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INDUSTRY RISKS

Unfavorable regulation, disruptive excise tax
hikes, gains in illicit trade, and currency moves
are risks to profits.

CONCLUSION
As recent vapor-related illness may be causing consumer confusion about the products, it
remains unclear how vapor users may respond and how cigarette sales may be impacted. It
may be too early to know how indicative it could be of future trends, but recent IRI data show
a -7% sequential decline in 4-week e-cigarette sales (following an -11% sequential decline
in the prior 4 weeks), while combustible cigarette volume declines remained unchanged at
-7.5%. In Massachusetts, where a ban on all vapor (including tobacco flavored) took effect
for the latest 4-week period, vapor sales fell -84% sequentially while cigarette declines
moderated, but stayed negative, improving from -9.8% to -4.1%.

• Still too early to know how much combustible sales may benefit from vapor
shifting. In the most recent four weeks (ending October 20), national e-cig category
sales declined -7% sequentially (following a -11% sequential decline in the prior 4
weeks). JUUL had 65% market share, and its sales declined -9% sequentially (and down
-15% sequentially in the prior 4 weeks). Sequential declines were presumably driven
by some degree of consumer uncertainty around recent vapor related illnesses, as well
as the vapor product ban in Massachusetts (detailed below). Even though black market
and THC products appear to be the cause, all vapor products may have some clouds of
uncertainty for consumers (and regulators) until definitive reasons are precisely clear. A
potentially more significant vapor headwind could come if the FDA removes all flavored
vapor products from the market (including menthol and mint) as it plans to do.

• Despite sequential vapor declines, cigarette category volumes still fell -7.5%. The
-7.5% 4-week category volume decline was a modest sequential deceleration from its
-7.8% fall in the prior 4 week period (through September 22). It is too early to know how
any sustained shift in e-cigarette growth may impact combustible cigarettes, but we were
surprised that cigarette volume trends did not yet show a more obvious benefit from
sequential vapor declines. We will continue to monitor these trends as flavored e-cigs
are cleared from the market. Regarding cigarette volume trends by company in the latest
four weeks, Altria's declined -8.1%, BAT's declined -8.5% and Imperial's fell -7.7%.

• In Massachusetts, vapor ban has clear early impact on cigarette volumes.
Massachusetts banned the sale of e-cigs on September 24th, 2 days after our latest
4 week period of IRI data began. In the most recent 4 weeks, JUUL's Massachusetts
retail sales volumes fell -84% sequentially while cigarette category volumes there fell
-4.1% y-o-y, an improvement vs. the -9.8% decline in the prior 4-weeks but still shy of
positive growth. The vapor ban has only begun, but cigarette category volumes appear
to be getting a lift from vapers switching to cigarettes, though not in enough numbers to
send cigarette volumes positive. This improvement appears consistent with our analysis
on the potential national impact of a flavor ban (see note here), where we estimate
category volume declines could moderate by 2-3pp in the event of a flavored vapor
ban. Massachusetts banned all vapor, including tobacco flavored, driving a bigger lift to
cigarette volumes there than we modeled from a ban on just non-tobacco flavors.

• Way-too-early look at US iQOS momentum: It's selling! Marlboro HeatSticks for
iQOS have just begun selling outside of the two mall-based iQOS stores in a handful of
local stores. It has predictably small but rapidly growing sales, and we expect growth to
continue to accelerate. We still believe the bulk of HeatStick sales are at the iQOS stores
(a sleeve of 10 packs are promotionally priced with the device). Sales chart inside note.
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Marlboro HeatSticks are already appearing in measured US retail channels, though we believe 

devices are still only being sold in iQOS stores. In its first appearance in measured retail outlets, 

HeatSticks generated just over $5,400 in measured retail sales in the first four weeks of its US 

launch (Exhibit 1). We will continue to monitor trends carefully as iQOS expands both within 

Atlanta and eventually beyond.  

We rate MO Neutral. Our target price of $49 is ~11.0x our 2020E EPS of $4.49. Risks: 

Unfavorable regulatory action, disruptive excise tax increases, growth in counterfeit products, or 

unexpected competitor price cuts could negatively impact share price. 

We rate IMB LN Neutral. Our target price of £22 is ~7.5x our CY2019E EPS of £2.93. Risks: 

Disruptive excise taxes, macro pressure, and currency moves may pose risk to profits.  

We rate BATS LN Neutral. Our target price of £33 applies a 9.0-9.5x multiple to our 2020E EPS of 

£3.50. Risks: Disruptive excise taxes, macro pressure, and currency moves may pose risks to 

profits. 

HeatSticks now 

visible in retail data 

Exhibit 1 

HeatSticks weekly sales since launch in measured US retail 

Source:  IRI, Piper Jaffray & Co 
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IMPORTANT RESEARCH DISCLOSURES

Rating and Price Target History for: British American Tobacco plc (BATS LN) as of 10-28-2019
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Rating and Price Target History for: Imperial Brands plc (IMB LN) as of 10-28-2019
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Rating and Price Target History for: Altria Group, Inc. (MO) as of 10-28-2019
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Notes: The boxes on the Rating and Price Target History chart above indicate the date of the fundamental Equity Research Note, the rating and the price
target. Each box represents a date on which an analyst made a change to a rating or price target, except for the first box, which may only represent the
first Note written during the past three years.
Legend:
I: Initiating Coverage
R: Resuming Coverage
T: Transferring Coverage
D: Discontinuing Coverage
S: Suspending Coverage
OW: Overweight
N: Neutral
UW: Underweight
NA: Not Available
UR: Under Review
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Distribution of Ratings/IB Services
Piper Jaffray

IB Serv./Past 12 Mos.

Rating Count Percent Count Percent

BUY [OW] 392 65.01 89 22.70

HOLD [N] 203 33.67 17 8.37

SELL [UW] 8 1.33 1 12.50

Note: Distribution of Ratings/IB Services shows the number of companies currently covered by fundamental equity research in each rating category from
which Piper Jaffray and its affiliates received compensation for investment banking services within the past 12 months. FINRA rules require disclosure
of which ratings most closely correspond with "buy," "hold," and "sell" recommendations. Piper Jaffray ratings are not the equivalent of buy, hold or sell,
but instead represent recommended relative weightings. Nevertheless, Overweight corresponds most closely with buy, Neutral with hold and Underweight
with sell. See Stock Rating definitions below.

Analyst Certification  — Michael S. Lavery, Sr. Research Analyst
The views expressed in this report accurately reflect my personal views about the subject company and the subject security. In addition, no part of my
compensation was, is, or will be directly or indirectly related to the specific recommendations or views contained in this report.

Piper Jaffray research analysts receive compensation that is based, in part, on overall firm revenues, which include investment banking revenues.

Time of dissemination: 29 October 2019 19:33EDT.
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Research Disclosures
Piper Jaffray usually provides bids and offers for the securities of British American Tobacco plc and will, from time to time, buy and sell British American
Tobacco plc securities on a principal basis.
Piper Jaffray usually provides bids and offers for the securities of Imperial Brands plc and will, from time to time, buy and sell Imperial Brands plc securities
on a principal basis.
Piper Jaffray was making a market in the securities of Altria Group, Inc. at the time this research report was published. Piper Jaffray will buy and sell Altria
Group, Inc. securities on a principal basis.

Affiliate disclosures: Piper Jaffray is the trade name and registered trademark under which the corporate and investment banking products and services
of Piper Jaffray Companies and its subsidiaries Piper Jaffray & Co. and Piper Jaffray Ltd. are marketed. Simmons Energy is a division of Piper Jaffray &
Co. This report has been prepared by Piper Jaffray & Co. and/or its affiliate Piper Jaffray Ltd. Piper Jaffray & Co. is regulated by FINRA, NYSE and the
United States Securities and Exchange Commission, and its headquarters are located at 800 Nicollet Mall, Minneapolis, MN 55402. Piper Jaffray Ltd. is
authorized and regulated by the Financial Conduct Authority, and is located at 88 Wood Street, 13th Floor, London EC2V 7RS. Disclosures in this section
and in the Other Important Information section referencing Piper Jaffray include all affiliated entities unless otherwise specified.

Rating Definitions
Stock Ratings: Piper Jaffray fundamental research ratings are indicators of expected total return (price appreciation plus dividend) within the next
12 months. At times analysts may specify a different investment horizon or may include additional investment time horizons for specific stocks.
Stock performance is measured relative to the group of stocks covered by each analyst. Lists of the stocks covered by each are available at
www.piperjaffray.com/researchdisclosures. Stock ratings and/or stock coverage may be suspended from time to time in the event that there is no
active analyst opinion or analyst coverage, but the opinion or coverage is expected to resume. Research reports and ratings should not be relied
upon as individual investment advice. As always, an investor’s decision to buy or sell a security must depend on individual circumstances, including
existing holdings, time horizons and risk tolerance. Piper Jaffray sales and trading personnel may provide written or oral commentary, trade ideas,
or other information about a particular stock to clients or internal trading desks reflecting different opinions than those expressed by the research
analyst. In addition, Piper Jaffray offers technical research products that are based on different methodologies, may contradict the opinions contained
in fundamental research reports, and could impact the price of the subject security. Recommendations based on technical analysis are intended for the
professional trader, while fundamental opinions are typically suited for the longer-term institutional investor.

Overweight (OW): Anticipated to outperform relative to the median of the group of stocks covered by the analyst.

Neutral (N): Anticipated to perform in line relative to the median of the group of stocks covered by the analyst.

Underweight (UW): Anticipated to underperform relative to the median of the group of stocks covered by the analyst.

Other Important Information
The material regarding the subject company is based on data obtained from sources we deem to be reliable; it is not guaranteed as to accuracy and does
not purport to be complete. This report is solely for informational purposes and is not intended to be used as the primary basis of investment decisions.
Piper Jaffray has not assessed the suitability of the subject company for any person. Because of individual client requirements, it is not, and it should not
be construed as, advice designed to meet the particular investment needs of any investor. This report is not an offer or the solicitation of an offer to sell
or buy any security. Unless otherwise noted, the price of a security mentioned in this report is the market closing price as of the end of the prior business
day. Piper Jaffray does not maintain a predetermined schedule for publication of research and will not necessarily update this report. Piper Jaffray policy
generally prohibits research analysts from sending draft research reports to subject companies; however, it should be presumed that the fundamental equity
analyst(s) who authored this report has had discussions with the subject company to ensure factual accuracy prior to publication, and has had assistance
from the company in conducting diligence, including visits to company sites and meetings with company management and other representatives.Notice to
customers: This material is not directed to, or intended for distribution to or use by, any person or entity if Piper Jaffray is prohibited or restricted by any
legislation or regulation in any jurisdiction from making it available to such person or entity. Customers in any of the jurisdictions where Piper Jaffray and its
affiliates do business who wish to effect a transaction in the securities discussed in this report should contact their local Piper Jaffray representative, or as
otherwise noted below. Canada: This research report is distributed in Canada by CIBC World Markets Inc. Investors in Canada wishing to effect a transaction
in the securities discussed in this report should contact their CIBC sales representative. This research report has not been prepared in accordance with
the disclosure requirements of Dealer Member Rule 3400 – Research Restrictions and Disclosure Requirements of the Investment Industry Regulatory
Organization of Canada. For further disclosure related to CIBC conflicts of interest please visit https://researchcentral.cibcwm.com. Europe: This material
is for the use of intended recipients only and only for distribution to professional and institutional investors, i.e. persons who are authorised persons or
exempted persons within the meaning of the Financial Services and Markets Act 2000 of the United Kingdom, or persons who have been categorised by
Piper Jaffray Ltd. as professional clients under the rules of the Financial Conduct Authority. United States: This report is distributed in the United States
by Piper Jaffray & Co., member SIPC, FINRA and NYSE, Inc., which accepts responsibility for its contents. The securities described in this report may not
have been registered under the U.S. Securities Act of 1933 and, in such case, may not be offered or sold in the United States or to U.S. persons unless
they have been so registered, or an exemption from the registration requirements is available.This report is produced for the use of Piper Jaffray customers
and may not be reproduced, re-distributed or passed to any other person or published in whole or in part for any purpose without the prior consent of Piper
Jaffray & Co. Additional information is available upon request. Copyright 2019 Piper Jaffray. All rights reserved.
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