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THE CONVENIENCE CHANNEL EMBRACES
A NEW ERA IN TOBACCO RETAILING

INSIDE»

Going Forward

Convenience retailers are find-
ing ways to maintain and even
grow their cigarette sales

Teaming Up
for Profitability

Suppliers add flexibility to
their merchandising
programs

Holy Smoke(less)

OTP shoppers are a hot
commodity in the battle to
build shopper frequency
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Going Forward

While few would argue the cigarette mar-
ket as a whole is in decline, convenience
retailers, perhaps due to their focus on
the category, are finding ways to sustain
sales growth.

Teaming Up for Profitability

As retailers bear down to make the most
of a challenged category, many say
manufacturer cooperation is one reason
tobacco products continue to show prom-
ise in the convenience channel.

Holy Smoke(less)

Product and packaging innovation are
driving growth in the Other Tobacco Prod-
ucts (OTP) segment of late. For retailers,
the challenge is in keeping up with new
products and breaking out sales data.
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BY Bos PHILLIPS

etailers predict that an overall

L decline in the cigarette market

hile the cigarette industry is
under siege on several fronts
— from health advocates to

state legislators hoping to balance
their budgets on the backs of smokers
and cigarette companies — the catego-
ry remains healthy, if not vibrant, in the
convenience channel, and will likely
remain that way, industry players say.

All of which may seem strange for
a market perceived to be in a state of
“permanent decline.”

“The market’s flat — no two ways
about that,” admits Mike Zielinski,
president and CEO of Hillsdale, lIl.-
based Royal Buying Group. “On the
one hand, there are more people
today, but on the other hand, there are
less of them smoking.”

But as it specifically relates to the
convenience channel, the cigarette
market remains relatively robust.

“Most convenience retailers would
say it is not [in decline],” says David

will have minimal effect
on the convenience channel

Bishop, director of Willard Bishop
Consultants, Ltd. “If you speak with
the large convenience retailers such
as ExxonMobil, Valero and Hess, or
even the regional chains like Wawa or
Sheetz, these companies are reporting
category growth in an industry that’s
declining. So obviously it goes to the
fact that they’re emphasizing the busi-
ness more aggressively to gain share
in their respective markets.”

Others contend that the market isn’t
in such a precipitous decline — that the
perception of such is based on inac-
curate data.

“The decline isn’t nearly as steep
as you are led to believe,” says Kent
Raphael, vice president of merchan-
dising for Indianapolis-based Village
Pantry. “A lot of the information comes
from a reporting agency the major
tobacco companies subscribe to. But
keep in mind that many of the smaller
companies — a lot of the fourth-tier
guys — are not reporting to this data-
base.”
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It's common knowledge that the
majors have been losing share to
fourth-tier companies over the past
decade, primarily based on price
increases caused by MSA compliance.
Raphael’s contention, then, is that if
the companies losing share are report-
ing their losses, and companies gain-
ing share are not reporting their gains,
the overall drop in the market is being
significantly overstated.

“You’ve probably
heard that con-
sumption is
down several
percent, but it’s

AVERAGE PRICE PER BRAND
IN CONVENIENCE STORES

“People have not changed their con-
sumption patterns,” says Parameswar.
“They have changed their purchasing
patterns.”

Stealing Share

One market dynamic in the tobacco
industry is crystal clear: You want
smokes, you go to a c-store or
tobacco outlet. Convenience stores
and tobacco outlets continue to grow
the tobacco business,
while supermarkets,
mass and drug
outlets do not
aggressively
promote the

probably only
about 1 percent
a year now

— not nearly as
much as you
think,” he says.
“And over the
next five years,
| don’t know
that there will
be a dramatic
change.”

Bhavani Parameswar, vice president
and CFO of King Maker Marketing

L
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Doral
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USA Gold

Source: Cimicroupr ToBacco TRADE SURVEY

J

Inc., agrees. King Maker is an estab-
lished fourth-tier company that imports

profit.

and distributes tobacco products

— cigarettes and RYO tobacco — from
India. Blended to suit the tastes of
American consumers, King Maker’s
brands include Checkers, Hi-Val, Gold
Crest, Ace and Smoker Friendly.

category. That
means that the
time is near
that c-stores
will be compet-
ing among
themselves

for the same
consumet,

as opposed

to stealing
consumers
from other

channels. And of course, in a business
running on minimal margins, volume
is the name of the game in turning a

“As we continue to take share from
drug, mass and other channels that
are walking away from the tobacco
category in the middle of a shrinking
universe, at some point in time we’ll
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The decline isn’t nearly as steep as
you are led to believe.”

— Kent Raphael
Village Pantry

reach the point of diminishing returns,”
says Bruce Earhart, director of market-
ing for Handee Marts, Inc. in Gibsonia,
Pa. “That’s where, as an industry, we'll
just be taking share from each other

— who’s got the best deal this month,
who’s got the best contract. To some
extent, you already see that.”

Retailers will naturally look for more
support from manufacturers.

“l think that cigarette manufactur-
ers need to re-evaluate the buy-down
process,” says Fred Faulkner, mer-
chandise manager for Jaco Oil’s Fas-

A Mike Zielinski, president and CEO of
Royal Buying Group

trip Food Stores in Bakersfield, Calif.
“They need to allow the retailer to hold
back some of the buy-down dollars

or support the placement space to
improve our profitability. Passing
through 100 percent of the buy-down
is not allowing us to maintain a rea-
sonable margin.”

“The profit for the industry is continu-
ing to slowly erode,” concedes Bishop.
“It's harder for a retailer to make as
much money per transaction as they
used to, and there are a variety of
reasons for that, primarily driven by
the support that’s provided by the
manufacturer.”

Bishop points to the move within
the past 2-3 years by manufactur-
ers to charge for display fixtures that
once were free (to protect their own
margins) as a major drain on the
category’s bottom line throughout the
convenience trade.

Earhart supports Bishop’s conten-
tion.

“The only company that’s stopped
offering racks completely is Reynolds,
says Earhart. “Philip Morris still sup-

e —
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plies racks for you, depending on
your contract level. And | can still get
fixtures from Lorillard, too.”

But those days are coming to an
end.

“I look for that to completely go
away, and | think that will come real
quick,” continues Earhart. “l wouldn’t
be surprised if | saw that this year or
certainly by 2006-2007 contract nego-
tiations.”

Which makes the OTP segment
even more attractive to the c-store
retailer. Not only is the market grow-
ing, not only are margins holding up,
but OTP suppliers continue to offer
free fixtures. But cigarettes will remain
the mothership of the tobacco
category.

“Sure, OTP still supplies fixtur-
ing, and that’s going to help,”
says Earhart. “But as long as
you’re well-developed in the
cigarette category as a conve-
nience-store retailer, you have
to maintain that presence. And
you have to be able to do enough
volume to secure contracts and
get promotional monies.”

at the expense of — cigarettes, which
are expected to hold steady.

“l see the number of brands shrink-
ing over the next five to ten years, but
| really don’t see the space shrinking
down too much,” says Faulkner. “You
need to have the product out in front of
the consumer.”

Faulkner sees the number of retail-
ers selling cigarettes declining over
that period — but mostly from channels
other than convenience. Indeed, non-
convenience retailers have already
begun de-emphasizing the category.

“I think that if you are dedicated to
selling cigarettes you will continue to
do well,” he says. m

-

CLICK HERE TO PLAY VIDEO

So while challenges to the prof-
itability of the category are very
real, reports of its demise have
been greatly exaggerated. And
while OTP will continue to grow, it
will be in addition to — rather than

CONTENTS

Internef Connection Reguired

A Video: Southwest Convenience Stores’

John West and Golden Pantry’s Mike

Griffith discuss their approach to tobac-

co merchandising.
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SMOKELESS TOBACCO -
A GROWING CATEGORY AT C-STORES.

It's now ranked 5th in average sales per store*

“ Did you know?
N ) In 2004, OTP jumped ahead of candy and salty snacks.

Premium SKU's account for 25%
of new items but have generated
71% of new dollars!

New items are driving
category growth at

STEPS TO convenience stores:**
MAXIMUM
Sowrce: *2005% NACS 30| Repart

PROFIT **S5TC RAD SVT 2004 YTD Thru 1030

r—)
. . US &S smokeless
For more information, consult your local USSTC e

manager or call 1-800-421-EARN (3276). @Trademark of LL5. Smokeless Tobacca Ca. or am atillate,

BI005 LS, Smokeless Tebatoo G
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C-store retailers
ook for increased
manufacturer
support
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Brofitahility

By Bob Phillips

anufacturers and retailers
M both realize that cigarettes

will remain a vital compo-
nent in the overall product mix in the
convenience channel, and that build-
ing true partnerships dedicated to
the profitability of both parties is the
ultimate blueprint for success in the
category.

But will the supplier-retailer relation-
ship actually improve in this chal-
lenged category?

“While tobacco sales are anticipated
to decline a percent or two annually,
tobacco is still an important part of
our revenue stream,” says Kevin
Gardner, a spokesman for Dallas-
based 7-Eleven Inc. “We will continue
to plan our space to maximize stock

and inventory turns to make sure we
have what our customers want when
they want it.”

One of the most important changes
convenience retailers are looking for
is planogram flexibility — i.e., allowing
the retailer the ability to call shots in
terms of brand and product mix.

“| see things staying pretty much
the same over the next five years or
S0, but with retailers becoming more
specialized,” says Bruce Earhart,
director of marketing for Gibsonia,
Pa.-based Handee Marts, Inc. “By
that, | mean understanding more
what sells in the category, and allo-
cating the space accordingly with
individual-location planograms.”

Toward that end, Philip Morris USA
is pledging more flexibility in the
future.

“l can’t speculate on what the
market will look like over five or ten
years, but | can tell you we’re going to
have greater merchandising flexibility
based on choices and rewards,” says
Dana Bolden, senior manager for
media affairs at Philip Morris USA.

“One of the things we’ve heard from
the convenience store channel is
that we haven’t been the most flex-
ible partner to work with. So going
forward, we think convenience retail-
ers will see a lot more flexibility from
Philip Morris USA.”

As part of the new flexibility
policy, PMUSA promises retailers
will have more of a voice in mer-
chandising decisions.

“One of the complaints we get most
often from our c-store leaders is that
‘you [Philip Morris] always tend to
dictate how much space you need to
have, and that doesn’t always work
in our zip code,” continues Bolden.
“We’re open to that, and we’re going
to offer that kind of flexibility. | think
over the next few years you'll see
[more of] that flexibility.”

Both retailers and manufacturers
recognize that the ultimate value of
the cigarette category isn’t so much
from the profits derived directly from
the category, but rather from ancil-
lary purchases made by the cigarette
customer.

“It's important to recognize that the
inherent profitability flows not just
from the sale of cigarettes, but from
the foot traffic these sales generate
that leads to sales of other products,”
says John Singleton, director of com-
munications for the R.J. Reynolds
Tobacco Co.

“Their market basket is larger,”
agrees Kent Raphael, vice president
of merchandising for Indianapolis-
based Village Pantry. “Your cigarette
customer is usually the one who’s
also buying beer, coffee, and foodser-
vice items.” B

Private Labels
and Control Brands
Gain Flavor

Recently, Liggett and Sunoco an-
nounced a multi-year agreement
to market Silver Eagle cigarettes
exclusively in the U.S. market. Silver
Eagle is available in menthol and non-
menthol flavors, including kings, 100’s
and box packs, at more than 800 Su-
noco APlus outlets.

“Silver Eagle marks the beginning of
an exciting new partnership between
Sunoco and Liggett Vector Brands,”
Drew Kabakoff, Sunoco’s national cat-
egory manager for tobacco said in a
prepared statement recently announc-
ing the launch.

Silver Eagle,
a price value
cigarette, is the
most recent
addition to the
company’s
“Partner Brands”
program aimed
at meeting the
challenges in
the retail market.

Private labels and control brands
have become increasingly popular in
an effort to provide value as well as
guard against margin erosion on the
low end of the price spectrum. Other
retailers have partnered with manufac-
turers on similar non-exclusive brands.
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0TP segment bucks.declining

shopper-frequency trend

Holy Smoke(less)

By Steve Holtz and John Callanan

roduct and packaging innova-
Ption has sparked growth in the

sale of other tobacco products
(OTP) recently, vaulting the category
into the top five of those sold in con-
venience stores. And now may be
the perfect time for retailers to begin
capitalizing on that, according to a
panel of OTP experts and research-
ers gathered for a CSPNetwork
CyberConference entitled “Building
Store Loyalty with OTP” recently.

According to the panel, overall
growth in c-store sales and profits
through the first three quarters of
2005 were outpaced by the growth in
sales of OTP, which has caught the
industry’s attention as it examines
more closely the tobacco category
in the wake of excise-tax increases
on cigarettes and the loss of display
allowance revenue from cigarette
manufacturers.

As the segments growth plays out,
a look at the typical OTP customer
reveals their value to the channel,
according to David Portalatin, senior
industry analyst with the NPD Group in
Houston.

According to NPD data, the industry
has been struggling for some time
with customer visit frequency on a
per-store basis, declining from about 8
visits per month in the third quarter of
2001 to under 7 visits per month in the
third quarter of 2005. But OTP cus-
tomers not only shop c-stores more
frequently than non-OTP purchasers
— more than 13 times per month on
average — but they shop c-stores more
frequently than purchasers of products
in all other categories, including ciga-
rettes.

“The [rising] gasoline price issue is
a threat,” Portalatin said. “It is contrib-

uting to a decline in customer traffic
in the convenience channel. Retailers
are going to have to engage inten-
tional strategies to reverse that trend,
and the OTP category makes a lot of
sense as a category to leverage to
reverse that [trend].”

‘ ‘ The OTP category
makes a lot of sense as
a category to leverage
to reverse that [trend].”

According to data provided by CSX,
LLC and presented by CSX Partner
Gene Gerke, the average selling price
of gasoline per gallon was up nearly
20% from July 2004 through July
2005. In addition, credit card fees
were up nearly 30% over that period.

Dave Portalatin
The NPD Group

On the other hand, sales of OTP in
c-stores were up nearly 8% and gross
profit dollars on the products were up
more than 15% through July 2005,
trending ahead of an increase in inside

sales of 4.8% in the industry and a 7% ‘ ‘ .
increase in gross profit dollars. Sales of OTP in
convenience stores
were up nearly 8 per-
cent through July.”

After outlining the strong sales
growth OTP has seen in the past few
years, the panel encouraged retailers
to view the segment as independent
of cigarettes and apply category
management standards to it, including
allocating the appropriate amount of
space to the products and knowing
what OTP consumers are looking for.

Gene Gerke
CSX Partner

Your display should “tell me that you
are in the [OTP] business” within 10
feet of walking in the door, said John
Mayer, national tobacco and cigarette
manager for distributor McLane Co.,
Temple, Texas. “A majority of OTP

CSPBigital | =
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CONSUMER INSIGRTS
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THE OTP SHOPPER VISITS C-STORES MORE THAN ANY OTHER CATEGORY BUYER
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consumers say OTP is the primary
reason they are in the store. [And]
when they come into a store, they
have a preferred brand that they’re
looking for.... They know their flavors.
They know their taste. They know
what they’re looking for, and in many
cases, they’re not going to substitute a
different item for that [product].”

Joe Teller, senior manager of cat-
egory management for Richmond, Va.-
based cigar and snuff manufacturer
Swedish Match said c-stores own 45%
share of all OTP sales, or about $3.6
billion of the $8-billion industry. He
also offered some statistics illustrating
what drives sales of particular prod-
ucts.

For moist snuff, 51% of con-
sumers said they look for a low
price, while 12% prefer a portion
pouch. He said Swedish Match
data show losing a premium
snuff consumer to value-priced
products is not necessarily a bad
thing. “For every one can decline
in premium [snuff], the industry
gains 6.7 cans of value-priced
snuff,” he said.

For cigars, Teller said 54%
of consumers look for flavored
cigars and an additional 21%
reported an interest in pipe-
flavored cigars. He added that
single cigars continue to show

in the past year, compared to 9.3%
growth for packs.

Portalatin said OTP consumers
shop in c-stores nearly twice as often
(13 times a month) as the average
c-store customer. He also noted that
OTP customers are big-basket shop-
pers, spending an average $9.19 per
c-store visit. Other products OTP con-
sumers often purchase when visiting a
c-store include single-serve, packaged
sodas (43%), cigarettes (33%), beer
(26%), fountain beverages (26%),
candy/gum (20%) and coffee/hot

drinks (18%). @ CSP\Ework

Click here to view a free on-demand
recording of the CyberConference, which was
sponsored by Swedish Match North America
(retailers only).

CLICK HERE TO PLAY VIDEO
Internef Connection Required

A Video: Open Pantry’s Jim Fiene dis-
cusses his chains aggressive approach

IS T U U S I BN S ST S SN PN S R great growth, with sales up 25% !
S YA S G S Y SN S RS S SIS S S G S N NS, S Y S to OTP product selection and merchan-

dising.

Source: ConveNIENCE STore MoniTor, THE NPD Group, INc 2005
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BIC Consumer Products, USA E @
Joanne Witkin

500 BIC Drive
Milford, CT 06460
Phone: 800-546-1111 ext 2460

The BIC tradition spans more than half

a century. Marcel Bich bought a factory

in France and introduced his first “BIC”
ballpoint pen in 1950. After establishing his
company as the world’s largest ballpoint
pen maker, Bich went on to capture the
lighter market. Today’s BIC® Lighter con-
tinues to be the top selling lighter in conve-
nience stores across the USA.

YBIC,

Play an audio messagefromBIC = W
CSPNetwork |Z| e
1133 Broadway

Suite 1201

New York, NY 10010

Phone: 212-647-0396

Fax: 212-647-7522

CSPNetwork is the convenience store
industry’s only source for regularly
scheduled, live and pre-recorded web
conferences and seminars on key issues
in the c-store channel. CSPNetwork has
produced nearly 100 CSPN CyberCon-
ferences featuring the industry’s most
informed presenters and experienced
retailers. Click below for the latest Conve-
nience Insights/CSPNetwork CyberCon-

ferences. CSPIN\k1work

CyberConference Center

U. S. Smokeless Tobacco Co.
100 West Putnam Avenue
Greenwich, CT 06830
Phone: 203-661-1100

Fax: 203-661-0298

3

USSTC, a distinctly different tobacco
company, is the leading producer and
marketer of the only growing segment of
the U.S. tobacco industry, moist smoke-
less tobacco. The company’s leading
brands, Copenhagen and Skoal, each
represent more than $1 billion at retail.
Other brands include Red Seal, Husky
and Rooster.

~
US @S Smokeless

TOBACCO CO.

Swedish Match North America E e
7300 Beaufont Springs Drive

Suite 400

Richmond, VA 23225

Phone: 804-302-1956

Fax: 804-302-1760

Swedish Match is a leading manufacturer
of products in the Other Tobacco Prod-
ucts category, such as Red Man chewing
tobacco, Timber Wolf moist snuff, White
Owl, Garcia y Vega, and Macanudo
cigars.

Aok
SWEDISH MATCH

Upcoming
CSPNetwork CyberConference

CSPN\ktwork

CyberConfarence Center

& How Does Your Business Measure Up?
How’s Business 3rd Guarter Review 2005 By CS5X
Thursday, December 15, 2005

11:00AM — 12:15PM PT T

News Flash: C-Store Indusfry Productivity af new Highs!

Is 2005 =fill headed for a possible record year? After what appears fo be a "September to Remember”
(last year June and December were stellar months) CS5ioreXchange® (C5X's) proprietary database
shows that retailers in their benchmarking intelligence system are looking pretty good year-to-date

in several important performance measurements!

Sponsored by:

What's the scome?

In their second year of quarterly How's Business reviews, CSX co-founder/pariner Dick Meyer will
examine same firm's key trends in their exclusive database of about 70 convenience chains represanting
approximately 3 000+ stores across the nation.

CLICK HERE TO REGISTER [First 50 Retuilers & Wholesalers FREE]

“ Building Store Loyalty with OTP
RECORDED OH:
Thursday, Oct. 20, 2005
2-:00PM — 3:00PM ET
11:00AM — 12:00PM PT

Sponsored by:

e e
SWEDISH MATCH

OTPR. fueled by product and packing innowvation, is now one of the five biggest categaones inside the
convenience store. In one of the great unsung stories in the convenience channel, Other Tobacco
Products — the cigars and smokeless tobacco that historically played second fiddle to cigarettes — has
emerged as one of the industry’s most profitable and dynamic growth opportunities.

This special category management program features a team of leading authorities who not ondy will
shed insight. but offer solutions to your questions:

- Gene Gerke, President, Gerke & Associates, Inc. Pariner, C5X, LLC

- David Portalatin, Senior Industry Analyst, NPD Group Inc.

- John Mayer, National Tobacco and Cigarette Manager, McLane Co.

CLICK HERE T GET THE ONDEMAND RECORDING {Free, Retoilers and Wholesalers Only!)

Tobacco Update: 2005 Year-End Report
RECORDED

Friday, December 2, 2005

2:00 PM — 3:00 PM ET

11:00 AM - 12:00 PT

Featuring
Bonnie Herzog

Omne thing about the tobacco indusiry — it's never dull.

From ltigation to lawsuits, taxation fo manufacturer programs, there is no category that compares in
comiplexity, opportunity and risk.

Smith Barney tobacco analyst Bonnie Herzog returns to CSPM, sifting through the maze of issues
confronting convenience operators.

CLICK HERE TO GET THE OMDEMAND RECORDIMG (Retoilers and Whelesalers Free. Dthers pay 549.)
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