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B Can Dédlivery Match Recent Outperformance this Q?
Tobacco stocks have performed incredibly well YTD, again outperforming the
broader market and consumer staples by 28% and 20%, respectively. While we
believe industry fundamentals are holding up well, we are not expecting any blow- ) ]
away results this Q. In this note, we provide thoughts picked up from our field Nik Modi
work and provide a summary of our recently completed tobacco retailer survey. Analyst

LO remains our top idea. nik modi@ubs.com
+1-212-713 2204

www.ubs.com/investmentresearch

B TheKey ThemesWe Expect to Resonate This Quarter Benjamin Schmid
1) Accelerated shipment declinesin cigarettes due to inventory destocking ~ Associate Analyst
(though underlying volume trends should be consistent with previous quarters), 2) benjamin.schmid@ubs.com

solid pricing, though Lorillard should continue to lag the industry due to the drag +1-212-713 6268

from Newport Non Menthol, 3) continued outperformance of the Newport
franchise, 4) strong underlying trends for the smokeless tobacco category and 5)
slowing trends for Pall Mall.

B Updated Thoughtson the Marlboro Leader ship Price (MLP) Program

A few months back, we predicted that PM USA would cancel the MLP program
due to significant pushback from retailers. Since then, it seems retailers have
settled into the “new normal.” Looking ahead, we actually expect Altria to renew
the program and make a few tweaks. Specifically, we expect PM USA to start
segmenting MLP by performance. For instance, the best performing retailers will
start to get paid more incentive monies than lower performing retailers. This is
effectively what PM USA had done with its retail and wholesale |eaders programs
over the years.

This report has been prepared by UBS Securities LLC

ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE 7.

UBS does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may
have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making
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Update on Cigarette Trends

While volume headlines could create some anxiety this quarter, we encourage
investors to focus on underlying “wholesale-to-retail” trends given the highly
telegraphed inventory dynamics that will impact the September quarter (e.g.
wholesalers loading up on inventory ahead of a price increase in the June Q).
We expect underlying volumes for the cigarette category to decline 4% (in line
with historical decline rates), though shipments could be down closer to 6%
(again due to inventory dynamics). Lorillard should remain the best performer
with underlying volumes up 7-8%, while Altria’'s volumes are down closer to
the industry. RAI will be down closer to -5% (mainly due to a sequential
slowing of Pal Mall—which we discuss later in this report). On a shipment

basis, Lorillard should be up 3%, Reynolds down -5% and Altria down closer to
-10%.

Table 1: There will be a disconnect between cigarette shipments and depletions

Manufacturing Shipments Wholesale to Retail Shipments
Lorillard 3.2% % - 8%
Altria -9.8% -5%
Reynolds American -5% -4%

Source: Company filings, UBS

Chart 1: Differences between cigarette shipments and depletions are not new for Altria
(or the industry)
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From a pricing perspective, we expect Altria to have the best net price
realization (+6%) as the company ceded unprofitable share. Hopefully, this will
dispel any concerns over PM USA potentially instigating a price war in
cigarettes. RAI should have decent net pricing with LO lagging due to a drag

from Newport Non Menthol. Our contacts suggest Newport Menthol pricing is
tracking +5-6%.
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Lorillard Should Shine Again this Quarter

After picking up feedback from the trade and reviewing results from our
September quarter retail survey, it is clear that Lorillard’s momentum seen over
the past severa quarters continued in the September quarter. In fact, for the first
time since we started our tobacco retailer survey in 2010, Lorillard has
overtaken Reynolds American as the 2" healthiest tobacco company (behind
Altrid). Additionally, alarger proportion of retailers expect Lorillard to increase
its share versus prior surveys.

Chart 2: Lorillard surpassed Reynolds as the 2nd healthiest company this quarter with a 7.9 out of 10 ranking

On a score of 1-10 (1 being the lowest, 10 being the highesf), how would you rate the overall health of the
following companies?
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Source: UBS Tobacco Survey

Chart 3: The amount of retailers that expect Lorillard to increase market share increased 7
Reynolds to increase share declined 4 pp
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Chart 4: Only 21% of retailers see Newport facing the most negative pressure

Which of the Big 3 brands are seeing the most negative pressure?
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Pall Mall Slowing Down

Pall Mal has been a huge success story for RAI. As a reminder, RAI
repositioned Pall Mall in 2006 as a discount brand. The value proposition was a
long smoke with premium tobacco at a reasonable price (we akin this strategy to
what Conwood originally did with Grizzly). Since its repositioning, Pall Mall
has gone from 3.2% of the market in 2008 to 8.5% today and is now RAI's
biggest cigarette brand (30% of RAI’s total cigarette portfolio versus 10% back
in 2008).

Chart 5: Pall Mall has increased its share to 8.5% from 2% in 2006
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However, after some phenomenal growth over the past severa quarters, our
field research and survey work is pointing to a slowing in Pal Mall. While
tough comparisons are certainly a partia factor in the sowdown, we also
believe competition is heating up at the lower end of the market—especially
with PM USA’s extra support of L&M over recent quarters. We estimate the
brand will grow 7% in 3Q11 versus 14% in 2Q and 50% over the last 8 quarters.
It is important to note that incremental spending behind L&M s likely coming
from “ Special Blends’ and BASIC.
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Table 2: Pall Mall is slowing but still growing in a declining market

Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun
08 08 08 08 09 09 09 09 10 10 10 10 11 11

Pall Mall Y/Y Quarterly Growth 2%  18%  33% 31% 17% 100% 58% 91%  138%  11% 45% 20% 16% 14%

Source: Company filings, UBS

Chart 6: Close to 40% of retailers indicated PM USA’s stepped up level of promotional
support for L&M has had a negative impact on Pall Mall

Has PM USA's stepped up level of promotional support for L&M had a
negative impact on Pall Mall?

Yes, 39%

No, 61%

Source: UBS Tobacco Survey

While some may worry that Pall Mall, L&M and Maverick are growing, we
believe it will help support the overall pricing picture of the industry longer
term. Importantly, most of the share gains from these brands are coming at the
expense of non Big 3 deep discount players.

Chart 7: The Big 3 are taking a larger proportion of the discount segment in recent quarters. This should help longer term pricing
power of the cigarette category.
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An Update on the Marlboro Leadership Price
(MLP) Program

We continue to get mixed feedback from retailers on the effectiveness of
Altria s MLP program. Broadly speaking, retailers that have the program are
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experiencing better trends than retailers that are not on the program. We
estimate approximately 40%-50% of retailers that represent 70% of Marlboro’s
volumes are signed up on the program. As we expected, this number has
increased since the original sign up date in April as retailers sought to remain
competitive on pricing in the market. It is also important to remember that
retailers have taken prices down on Marlboro also had to reduce price points on
Came and Newport due to “fair and equitable’ clauses in their retail trade
contracts. We believe investors need to be careful on reading too much into
scanner data since most of the price cuts are being entirely funded by the
retailer and not the manufacturer.

Chart 8: 44% of retailers believe MLP has helped Marlboro share trends compared to
35% in June
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A few months back, we predicted that PM USA would cancel the MLP program
due to significant pushback from retailers. Since then, it seems retailers have
settled into the “new normal.” Looking ahead, we actualy expect Altria to
renew the program and make a few tweaks. Specifically, we expect PM USA to
start segmenting MLP by performance. For instance, the best performing
retailers will start to get paid more incentives monies than lower performing
retailers. This is effectively what PM USA had done with its retail and
wholesale leaders programs.

Grizzly Volumes Accelerating Due to a New
Retail Contract

We expect Grizzly volumes to accelerate sequentially as RAI begins to get the
benefits of its new retail trade contract (we estimate 200-300 bps). In a nutshell,
the American Snuff Company introduced a contract to retailers during the June
quarter that provides incentive monies for providing Grizzly its “fair share” of
shelf. We estimate this had led to anywhere between 4-8 new “facings’ for
Grizzly. In addition, retailers that sign onto the program need to have Grizzly as
the lowest effective price in the MST category and need to provide more brand
and price communication within the store.

While volumes should accelerate, we believe this will be offset by lower pricing
as American Snuff doles out incremental monies as part of its new program.
This will likely be the case until the initial implementation of the program is
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lapped in the June Q of next year. In addition, American Snuff’s numbers will
look soft due to the divestment of lane limited.

m Statement of Risk

The tobacco industry is highly regulated, and faces litigation, and legislation
risk. Other risks associated with tobacco stocks are increases in excise taxes,
smoking bands, and negative pricing prospects.

m Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to each security or issuer
that the analyst covered in this report: (1) al of the views expressed accurately
reflect his or her persona views about those securities or issuers and were
prepared in an independent manner, including with respect to UBS, and (2) no
part of his or her compensation was, is, or will be, directly or indirectly, related
to the specific recommendations or views expressed by that research analyst in
the research report.
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Required Disclosures

This report has been prepared by UBS Securities LLC, an affiliate of UBS AG. UBS AG, its subsidiaries, branches and
affiliates are referred to herein as UBS.

For information on the ways in which UBS manages conflicts and maintains independence of its research product;
historical performance information; and certain additional disclosures concerning UBS research recommendations,
please visit www.ubs.com/disclosures. The figures contained in performance charts refer to the past; past performance is
not areliable indicator of future results. Additional information will be made available upon request. UBS Securities Co.
Limited is licensed to conduct securities investment consultancy businesses by the China Securities Regulatory
Commission.

UBS Investment Research: Global Equity Rating Allocations

UBS 12-Month Rating Rating Category Coverage1 IB Services?
Buy Buy 59% 35%
Neutral Hold/Neutral 35% 33%
Sell Sell 6% 14%
UBS Short-Term Rating Rating Category Coverage3 IB Services”
Buy Buy less than 1% 0%
Sell Sell less than 1% 20%

1:Percentage of companies under coverage globally within the 12-month rating category.

2:Percentage of companies within the 12-month rating category for which investment banking (IB) services were provided within
the past 12 months.

3:Percentage of companies under coverage globally within the Short-Term rating category.

4:Percentage of companies within the Short-Term rating category for which investment banking (IB) services were provided
within the past 12 months.

Source: UBS. Rating allocations are as of 30 September 2011.
UBS Investment Research: Global Equity Rating Definitions

UBS 12-Month Rating Definition

Buy FSR is > 6% above the MRA.

Neutral FSR is between -6% and 6% of the MRA.

Sell FSR is > 6% below the MRA.

UBS Short-Term Rating Definition

Buy Buy: Stock price expected to rise within three months from the time the rating was assigned

because of a specific catalyst or event.

Sell: Stock price expected to fall within three months from the time the rating was assigned

Sell )
because of a specific catalyst or event.
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KEY DEFINITIONS

Forecast Stock Return (FSR) is defined as expected percentage price appreciation plus gross dividend yield over the next 12
months.

Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for, and not a
forecast of, the equity risk premium).

Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock's price target and/or rating are
subject to possible change in the near term, usually in response to an event that may affect the investment case or valuation.
Short-Term Ratings reflect the expected near-term (up to three months) performance of the stock and do not reflect any
change in the fundamental view or investment case.

Equity Price Targets have an investment horizon of 12 months.

EXCEPTIONS AND SPECIAL CASES

UK and European Investment Fund ratings and definitions are: Buy: Positive on factors such as structure, management,
performance record, discount; Neutral: Neutral on factors such as structure, management, performance record, discount; Sell:
Negative on factors such as structure, management, performance record, discount.

Core Banding Exceptions (CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review
Committee (IRC). Factors considered by the IRC include the stock's volatility and the credit spread of the respective company's
debt. As a result, stocks deemed to be very high or low risk may be subject to higher or lower bands as they relate to the rating.
When such exceptions apply, they will be identified in the Company Disclosures table in the relevant research piece.

Research analysts contributing to this report who are employed by any non-US affiliate of UBS Securities LLC are not
registered/qualified as research analysts with the NASD and NYSE and therefore are not subject to the restrictions contained in
the NASD and NYSE rules on communications with a subject company, public appearances, and trading securities held by a
research analyst account. The name of each affiliate and analyst employed by that affiliate contributing to this report, if any,
follows.

UBS Securities LLC: Nik Modi; Benjamin Schmid.

Company Disclosures

Company Name Reuters  12-mo rating Short-term rating Price Price date
Altria Group™® %% MO.N Buy N/A US$27.42 17 Oct 2011
Lorillard™® LO.N Buy N/A US$116.60 17 Oct 2011
Reynolds American™® RALN Buy N/A US$39.04 17 Oct 2011

Source: UBS. All prices as of local market close.
Ratings in this table are the most current published ratings prior to this report. They may be more recent than the stock pricing
date

16. UBS Securities LLC makes a market in the securities and/or ADRs of this company.

18.  The U.S. equity strategist, a member of his team, or one of their household members has a long common stock position
in Altria Group.

22. UBS AG, its affiliates or subsidiaries held other significant financial interests in this company/entity as of last month's end
(or the prior month’s end if this report is dated less than 10 working days after the most recent month’s end).

Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report.
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Note: On August 4, 2007 UBS revised its rating system. (See 'UBS Investment Research: Global Equity Rating Definitions' table
for details). From September 9, 2006 through August 3, 2007 the UBS ratings and their definitions were: Buy 1 = FSR is > 6%
above the MRA, higher degree of predictability; Buy 2 = FSR is > 6% above the MRA, lower degree of predictability; Neutral 1 =
FSR is between -6% and 6% of the MRA, higher degree of predictability; Neutral 2 = FSR is between -6% and 6% of the MRA,
lower degree of predictability; Reduce 1 = FSR is > 6% below the MRA, higher degree of predictability; Reduce 2 = FSR is > 6%
below the MRA, lower degree of predictability. The predictability level indicates an analyst's conviction in the FSR. A
predictability level of '1' means that the analyst's estimate of FSR is in the middle of a narrower, or smaller, range of possibilities.
A predictability level of '2' means that the analyst's estimate of FSR is in the middle of a broader, or larger, range of possibilities.
From October 13, 2003 through September 8, 2006 the percentage band criteria used in the rating system was 10%.
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Global Disclaimer

This report has been prepared by UBS Securities LLC, an affiliate of UBS AG. UBS AG, its subsidiaries, branches and affiliates are referred to herein as UBS. In certain countries, UBS AG is
referred to as UBS SA.

This report is for distribution only under such circumstances as may be permitted by applicable law. Nothing in this report constitutes a representation that any investment strategy or
recommendation contained herein is suitable or appropriate to a recipient’s individual circumstances or otherwise constitutes a personal recommendation. It is published solely for information
purposes, it does not constitute an advertisement and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments in any jurisdiction. No
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the information contained herein, except with respect to information
concerning UBS AG, its subsidiaries and affiliates, nor is it intended to be a complete statement or summary of the securities, markets or developments referred to in the report. UBS does not
undertake that investors will obtain profits, nor will it share with investors any investment profits nor accept any liability for any investment losses. Investments involve risks and investors should
exercise prudence in making their investment decisions. The report should not be regarded by recipients as a substitute for the exercise of their own judgement. Past performance is not
necessarily a guide to future performance. The value of any investment or income may go down as well as up and you may not get back the full amount invested. Any opinions expressed in this
report are subject to change without notice and may differ or be contrary to opinions expressed by other business areas or groups of UBS as a result of using different assumptions and criteria.
Research will initiate, update and cease coverage solely at the discretion of UBS Investment Bank Research Management. The analysis contained herein is based on numerous assumptions.
Different assumptions could result in materially different results. The analyst(s) responsible for the preparation of this report may interact with trading desk personnel, sales personnel and other
constituencies for the purpose of gathering, synthesizing and interpreting market information. UBS is under no obligation to update or keep current the information contained herein. UBS relies
on information barriers to control the flow of information contained in one or more areas within UBS, into other areas, units, groups or affiliates of UBS. The compensation of the analyst who
prepared this report is determined exclusively by research management and senior management (not including investment banking). Analyst compensation is not based on investment banking
revenues, however, compensation may relate to the revenues of UBS Investment Bank as a whole, of which investment banking, sales and trading are a part.

The securities described herein may not be eligible for sale in all jurisdictions or to certain categories of investors. Options, derivative products and futures are not suitable for all investors, and
trading in these instruments is considered risky. Mortgage and asset-backed securities may involve a high degree of risk and may be highly volatile in response to fluctuations in interest rates
and other market conditions. Past performance is not necessarily indicative of future results. Foreign currency rates of exchange may adversely affect the value, price or income of any security
or related instrument mentioned in this report. For investment advice, trade execution or other enquiries, clients should contact their local sales representative. Neither UBS nor any of its
affiliates, nor any of UBS' or any of its affiliates, directors, employees or agents accepts any liability for any loss or damage arising out of the use of all or any part of this report. For financial
instruments admitted to trading on an EU regulated market: UBS AG, its affiliates or subsidiaries (excluding UBS Securities LLC and/or UBS Capital Markets LP) acts as a market maker or
liquidity provider (in accordance with the interpretation of these terms in the UK) in the financial instruments of the issuer save that where the activity of liquidity provider is carried out in
accordance with the definition given to it by the laws and regulations of any other EU jurisdictions, such information is separately disclosed in this research report. UBS and its affiliates and
employees may have long or short positions, trade as principal and buy and sell in instruments or derivatives identified herein.

Any prices stated in this report are for information purposes only and do not represent valuations for individual securities or other instruments. There is no representation that any transaction
can or could have been effected at those prices and any prices do not necessarily reflect UBS's internal books and records or theoretical model-based valuations and may be based on certain
assumptions. Different assumptions, by UBS or any other source, may yield substantially different results.

United Kingdom and the rest of Europe: Except as otherwise specified herein, this material is communicated by UBS Limited, a subsidiary of UBS AG, to persons who are eligible
counterparties or professional clients and is only available to such persons. The information contained herein does not apply to, and should not be relied upon by, retail clients. UBS Limited is
authorised and regulated by the Financial Services Authority (FSA). UBS research complies with all the FSA requirements and laws concerning disclosures and these are indicated on the
research where applicable. France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France SA. UBS Securities France S.A. is regulated by the Autorité des
Marchés Financiers (AMF). Where an analyst of UBS Securities France S.A. has contributed to this report, the report is also deemed to have been prepared by UBS Securities France S.A.
Germany: Prepared by UBS Limited and distributed by UBS Limited and UBS Deutschland AG. UBS Deutschland AG is regulated by the Bundesanstalt fur Finanzdienstleistungsaufsicht
(BaFin). Spain: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities Espafia SV, SA. UBS Securities Espafia SV, SA is regulated by the Comisién Nacional del
Mercado de Valores (CNMV). Turkey: Prepared by UBS Menkul Degerler AS on behalf of and distributed by UBS Limited. Russia: Prepared and distributed by UBS Securities CJSC.
Switzerland: Distributed by UBS AG to persons who are institutional investors only. Italy: Prepared by UBS Limited and distributed by UBS Limited and UBS lItalia Sim S.p.A.. UBS ltalia Sim
S.p.A. is regulated by the Bank of Italy and by the Commissione Nazionale per le Societa e la Borsa (CONSOB). Where an analyst of UBS ltalia Sim S.p.A. has contributed to this report, the
report is also deemed to have been prepared by UBS ltalia Sim S.p.A.. South Africa: UBS South Africa (Pty) Limited (Registration No. 1995/011140/07) is a member of the JSE Limited, the
South African Futures Exchange and the Bond Exchange of South Africa. UBS South Africa (Pty) Limited is an authorised Financial Services Provider. Details of its postal and physical address
and a list of its directors are available on request or may be accessed at http:www.ubs.co.za. United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial
Services Inc., subsidiaries of UBS AG; or by a group, subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a 'non-US affiliate'), to major US institutional investors only.
UBS Securities LLC or UBS Financial Services Inc. accepts responsibility for the content of a report prepared by another non-US affiliate when distributed to US persons by UBS Securities LLC
or UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this report must be effected through UBS Securities LLC or UBS Financial Services Inc., and not
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Financial Advisers Act (Cap. 110); or UBS AG Singapore branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank licensed under the
Singapore Banking Act (Cap. 19) regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the analysis or report. The recipient of this
report represent and warrant that they are accredited and institutional investors as defined in the Securities and Futures Act (Cap. 289). Japan: Distributed by UBS Securities Japan Ltd to
institutional investors only. Where this report has been prepared by UBS Securities Japan Ltd, UBS Securities Japan Ltd is the author, publisher and distributor of the report. Australia:
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