, in the case of BAT Shares traded on an established
securities market that are sold by a cash-basis US holder (or an accrual-basis US holder that so
elects), the amount realised will be based on the exchange rate in effect on the settlement date for the
sale, and no foreign currency exchange gain or loss will be recognised at that time.

A US holder’s tax basis in BAT Shares or BAT ADSs will generally equal the US dollar cost of the BAT
Shares or BAT ADSs. The US dollar cost of BAT Shares purchased with foreign currency will generally
be the US dollar value of the purchase price on the date of purchase, or the settlement date for the
purchase in the case of BAT Shares traded on an established securities market that are purchased by
a cash-basis US holder (or an accrual-basis US holder that so elects).

21.4 Information with respect to foreign financial assets

Individuals and certain entities that own “specified foreign financial assets” with an aggregate value in
excess of $50,000 are generally required to file information reports with respect to such assets with
their US federal income tax returns. Depending on the individual’s circumstances, higher threshold
amounts may apply. Specified foreign financial assets include any financial accounts maintained by
foreign financial institutions, as well as any of the following, but only if they are not held in accounts
maintained by financial institutions: (i) stocks and securities issued by non-US persons, (ii) financial
instruments and contracts held for investment that have non-US issuers or counterparties and
(iii) interests in non-US entities. If a US holder is subject to this information reporting regime, the failure
to file information reports may subject the US holder to penalties. US holders are urged to consult their
own tax advisers regarding their obligations to file information reports with respect to BAT Shares or
BAT ADSs.
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2.1.5 Medicare Net Investment Tax

Certain persons who are individuals (other than non-resident aliens), estates or trusts are required to
pay an additional 3.8% tax on the lesser of (a) their “net investment income” (in the case of individuals)
or “undistributed net investment income” (in the case of estates and trusts) (which includes dividend
income in respect of, and gain recognised on the disposition of, BAT Shares or BAT ADSs) for the
relevant taxable year and (b) the excess of their modified adjusted gross income (in the case of
individuals) or adjusted gross income (in the case of estates and trusts) for the taxable year over
specified US dollar amounts. US holders are urged to consult their tax advisers regarding the
applicability of this provision to their ownership of BAT Shares or BAT ADSs.

2.1.6 Credits or Deductions for UK Taxes

As set out above, dividends in respect of, and gains on the disposition of, BAT Shares or BAT ADSs
may be subject to UK taxation by US holders in certain circumstances. A US holder may be eligible to
claim a credit or deduction in respect of UK taxes attributable to such income or gain for purposes of
computing the US holder’s US federal income tax liability, subject to certain limitations. The US foreign
tax credit rules are complex, and US holders should consult their own tax advisers regarding the
availability of US foreign tax credits and the application of the US foreign tax credit rules to their
particular situation.

21.7 Information Reporting and Backup Withholding

Information reporting and backup withholding may apply to dividend payments and proceeds from the
sale, exchange or other taxable disposition of BAT Shares or BAT ADSs. Backup withholding will not
apply, however, to a US holder that (i) furnishes a correct taxpayer identification number (a “TIN”),
certifies that such holder is not subject to backup withholding on Internal Revenue Service Form W-9
(or appropriate successor form) and otherwise complies with all applicable requirements of the backup
withholding rules; or (ii) provides proof that such holder is otherwise exempt from backup withholding.
Backup withholding is not an additional tax, and any amounts withheld under the backup withholding
rules may be refunded or credited against a holder's US federal income tax liability, if any, provided
that such holder furnishes the required information to the Internal Revenue Service in a timely manner.
The Internal Revenue Service may impose a penalty upon any taxpayer that fails to provide the correct
TIN.

The comments set out above of certain US federal income tax considerations are not tax
advice. The determination of the actual tax consequences for a US holder will depend on the US
holder’s specific situation. US holders of BAT Shares or BAT ADSs should consult their own
tax advisers as to the tax consequences of acquiring, owning and disposing of BAT Shares or
BAT ADSs, including the applicability and effect of the alternative minimum tax and any state,
local, foreign or other tax laws and of changes in those laws.
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PART XVl
AMERICAN DEPOSITARY SHARES

In addition to the LSE and JSE listing, the Existing BAT Shares have unlisted trading privileges on the
NYSE MKT in the form of BAT ADSs.

No BAT securities are listed on any United States securities exchange or registered pursuant to the
securities laws of the United States. As a result, the Company is subject to neither the NYSE listing
standards nor the corporate governance rules under the Sarbanes-Oxley Act of 2002.

As part of the Proposed Acquisition, BAT intends to register with the SEC and apply for the BAT ADSs
to be approved for listing on the NYSE such that the ADS programme will be changed to a Sponsored
Level Il ADS programme. The Company will also become subject to the reporting requirements of the
Exchange Act and, accordingly, required to file or furnish certain reports with the SEC.

Each New BAT ADS will represent one New BAT Share.

1. Depositary and custodian

The Depositary for the BAT ADSs is Citibank, N.A., located at 388 Greenwich Street, New York, New
York 10013. The custodian is Citibank, N.A., London Branch, located at Citigroup Centre, Canada
Square, Canary Wharf, London E14 5LB England.

BAT has appointed the Depositary pursuant to a deposit agreement. A copy of the deposit agreement
and each amendment thereto is on file with the SEC under cover of a Registration Statement on Form
F-6. BAT ADS holders may obtain a copy of the deposit agreement from the SEC’s Public Reference
Room at 100 F Street, N.E., Washington, D.C. 20549 and from the SEC’s website at www.sec.gov.
Please refer to Registration Number 333-155563 when retrieving such copy.

2. Description of BAT ADSs

The following comments summarise the material terms of the BAT ADSs and the material rights of
owners of BAT ADSs. These comments do not purport to be complete and may not contain all of the
information about the BAT ADSs that is important. The rights and obligations of an owner of BAT ADSs
will be determined by reference to the terms of the deposit agreement and not by this summary or any
other information in this Prospectus. BAT ADS holders are urged to review the deposit agreement
carefully and in its entirety. These comments are qualified in their entirety by reference to the deposit
agreement.

Each BAT ADS represents the right to receive, and to exercise the beneficial ownership interests in,
one BAT Share that is on deposit with the Depositary and/or the custodian. A BAT ADS also
represents the right to receive, and to exercise the beneficial interests in, any other property (including
cash) received by the Depositary or the custodian on behalf of the owners of BAT ADSs but that has
not been distributed to the owners of BAT ADSs because of legal restrictions or practical
considerations. The BAT Shares deposited with the Depositary and/or the custodian and any other
securities, property or cash held by the Depositary and/or custodian in respect of the BAT Shares are
hereafter referred to as the “Deposited Securities”. BAT and the Depositary may agree to change the
BAT ADS to BAT Share ratio by amending the deposit agreement. This amendment may give rise to,
or change, the Depositary services fees payable by BAT ADS owners. The custodian, the Depositary
and their respective nominees will hold all Deposited Securities for the benefit of the holders and
beneficial owners of BAT ADSs. Beneficial ownership in the Deposited Securities will, under the terms
of the deposit agreement, be vested in the beneficial owners of the BAT ADSs. The Depositary, the
custodian and their respective nominees will be the record holders of the Deposited Securities
represented by the BAT ADSs for the benefit of the holders and beneficial owners of the corresponding
BAT ADSs. A beneficial owner of BAT ADSs may or may not be the holder of BAT ADSs. Beneficial
owners of BAT ADSs will be able to receive any benefit in, and to exercise beneficial ownership
interests in, the Deposited Securities only through the registered holders of the BAT ADSs, the
registered holders of the BAT ADSs (on behalf of the applicable BAT ADS owners) only through the
Depositary, and the Depositary (on behalf of the owners of the corresponding BAT ADSs) directly, or
indirectly, through the custodian or their respective nominees, in each case upon the terms of the
deposit agreement. The Depositary and BAT may deem and treat the registered holder of a BAT ADS
as the absolute owner of such ADS for all purposes and neither the Depositary nor BAT will have any
obligation or be subject to any liability under the deposit agreement or any ADR to any holder or
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beneficial owner of ADSs unless, in the case of a holder of ADSs, such holder is the registered holder
or, in the case of a beneficial owner, such beneficial owner or its representative is the registered
holder.

Holders and beneficial owners of BAT ADSs will become a party to the deposit agreement and
therefore will be bound by its terms and to the terms of any ADR that represents those BAT ADSs. The
deposit agreement and the ADRs specify the rights and obligations of BAT as well as the rights and
obligations as owner of BAT ADSs and those of the Depositary. BAT ADS holders may appoint the
Depositary to act on their behalf in certain circumstances.

In addition, applicable laws and regulations may require holders of BAT ADSs to satisfy reporting
requirements and obtain regulatory approvals in certain circumstances. Holders of BAT ADSs are
solely responsible for complying with such reporting requirements and obtaining such approvals. None
of the Depositary, the custodian, BAT or any of their respective agents or affiliates shall be required to
take any actions whatsoever on the behalf of holders of BAT ADSs to satisfy such reporting
requirements or obtain such regulatory approvals under applicable laws and regulations.

BAT ADSs holders will not be treated as BAT Shareholders by BAT and will not have direct
shareholder rights. The Depositary will hold the shareholder rights attached to the BAT Shares
underlying the BAT ADSs on behalf of the BAT ADS holders and beneficial owners. Owners of BAT
ADSs will be able to exercise the shareholders rights for the BAT Shares represented by the BAT
ADSs through the Depositary only to the extent contemplated in the deposit agreement. To exercise
any shareholder rights not contemplated in the deposit agreement, a BAT ADS owner will need to
arrange for the cancellation of their BAT ADSs and become a direct shareholder of BAT.

The registration of the BAT Shares in the name of the Depositary or the custodian shall, to the
maximum extent permitted by applicable law, vest in the Depositary or the custodian the record
ownership in the applicable BAT Shares with the beneficial ownership rights and interests in such BAT
Shares being at all times vested with the beneficial owners of the BAT ADSs representing the BAT
Shares. The Depositary or the custodian shall at all times be entitled to exercise the beneficial
ownership rights in all Deposited Securities, in each case only on behalf of the holders and beneficial
owners of the BAT ADSs representing the Deposited Securities.

2.1 Dividends and distributions

Holders of BAT ADSs generally have the right to receive the distributions (including dividends) BAT
makes on the Deposited Securities. The receipt of these distributions may be limited, however, by
practical considerations and legal limitations. Holders of BAT ADSs will receive such distributions
under the terms of the deposit agreement in proportion to the number of BAT ADSs held as at the
specified record date, after deduction of the applicable fees, taxes and expenses.

2.2 Distributions of cash

Whenever BAT makes a cash distribution, including any dividend on any Deposited Securities, it will
deposit the funds with the custodian. Upon receipt of confirmation of the deposit of the requisite funds,
the Depositary will arrange for the funds received in a currency other than US dollars to be converted
into US dollars and for the distribution of the US dollars to the holders of BAT ADSs, subject to the
laws and regulations of England and Wales. The conversion into US dollars will take place only if
practicable and if the US dollars are transferable to the United States. For further information regarding
the conversion of funds into US dollars, see paragraph 2.14 of this Part XVIll (American Depositary
Shares) of this Prospectus.

The distribution of cash will be made net of the fees, expenses, taxes and governmental charges
payable by holders under the terms of the deposit agreement. The Depositary will hold any cash
amounts it is unable to distribute in a non-interest bearing account for the benefit of the applicable
holders and beneficial owners of BAT ADSs until the distribution can be effected or the funds that the
Depositary holds must be escheated as unclaimed property in accordance with the laws of the relevant
states of the United States.

2.3 Distributions of BAT Shares

Whenever BAT makes a free distribution of BAT Shares on the Deposited Securities with the
custodian, it will deposit the applicable number of BAT Shares with the custodian. Upon receipt of
confirmation of such deposit, the Depositary will either distribute to holders new BAT ADSs
representing the BAT Shares deposited or modify the BAT ADS-to-BAT Share ratio, in which case
each BAT ADS held will represent rights and interests in the additional BAT Shares so deposited. Only
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whole New BAT ADSs will be distributed. Fractional new BAT ADSs will be sold and the proceeds of
such sale will be distributed as in the case of a cash distribution.

The distribution of new BAT ADSs or the modification of the BAT ADS-to-BAT Share ratio upon a
distribution of BAT Shares will be made net of the fees, expenses, taxes and governmental charges
payable by holders under the terms of the deposit agreement. In order to pay such taxes or
governmental charges, the Depositary may sell all or a portion of the new BAT Shares so distributed.

No such distribution of New BAT ADSs will be made if it would violate a law (e.g., the US securities
laws). If the Depositary does not distribute new BAT ADSs as described above, it may sell the BAT
Shares received upon the terms described in the deposit agreement and will distribute the proceeds of
the sale as in the case of a distribution of cash.

24 Changes affecting Deposited Securities

The Deposited Securities represented by a holder's BAT ADSs may change from time to time. For
example, there may be a change in nominal or par value, split-up, cancellation, consolidation or any
other reclassification of such Deposited Securities or a recapitalisation, reorganisation, merger,
consolidation or sale of assets of BAT.

If any such change were to occur, a holder's BAT ADSs would, to the extent permitted by law and the
deposit agreement, represent the right to receive the property received or exchanged in respect of the
Deposited Securities. In such circumstances, the Depositary may, with BAT’s approval and if BAT
requests, deliver new BAT ADSs to the BAT ADS holders, amend the deposit agreement, the ADRs
and the applicable Registration Statement(s) on Form F-6, call for the exchange of the Existing BAT
ADSs for new BAT ADSs and take any other actions that are appropriate to reflect as to the BAT ADSs
the change affecting the BAT Shares. If the Depositary may not lawfully distribute such property to the
BAT ADS holder, the Depositary may, with BAT’s approval and if BAT requests, sell such property and
distribute the net proceeds to the BAT ADS holder as in the case of a cash distribution.

25 Issuance of BAT ADSs upon deposit of BAT Shares

The Depositary may create BAT ADSs upon deposit of BAT Shares with the custodian. The Depositary
will deliver these BAT ADSs to the persons indicated only after the BAT ADS holder pays any
applicable issuance fees and any charges and taxes payable for the transfer of the BAT Shares to the
custodian. The ability to deposit BAT Shares and receive BAT ADSs may be limited by US and
England and Wales legal considerations applicable at the time of deposit.

2.6 Transfer, combination and split up of ADRs

BAT ADS holders will be entitled to transfer, combine or split up their ADRs and the BAT ADSs
evidenced thereby. For transfers of ADRs, BAT ADS holders will have to surrender the ADRs to be
transferred to the Depositary and also must:

e ensure that the surrendered ADR is properly endorsed or otherwise in proper form for transfer;
e provide any transfer stamps required by the State of New York or the United States; and

e pay all applicable fees, charges, expenses, taxes and other government charges payable by
ADR holders pursuant to the terms of the deposit agreement and applicable law, upon the
transfer of ADRs.

To have the BAT ADS holder's ADRs either combined or split up, the holder must surrender the ADRs
in question to the Depositary with a request to have them combined or split up, and must pay all
applicable fees, charges, expenses, taxes and other government charges payable by ADR holders
pursuant to the terms of the deposit agreement and applicable law, upon a combination or split up of
ADRs.

The Depositary may require a holder to provide proof of identity and genuineness of any signature and
such other documents as the Depositary may deem appropriate before it will transfer, combine or split
up ADRs and the BAT ADSs evidenced thereby.

BAT may restrict transfers of BAT Shares where such transfer might result in ownership of BAT Shares
exceeding limits imposed by applicable law or the Articles of Association. BAT may also restrict, in
such manner as it deems appropriate, transfers of BAT ADSs where such transfer may result in the
total number of BAT Shares represented by BAT ADSs owned by a single holder or beneficial owner to
exceed any such limits. BAT may, in its sole discretion but subject to applicable law, instruct the
Depositary to take action with respect to the ownership interest of any holder or beneficial owner in
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excess of such limits, including the imposition of restrictions on the transfer of BAT ADSs, the removal
or limitation of voting rights or mandatory sale or disposition on behalf of a holder or beneficial owner of
the BAT Shares represented by the BAT ADSs held by such holder or beneficial owner in excess of
such limitations, if and to the extent such disposition is permitted by applicable law and the Articles of
Association.

2.7 Withdrawal of Deposited Securities upon cancellation of BAT ADSs

BAT ADS holders will be entitled to present their BAT ADSs to the Depositary for cancellation and then
receive the corresponding number of underlying Deposited Securities at the custodian’s offices. The
ability of a BAT ADS holder to withdraw the Deposited Securities held in respect of the BAT ADSs may
be limited by US and England and Wales legal considerations applicable at the time of withdrawal. In
order to withdraw the Deposited Securities represented by their BAT ADSs, the holder will be required
to pay to the Depositary the fees for cancellation of BAT ADSs and any charges and taxes payable
upon the transfer of the Deposited Securities. The BAT ADS holder assumes the risk for delivery of all
funds and securities upon withdrawal. Once cancelled, the BAT ADSs will not have any rights under
the deposit agreement.

If a BAT ADS holder holds BAT ADSs registered in their name, the Depositary may ask them to
provide proof of identity and genuineness of any signature and such other documents as the
Depositary may deem appropriate before it will cancel the BAT ADSs. The withdrawal of the Deposited
Securities shares represented by the BAT ADS holder's BAT ADSs may be delayed until the
Depositary receives satisfactory evidence of compliance with all applicable laws and regulations. The
Depositary will only accept BAT ADSs for cancellation that represent a whole number of Deposited
Securities.

2.8 Voting rights

BAT ADS holders generally have the right under the deposit agreement to instruct the Depositary to
exercise the voting rights for the BAT Shares represented by their BAT ADSs.

At BAT'’s request, the Depositary will distribute to BAT ADS holders any notice of shareholders’
meeting or solicitation of consent or proxy timely received from BAT together with information
explaining how to instruct the Depositary to exercise the voting rights of the Deposited Securities
represented by BAT ADSs. In lieu of distributing such materials, the depositary may distribute to
holders of BAT ADSs instructions on how to retrieve such materials upon request.

If the Depositary timely receives voting instructions from a holder of BAT ADSs, it will, to the extent
practicable and permitted under applicable law, the deposit agreement and the Articles of Association,
endeavour to vote the Deposited Securities (in person or by proxy) represented by the holder's BAT
ADSs in accordance with such voting instructions as follows:

¢ in the event of voting by show of hands, the Depositary will vote or cause the custodian to vote
all BAT Shares held on deposit at that time in accordance with the voting instructions received
from a maijority of holders of BAT ADSs who provide timely voting instructions; or

e in the event of voting by poll, the Depositary will vote or cause the custodian to vote the BAT
Shares held on deposit in accordance with the voting instructions received from the holders of
BAT ADSs giving voting instructions.

Deposited Securities for which no voting instructions have been received will not be voted. The ability
of the Depositary to carry out voting instructions may be limited by practical and legal limitations and
the terms of the Deposited Securities. BAT cannot assure that BAT ADS holders will receive voting
materials in sufficient time to enable the timely return of voting instructions to the Depositary.
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29 Fees and charges

BAT ADS holders will be required to pay certain fees and charges to the Depositary under the terms of
the deposit agreement including, but not limited to, the fees set out below:

Service Fees

Issuance of BAT ADSs upon deposit of BAT Shares (excluding Up to US $0.05 per BAT ADS issued!

issuances as a result of distributions of shares described below)

Cancellation of BAT ADSs Up to US $0.05 per BAT ADS
surrendered'’

Distribution of cash dividends or other cash distributions (i.e. sale of Up to US $0.05 per BAT ADS held?

rights and other entitlements)

Distribution of BAT ADSs pursuant to (i) stock dividends or other free Up to US $0.05 per BAT ADS held

stock distributions, or (ii) exercise of rights to purchase additional

BAT ADSs

Distribution of securities other than BAT ADSs or rights to purchase Up to US $0.05 per BAT ADS held

additional BAT ADSs (i.e. spin-off shares)

Depositary services Up to US $0.05 per BAT ADS held

1 Under the terms of a separate agreement between BAT and the Depositary, the Depositary has agreed to waive the

fees that would otherwise be payable in connection with the issuance of BAT ADSs upon deposit of BAT Shares and
the cancellation of BAT ADSs and corresponding withdrawal of BAT Shares, in each case by BAT or any of its
affiliates, officers, directors or employees. The terms of this separate agreement may be amended at any time by BAT
and the Depositary.

2 While under the deposit agreement, cash dividends paid in respect of BAT ADSs are subject to a fee of up to $0.05
per BAT ADS payable to the Depositary, under the terms of the separate agreement between BAT and the Depositary
referred to above, such dividends are instead subject to a fee of up to $0.02 per BAT ADS per year (a fee of $0.01 per
dividend based on the distribution of an interim and a final cash dividend per year or a fee of $0.005 per dividend
based on the distribution of four quarterly cash dividends per year). Under such separate agreement, this dividend fee
may not be varied by the Depositary without the consent of BAT.

In the event of refusal to pay the Depositary’s fees and charges, the Depositary may, under the terms
of the deposit agreement refuse the requested service until payment is received or may set off the
amount of the Depositary’s fees and charges from any distribution to be made to the BAT ADS holder.
The fees and charges may vary over time and may be changed by BAT and by the Depositary. The
Depositary may reimburse BAT for certain expenses incurred by it in respect of the ADR programme
by making available a portion of the ADS fees charged in respect of the ADR programme or otherwise,
upon such terms and conditions as BAT and the Depositary agree from time to time.

210 Amendments and termination

BAT may agree with the Depositary to modify the deposit agreement at any time without the consent of
the BAT ADS holders and beneficial owners. BAT must give holders of BAT ADSs 30 days’ prior notice
of any modifications that would materially prejudice any of their substantial rights under the deposit
agreement. BAT will not consider to be materially prejudicial to the substantial rights of BAT ADS
holders any modifications or supplements that are reasonably necessary for the BAT ADSs to be
registered under the Securities Act or to be eligible for book-entry settlement, in each case without
imposing or increasing the fees and charges that BAT ADS holders are required to pay. In addition,
BAT may not be able to provide BAT ADS holders with prior notice of any modifications or
supplements that are required to accommodate compliance with applicable provisions of law.

BAT has the right to direct the Depositary to terminate the deposit agreement. Similarly, the Depositary
may in certain circumstances on its own initiative terminate the deposit agreement. In either case, the
Depositary must give notice to the holders at least 30 days before termination. Until termination, the
rights under the deposit agreement will be unaffected.

2.1 Books of depositary

The Depositary will maintain the records of the BAT ADS holders at its depositary office. BAT ADS
holders may inspect such records at such office during regular business hours but solely for the
purpose of communicating with other BAT ADS holders in the interest of business matters relating to
the BAT ADSs and the deposit agreement.
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212 Limitations on obligations and liabilities

The deposit agreement limits the obligations of BAT and the Depositary’s obligations to the BAT ADS
holders. This includes, among other things, that:

e BAT and the Depositary are obligated only to take the actions specifically stated in the deposit
agreement and to do so without negligence or bad faith;

e the Depositary disclaims any liability for any failure to carry out voting instructions, for any
manner in which a vote is cast or for the effect of any vote, provided it acts in good faith and in
accordance with the terms of the deposit agreement;

¢ the Depositary disclaims any liability for any failure to determine the lawfulness or practicality
of any action, for the content of any document forwarded to the BAT ADS holders on BAT’s
behalf or for the accuracy of any translation of such a document, for the investment risks
associated with investing in BAT Shares, for the validity or worth of the BAT Shares, for any
tax consequences that result from the ownership of BAT ADSs, for the credit worthiness of any
third party, for allowing any rights to lapse under the terms of the deposit agreement, for the
timeliness of any notices from BAT or for BAT’s failure to give notice; and

e BAT and the Depositary will not be obligated to perform any act that is inconsistent with the
terms of the deposit agreement.

213 Taxes

BAT ADS holders are responsible for the taxes and other governmental charges payable on the BAT
ADSs and other Deposited Securities represented by the BAT ADSs. BAT, the Depositary and the
custodian may deduct from any distribution the taxes and governmental charges payable by holders
and may sell any and all property on deposit to pay the taxes and governmental charges payable by
holders. BAT ADS holders are liable for any deficiency if the sale proceeds do not cover the taxes that
are due.

214 Foreign currency conversion

The Depositary will arrange for the conversion of all foreign currency received into US dollars if such
conversion is practical, and it will distribute the US dollars in accordance with the terms of the deposit
agreement. BAT ADS holders may have to pay fees and expenses incurred in converting foreign
currency, such as fees and expenses incurred in complying with currency exchange controls and other
governmental requirements.

If the conversion of foreign currency is not practical or lawful, or if any required approvals are denied or
not obtainable at a reasonable cost or within a reasonable period, the Depositary may take the
following actions in its discretion:

e convert the foreign currency to the extent practical and lawful and distribute the US dollars to
the holders for whom the conversion and distribution is lawful and practical;
e distribute the foreign currency to holders for whom the distribution is lawful and practical; or

e hold the foreign currency (without liability for interest) for the applicable holders.

215 Governing law

The deposit agreement and the ADRs are governed by the laws of the State of New York. The rights of
holders of BAT Shares (including BAT Shares represented by BAT ADSs) are governed by the laws of
England and Wales and the Articles of Association. For further information regarding the material terms
of the BAT Shares, see paragraph 4.5 of Part XIX (Additional Information) of this Prospectus.
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PART XIX
ADDITIONAL INFORMATION

1. Responsibility

The Company and the Directors whose names appear in paragraph 1 of Part X (Directors, Senior
Managers and Corporate Governance), accept responsibility for the information contained in this
Prospectus. To the best of the knowledge and belief of the Company and the Directors (each of whom
has taken all reasonable care to ensure that such is the case), the information contained in this
Prospectus is in accordance with the facts and does not omit anything likely to affect the import of such
information.

2, Incorporation and registered office

The Company was incorporated and registered in England and Wales on 23 July 1997 as a public
limited company limited by shares with the name Measureprofit Public Limited Company and the
registered number 03407696. By a special resolution, the Company changed its name to British
American Tobacco p.l.c. on 24 April 1998.

The principal legislation under which the Company operates, and pursuant to which the BAT Shares
have been, and the New BAT Shares will be, created is the Companies Act 2006 and the regulations
made thereunder.

The Company is domiciled in the United Kingdom with its registered office and principal place of
business at Globe House, 4 Temple Place, London WC2R 2PG, United Kingdom. The telephone
number of the Company’s registered office is +44 (0) 20 7845 1000.

3. Organisational structure

The Company is the ultimate holding company of the BAT Group. Following the Proposed Acquisition,
the Company will be the ultimate holding company of the Combined Group.

31 BAT Group

BAT’s principal subsidiaries and associated undertakings (each of which are considered by BAT to be
likely to have a significant effect on the assessment of the assets and liabilities, the financial position or
the profits and losses of the BAT Group) are as follows:

Name of subsidiary undertaking Country of incorporation Proportion of voting rights held
British American Tobacco (Algérie)
S P A Algeria 51%
British American Tobacco Argentina
SAILCYF. Argentina 99.95%
British American Tobacco Australia
Limited ... Australia 100%
British American Tobacco
Bangladesh Company Limited .......... Bangladesh 72.91%
British American Tobacco Belgium
S A Belgium 100%
Souza Cruz LTDA ......coiiiieen Brazil 100%
British American Tobacco
(Cambodia) Limited ..................ce.e. Cambodia 71%
Imperial Tobacco Canada Limited ..... Canada 100%
British American Tobacco Chile
Operaciones SAA.......ccccevvvinieiennn.. Chile 99.50%
British American Tobacco Colombia
S AS. Colombia 100%
British American Tobacco (Czech
Republic), S.r.0. ....coovvviiiiiii Czech Republic 100%
British American Tobacco Denmark
AJS (House of Prince A/S) ............... Denmark 100%
British American Tobacco Egypt
LLC o Egypt 100%
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Name of subsidiary undertaking Country of incorporation Proportion of voting rights held

British American Tobacco France

SAS France 100%
BATIG Gesellschaft fur Beteiligungen

Mb.H. Germany 100%
British American Tobacco (Germany)

GmbH ... Germany 100%
British American Tobacco (Industrie)

GmbH ... Germany 100%
PT Bentoel Internasional Investama,

TOK e Indonesia 92.48%
B.A.T. Pars Company (Private Joint

StOCK) .« v Iran, Islamic Republic of 99.90%
British American Tobacco ltalia

SPA Italy 100%
British American Tobacco Japan,

Ltd. Japan 100%
British American Tobacco

Kazakhstan Trading LLP ................. Kazakhstan 100%
British American Tobacco Korea

Limited ......ooei Korea 100%
British American Tobacco Korea

Manufacturing Limited..................... Korea 100%
British American Tobacco (Malaysia)

Berhad........cooviiiii Malaysia 50%
British American Tobacco Mexico,

SA deCV. Mexico 100%
British American Tobacco Exports

BV Netherlands 100%
British American Tobacco Holdings

(The Netherlands) B.V..................... Netherlands 100%
British American Tobacco Nederland

BV Netherlands 100%
British American Tobacco Western

Europe Region B.V. ...l Netherlands 100%
British American Tobacco (New

Zealand) Limited .............ccooeiinn. New Zealand 100%
British American Tobacco (Nigeria)

Limited .......cooiiii Nigeria 100%
British American Tobacco Marketing

Nigeria Limited ....................ooil. Nigeria 100%
Pakistan Tobacco Company

Limited ... Pakistan 94.65%
British-American Tobacco Polska

S A Poland 100%
British American Tobacco Polska

Trading Sp. Z0.0. ...vvvniviiiiiiiic, Poland 100%
British-American Tobacco (Romania)

Trading SRL.......coiiiiiiiiee, Romania 100%
CJSC ‘British American

Tobacco-SPb’ ... Russia 100%
CJSC ‘International Tobacco

Marketing Services’ ........................ Russia 100%

British-American Tobacco Ma