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Abstract



The work project consists of a case study, teaching note and project evaluation report on
Philip Morris International’s (PMI) mission of delivering a smoke-free future. The case study pre-
sents the company’s transformation and introduces PMI’s next-generation product 1QOS that is
said to have the potential to be less harmful than conventional cigarettes. The evaluation report
analyses and provides recommendations for PMI’s main challenges: widespread mistrust from
stakeholders and lack of awareness for IQOS. This teaching note expands on the concepts of sus-
tainability, the introduction of SDGs practices, impact measurement, and their relevance for such

a transformation.
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Philip Morris International delivering a smoke-free future — Engaging in a major business

transformation towards sustainability.

“It’s to me very simple, we produce a product that causes diseases, and I think that the
primary responsibility we have once the technology is available, and today the technology is avail-
able, is to develop products like this [IQOS] and commercialize them as soon as possible. These
products hold very great promise, obviously for consumers, but also for public health, and even-
tually for our company, as their economies are similar to cigarettes, and in addition | believe to
gain market share over time. [...] First of all, we are concerned about the consumers. Secondly,
even based on WHO projections, they will be, in 2025, still 1 billion plus smokers around the
planet, and 9.6 million smokers in the UK, once we have the ability and innovation to offer this
product to consumers, we have to offer it to them. [...] I think consumers choose to use cigarettes,
1 don 't think Philip Morris has invented cigarettes, | think for us, is to offer our consumers the best
product we can in a category that we all know is addictive and causes harm, once we have the
alternative, as we have it today, and I'm very happy we do, we offer them the alternative and we
will do everything we can to convince them to switch to these products.” (André Calantzopou-

los, BBC 2016).

“PMI aims to become a majority smoke — free business by 2025.” (PMI 2021)

It was the 29th of September 2016, when André Calantzopoulos, CEO of Philip Morris In-
ternational (PMI) took one last look at the headline of the speech he was about to deliver to the
world, thinking about the last few exhausting months. Before delivering his speech, André thought
about the long history of the company, tobacco and how cigarettes had impacted the world

and the businesses he led for several years. With this in mind, he wondered how his employees,



regulators, media, and consumers would receive the news of a tobacco company committing to
go smoke—free. In his letter published in the “Communication on Progress 2016 United Nations
Global Compact”, Calantzopoulos stated that “there is no doubt that the greatest contribution
PMI can make to society is to replace cigarettes with less harmful alternatives ” (Communication
on Progress United Nations Global Compact 2016). And later, in PMI’s 2018 Sustainability Re-
port, he affirmed that a tobacco company can be sustainable “by taking every step possible to com-
pletely replace cigarettes with better alternatives, addressing its sustainability challenges across
its value chain, and seizing opportunities to add value to society” (PMI Sustainability Report

2018).

History of the company

PMI is currently one of the world’s leading tobacco companies, but its history dates back
to 1847, when Mr. Philip Morris opened a shop in London’s Bond Street selling tobacco and
ready-made cigarettes. During the course of time, the company operated by incorporating many
cigarette brands in its portfolio, including Marlboro in 1908, which eventually be-
came PMI’s most famous and popular brand. The situation changed in 1919, when the com-
pany was acquired in the United States and incorporated in Virginia as Philip Morris & Co. Inc.
and began manufacturing cigarettes in its factory in Richmond. In 1950, PMI began its world-
wide expansion by introducing an internal operational division to manufacture its products around
the world. Across the globe and far away from its home country, Australia becomes the first coun-
try to host a foreign division of Philip Morris. Over the years, the tobacco giant has contin-
ued to open new production sites in Asia and Europe, expanding its influence in new markets.

One of the most significant milestones for PMI was achieved in 2009 when its facility in

Neuchatel, Switzerland, for R&D is presented as an innovation hub that brings together over 400



specialists and scientists to pioneer the development of reduced-risk products (RRPs). The road
towards delivering RRPs is corroborated by the strategic approach with Altria Group Inc., which
makes Altria’s e-cigarettes available to PMI for commercialization outside of the United States,
and, on the other hand, makes two of PMI’s RRPs available to Altria for commercialization in the
United States. The introduction of RRPsas an alternative to conventional cigarettes be-
came clearer in 2014 when PMI announced its plan to invest up to 500 million euros to build its
first RRP factory in Italy. Hence, research and development efforts led to the introduction
of PMI’s first smoke-free platform, 1QOS, in 2014, which is piloted in Italy and Japan. After its
success in the initial test markets, IQOS is later introduced in other countries such as Portugal,
Romania, Russia, and Switzerland in 2015. The transition to smoke-free alternatives culminates in
2016 when PMI expresses its vision to achieve a smoke-free future, and begins allocating its re-
sources towards the development and responsible marketing of smoke-free products supported by

scientific research (PMI 2019).

Evolution & Regulations

The use of tobacco is not a recent phenomenon. In fact, more than 10,000 years ago, it was
used by indigenous people in America for religious purposes, but it was not until the 1950’s that
tobacco started to be linked with maturity, glamour, and social life —a context in which tobacco
companies and cinema played a key role in promoting such “benefits” of smoking. During the
50’s, smoking was so vogue that Camel also encouraged consumers to smoke during thanksgiving
as a technique to digest food better (Castaldelli-Maia 2015). Even though smoking was partially
regulated in the 50’s as a potential cause of fire hazard, it was not until 1964 that other con-

cerns were raised as the Surgeon General Report on Smoking and Health was published — findings



indicated that smoking was inherently related to lung cancer. This is when the tobacco industry
started seeing new regulations coming in place.

When it comes to regulations at a national level, each country has its own approach to limit
the sale of cigarettes. For instance, in the United States, Congress approved the Cigarette Labelling
and Advertising Act in 1965, requiring health warning statements on all cigarette packages. The
next major regulatory step occurred in 1992, when Congress introduced the Reorganization
Act which mandated states implement laws prohibiting the distribution and sale of tobacco prod-
ucts to minors (Jacobson 1997). The European Union (EU) followed a different approach,
and its most relevant initiative is the “Tobacco Products Directive” implemented in 2014 and en-
forced to EU countries in May 2016. This directive outlines the standards governing the manufac-
turing, presentation, and sale of tobacco products. One of the most notable actions is Art
10.1, which specifies that each unit packet, as well as any outside packaging of tobacco prod-
ucts, must include combined health warnings, which should cover 65% of both exterior front and
back surfaces of the unit packet as well as any outside packaging. Furthermore, Art 18.1 stipu-
lates that member states have the authority to prohibit cross-border distance sales of tobacco prod-
ucts to consumers and that member states must work together to prevent these sales (Directive Eu-

ropean Union 2014).

Urge to change
When André Calantzopoulos delivered his speech about the smoke—free future, PMI was
confronting a reality in which 20% of the world’s population (Statista 2021) were smok-

ers and lung cancer was the most common cause of cancer death worldwide.



Not only general trends of global health care were an issue, but also pressure from the financial
sector was another inevitable factor. The World Health Organization (WHO) Framework Con-
vention on Tobacco Control (FCTC) is one of the most influential conventions on tobacco—free in-
vestment, as it made finance leaders aware that it is the first legally binding health treaty. The fo-
cus of the FCTC has been to prohibit the sale of cigarettes to minors, ban tobacco product adver-
tisements, and increase the taxes on tobacco. In addition to the FCTC, the United Nations Sustain-
able Development Goals (SDGs) have provided a platform on which to base the dialogue regard-
ing tobacco-free investments. The SDG framework does not directly address tobacco companies
but focuses on a broader call for action in different areas. For instance, SDG number 17, “partner-
ship for the Goals” implies cross—sector collaboration as a key step when addressing major global
issues. What is important to retain here is that companies need to abide to the general guidance
the SDGs provide if they intend to participate in the framework. If a financial company intends
to participate in the SDG framework, for instance, it is not possible to invest in a com-
pany whose operations hinder the achievement of SDG 3, “Good Health and Well — Being”. In
fact, this rationale of participation towards SDG and tobacco-free portfolios led financial giants
such as AXA to divest 1.8 billion euros in assets from the tobacco industry (King 2017).

Still, when talking about divestment from tobacco companies it is always necessary to open
a parenthesis and think about how it contributes to solving the problem of smoking. Since many
ESG investors excluded tobacco companies from their portfolios, billions of dollars were divested
from the tobacco industry. However, anti-smoking investors cannot pressure companies to trans-
form their business model and develop strategies to eliminate cigarettes — so, at this point, the
question remains if whether or not investors should reward the development of less harmful
smoke-free products that can cannibalize cigarette sales (Olynec 2020). What is more, in 2017, to-

bacco companies were excluded fromthe United Nations Global Compact



because their activities conflicted directly with SDG 3 and with public health policies. There-
fore, tobacco companies are currently not considered an ally of the Global Compact (King 2017).

Because of the above-mentioned reasons, it is not possible for a tobacco company
to fully commit to the SDG framework if its core business operates in a way that contrasts it. Nev-
ertheless, PMI voluntarily “aligns with the principles and standards of the UN Global Compact
(UNGC) and indicates contributions to the UN Sustainable Development Goals (SDGs) and cor-
responding targets.” (PMI Investor Relations, 2021). Five years after announcing its new vi-
sion, the company’s Board continues to reaffirm in its Statement of Purpose that they are commit-
ted to accelerate the phasing out of smoking. Moreover, the goal is still to transform the company
to fulfil its  own  purpose, while also influencing the  industry to  follow its steps,
as they seek to make a long-term positive impact that helps not only the company, but also con-

sumers and society alike.

Industry Changes

The tobacco industry has been recently characterized by a wave of innovation, as estab-
lished tobacco products continue to lose their appeal in an environment shaped by more health-
conscious consumers, as well as tightening regulations. At a macro level, government initia-
tives, along with declining social acceptance of smoking, resulted in a shrink of the industry vol-
ume. The WHO, through the FCTC, is the principal force driving legislation, by encouraging pub-
lic health organizations to promote increasingly stricter regulatory measures on the marketing and
sale of tobacco products to adult smokers (PMI Annual Report 2020). But in a scenario where reg-
ulations play a dominant role in the tobacco industry, how have these really affected the market?

Currently, there is not a standard for regulation of tobacco products applicable to all na-

tions. Even though the FCTC provides the main guidelines, they are made on a more general scale



and different regions end up facing distinct regulatory environments, which means different
trends in smoking (Exhibit 1). Africa, for instance, has experienced a 42% increase in the number
of smokers from 2000 to 2020, and the narrative for this growth is quite simple: tobacco use in
Africa has received little attention as the continent was perceived as a low smoking region com-
pared to other developed areas, leading to low priority for tobacco control in favour of higher con-
trol of other relevant issues, such as infectious diseases (Blecher 2013). An entirely differ-
ent landscape is present in both the Americas and the European Union. The former saw a decrease
of 28% in tobacco use in the last 20 years - a result of higher priced cigarettes, approximately 8%
per packet (Statista 2021), which makes smoking less accessible to consumers. Furthermore, the
United States Government has funded advertisements that show the adverse effects of tobacco,
sometimes in a gruesome detailed manner, a measure that was also fostered by Medicaid and in-
surance plan programs, which required smoking cessation (American Heart Association 2018). As
for the European Union, a decline of 21% in the number of smokers occurred in the same
timeframe, mainly attributable to increased taxes on smoking. For instance, France increased taxes
on tobacco by nearly €1 in 2018 and this contributed to a reduction of cigarette sales of
9% (OECD 2020). In contrast to the regions analysed above, in South—East Asia (SEAR) the
number of smokers has remained constant, which is partially explained by the region's status as
the world's largest producer and consumer of tobacco. Despite all 8 SEAR countries having signed
the FCTC, they still face challenges when it comes to implementing it, mainly regarding inade-
quate and poor infrastructure, legislation and regulations (World Bank 2009). Lastly, the West-
ern Pacific Region is home to one-third of the world’s population of smokers and has been tar-
geted by campaigns to advocate for tobacco control, for which 80% of the members of the region

have adhered. Even though the campaigns have been successful in recent years, various challenges



continue to appear to counteract these efforts, namely the rising popularity of electronic alterna-
tives as potentially safer options (The Lancet, 2021).

But even ifthe number of smokers seems to be constantly declining across the
globe (WHO 2021), tobacco companies remain profitable. In fact, the tobacco industry was val-
ued at $932 billion in 2020 and it is predicted to expand at a compounded annual growth rate
(CAGR) of 1.8%, through 2028, reaching $1.07 trillion. The international tobacco market is cur-
rently dominated by four giants: Philip Morris International (PMI), Japan Tobacco International
(JTI), British American Tobacco (BAT), and Imperial Brands. While retail prices have been ris-
ing to reflect tax increases, sales volume of cigarettes have been decreasing. The transition to
smoke—free products is another reason for the profitability of the industry. For instance, PMI an-
ticipates that sales of its smoke—free products will account for more than 50% of overall sales in
2025, and in practical terms it seems to be working, as in 2020 PMI experienced a drop in sales of
cigarettes of 10.7%, while sales of heated tobacco products surged by 27.9% in the same pe-
riod (Forbes 2021).

Adding to the four large brands mentioned, the international tobacco market is also domi-
nated by two manufacturers that operate in their domestic markets - The China National Tobacco
Corporations (CNTC) in China and the Altria Group in the USA. When it comes to market
share, the leader is CNTC with 46%, followed by PMI with 13.8%, BAT tobacco capturing 12%
of the market and JT with 8% of market share. Even though the products manufactured by these
companies are remarkably similar, competition relies on factors such as quality of products, brand
recognition, customers” loyalty to the brand, taste, R&D, and retail pricing. Not only that, but
since the competition in the tobacco industry is quite high, tobacco companies must innovate to
stay on board. Innovation has been achieved through the introduction of reduced-risk prod-

ucts for which the value proposition lies on offering more choice to consumers “towards the
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replacement of cigarettes with high-quality and scientifically substantiated smoke-free products
for adult consumers” (PMI 2020). First examples of reduced-risk products date back to the 1990s,
but the breakthrough occurred in 2014, when PMI launched IQOS (PMI Integrated Report
2020). As the former PMI Chief Sustainability Officer mentioned: “For PMI, or indeed any to-
bacco company, to credibly speak about sustainability, the purpose can be none other than to
replace cigarettes with better alternatives for smokers, society, and the environment.” (PMI — Sus-

tainability of tobacco companies 2019).

R&D in reduced-risk products

Determined to stay on board in a constantly changing environment and facing outside
pressures from both the public, government and other institutions, PMI decided to rein-
vent its business model and committed to a major transformation. After acknowledging and in-
forming consumers about the negative impacts of its products in an effort to tackle the lack of trust
and bad reputation of the industry, PMI had to innovate and undergo internal changes and trans-
formations to support these innovations in a sustainable way. After redesigning the company’s vi-
sion, PMI defined the term Reduced Risk Products (RRP) as those products that present or have
the potential to present less risk of harm to users who choose to switch to these products versus
those that continue to smoke conventional cigarettes. RRPs became PMI’s focus in this transfor-
mation. The major difference between RRPs and conventional cigarettes is that RRPs do not burn
tobacco or release smoke (PMI—What are RRPs2021). Still, a question has to be

made: Why do these products have potential to be less harmful than conventional cigarettes?

Scientific background on tobacco and nicotine as components of cigarettes
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When lighting a cigarette, a process called combustion or burning is started, producing a
complex mixture known as smoke. The burning process of tobacco generates toxicants of which
around 100 have been identified as causes of most smoking-related diseases, such as lung can-
cer and cardiovascular diseases. (PMI — The problem with burning 2021). As a result, tobacco
kills over 8 million people worldwide per year (WHO — Tobacco 2021). Nicotine, on the other
hand, occurs naturally in tobacco plants. It is highly addictive which makes it the main rea-
son for people to continue smoking, and its pharmacological effects can cause acute increases in
heart rate and blood pressure. Even though nicotine is poisonous when consumed in high
doses and not risk-free, it is not the primary cause of smoking-related diseases. PMI therefore ar-
gues that “that’s why we are focused on developing [reduced-risk] products that offer a flavor-
ful nicotine-containing vapor — but with far lower levels of harmful chemicals found in cigarette
smoke.” (PMI — The role of nicotine 2017).

RRPs can be divided into two main subcategories: heated tobacco products and e-cigarettes (Ex-

hibit 2).

Heated tobacco products - HTPs

Heated tobacco products use battery-powered heating systems to heat tobacco at tempera-
tures lower than conventional cigarettes to produce a nicotine-infused aerosol. The products in the
market come in different forms: PMI refers to its key heated tobacco product as IQOS or Platform
1, which uses an external heat source heating specially designed stick. A blade in the heater device
put into the end of the tobacco-containing element heats the tobacco. Other companies use differ-
ent techniques such as heated sealed chambers, like micro-ovens, or a process in which the emis-
sion is passed over tobaccoto heat it and absorb the taste (WHO — Heated Tobacco Prod-

ucts 2020).
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E-cigarettes

E-cigarettes differ from HTPs because they do not contain tobacco. Instead, they heat
a nicotine-containing liquid. Most e-cigarettes have a battery, a heating element, and a place to
hold the liquid. The products create an aerosol by typically heating the nicotine-containing lig-
uid which is being inhaled by the users. Smoking e-cigarettes is often also referred to as “vap-
ing”. While most players in the market use a similar technique, e-cigarettes come in different
forms. Some are made to look like conventional cigarettes, cigars, or pipes, and others match the
appearance of pens, USB sticks and other everyday items. E-cigarettes are said to be less harmful
than regular cigarettes as they contain fewer toxic chemicals, yet they are not harmless (Centers of
Disease Control and Prevention 2021). In the field of e-cigarettes, PMI has developed its so-called
product IQOS VEEV or Platform 4.

PMI’s objectives go alongside the efforts of the World Health Organization (WHO) to
tackle smoking around the world, but PMI aims to achieve the defined target much faster. High
standards are set and now it is up to teams of scientists, engineers, technicians, and other profes-
sionals to work towards overcoming current environmental, sustainability and harm reduc-
tion challenges to deliver innovative solutions that go beyond nicotine (PMI 2021).

With the ambition of completely replacing cigarettes and being the sole tobacco company
to have done it so far, PMI has put significant efforts and continues to invest substantial amounts
in its science-based research and development to create less harmful alternatives with potential
growth in markets around the world. PMI has strongly committed to science and technology as the
company believes these to be the drivers of its innovation and growth. However, it is not enough
to simply develop these alternatives, the company must also ensure that adult smokers who are not

willing to quit smoking, and only these, have access to these alternatives. Access
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means that smokers are aware of the existence of smoke-free products, the products are accepted
as viable alternatives and that they are available and affordable to smokers.

Since 2008, PMI has invested over $8.1B “in the development, scientific substantiation,
manufacturing, commercialization and continuous innovation for smoke-free products” (PMI Sci-
ence 2021, 43). These investments were more vehemently observed inthe opening
of the R&D Center in Neuchatel (PMI Science 2021, 44), in conducting several scientific stud-
ies and in recruiting talented scientists, engineers and specialists, who were primal to the improve-
ment of their technological capabilities and to the establishment of 1.300 patents worldwide (PMI
Science — smoke-free future 2021), ultimately helping the transformation and adaptation
of PMI’s value chain to serve their main purpose. This value chain transformation consists in the
incorporation of new ways of thinking and working to become more digitalized, project-based
and focused on customer centricity, agility, and data-driven decision-making (PMI Sci-
ence 2021). PMI is now, more than ever, committed to engage in a transparent two-way dialogue
to address customers concerns and build upon their feedback. To make this transition measurable
and verifiable, PMI has committed to transparent reporting through its Business Transformation
Metrics. These metrics allow all stakeholders and the public to get access to all infor-
mation about the pace and scale of the achievements, which contributes to the increase of trust to-
wards the company. The approach taken by PMI has allowed the company to maintain its leader-

ship in the conventional cigarette business, but also to become a leader in the smoke-free market.

Introducing 1QOS
The first thing that should be noted about 1QOS is that it is a HTP and not an e-cigarette.
Even though they share some commonalities in regard to both being alternatives to conventional

cigarettes and having slender, battery-powered devices, IQOS vaporizes actual tobacco, instead of
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vaporizing nicotine-containing liquid (Belluz J 2018, Exhibit 3). An IQOS device can be divided
into three main components: a heated tobacco unit, the IQOS holder (which looks like an e-ciga-
rette), and a charger. To use it, users must insert the tobacco unit into the 1QOS holder, press a
button toturn ona battery-powered heater, and then inhale the nicotine-containing va-
por. This smoking experience lasts for about six minutes, or 14 puffs, before the tobacco unit is
exhausted and the IQOS device needs to be recharged once again (PMI 2014).

IQOS is highly adaptable to consumers’ tastes. In fact, several types of HEETS (heated-
tobacco sticks) are available across many markets, with ones being exclusive to certain regions
and others being more commonly found. However, due to legislations in the US and Eu-
rope, which forbid the manufacture of flavoured tobacco, the major difference between all vari-
ants relate to their intensity, with the menthol flavour being an exception.

All this mimicking of traditional tobacco-smoking has a finality: to potentially reduce harm
and the risk of smoking-related diseases. To achieve that, the difference lies on how the tobacco is
treated inside the IQOS device — rather than being burnt at temperatures from 600°C to 900°C like
traditional cigarettes, it is instead heated below 350°C (PMI Integrated Report 2019). In fact, and
like it was already conveyed in a previous section, scientific research states that extreme tempera-
tures seen in traditional cigarettes can certainly be the main factor for the release of dozens of
chemicals that are harmful for consumers’ health and may be associated with eventual tobacco-
related diseases (PMI 2014).

The lower heating temperature in the 1QOS platforms is achieved via a heating blade
and acts as both a heater and temperature sensor. The blade constantly monitors and controls the
temperature of the tobacco while the device operates, which is one of the main factors contrib-
uting to the core of the innovation. The 350°C as the maximum limit of the tobacco heating pro-

cess guarantees that no combustion occurs, leading the aerosol generated to have on average
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95% less Harmful and Potential Harmful Constituents (HPHCs) than those found in conventional
cigarettes (PMI Science 2019). The processes described seem to indicate that switching from con-
ventional cigarettes to 1QOS has a positive impact on smokers’ health. (PMI Science 2018). How-
ever, an often-emphasized aspect by PMI is that, although a better alternative to conventional cig-
arettes, 1QOS devices are not fully risk-free. The toxics released in the process of heating are
greatly reduced, but not eliminated entirely, while there is always still the presence of nicotine to

account for, which, as already said, is addictive (Healthline, 2021).

Test Market Strategy

As the time to finally deliver 1QOS to consumers arrived, PMI figured that test-
ing the product in a select number of markets would be beneficial for the “reconnaissance” phase
of the product launch. Thus, in the end of 2014, Milan (Italy) and Nagoya (Japan) served as the
first IQOS test markets. These markets were selected because of their reputation as large metro-
politan areas that usually welcome innovation, reasons that are important for the product to be
tested and explained to retailers and consumers (Tobacco Journal International 2015).

In Japan, the goal was to take advantage of the heavy regulatory environment on e-ciga-
rettes that contained nicotine-laced liquid. IQOS would not face these regulations as the de-
vices heat tobacco and use HeatSticks as a refill (Reuters 2016). As such, an opportunity to cap-
ture the market share of the fast-growing Japanese e-cigarette business was presented to PMI,
while tax benefits also arose because of the potential lower risk nature of heated-tobacco prod-
ucts. Furthermore, due of the higher excise tax, the profit margins of smoke-free products are com-

parable to or exceed those of cigarettes (PMI Progress Report 2016).
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In Italy, the strategy was more of a forward-looking one. Even though the Italian govern-
ment had a more uniform approach towards tobacco products, be it heated or burnt, PMI was con-
fident that less regulations for IQOS would be put in place once legislators understood the bene-
fits the product would bring to Italian consumers (Euromonitor 2021). Additionally, the fact that
heated-tobacco products were not subject to any indoor smoking bans or advertisement legisla-
tions brought PMI confidence that the eventual success case in Italian grounds could inspire other
developed economies to follow (Liu 2018).

Still, it was the Japanese play that ended up being fruitful in a more quickly manner, setting
it as the standard test market and the backbone of PMI’s enormous transformation. The cultural
aspects played a key role in guaranteeing the success of the experiment — indeed, Japanese con-
sumers’ savvy preferences towards cleanliness meant that smoking with no ashes, less smell and
no impact on indoor air quality would perfectly bridge the experience of smoking with the cultural
standpoint. Hence, only a few months were needed for an expansion to other Japanese prefec-
tures to happen, followed by a national spread of the brand in April 2016, a move that cemented

the Nippon country as a global standard for the desired 1QOS transition.

Commercialization Strategy

After defining which markets to enter and what strategy to follow, consolidation in
those and other markets would be the next logical step for PMI to think about. To do so, the com-
pany focused on invoking its own smoke-free vision to consumers and critics’ minds. An example
of this is the numerous participations in seminars, conferences, music festivals and art exhibi-
tions (PMI Sustainability Report 2020). Moreover, there was a focus on connecting with 1QOS-
friendly restaurants and bars, a move that enhances the potential difference in harm to consumers’

health that separates both types of smoking (Reuters 2020).
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These efforts reflect PMI’s commitment to sustainability through engagement with stake-
holders, which might ultimately deliver the envisioned smoke-free future. More than ever, social
support is required to enable the implementation of legal frameworks that would rapidly stop cig-
arette smoking by encouraging smokers to become aware of smoke-free alternatives (PMI Sus-
tainability Report 2018).

Nevertheless, in the eyes of many, IQOS seemed like an attempt to sanitize PMI’s product
line, and one that is not always successful at that. A notable marketing failure by PMI con-
cerned the use of IQOS ambassadors in some countries around the world, many of whom were re-
ported to be younger than 25 years old. The problem here lies on the fact that the company’s in-
ternal guidelines prohibit influencers who are or appear to be under 25 years old to promote its
brands, leading it to violate its own policy towards social media communication (Reuters
2019). As an answer to this, PMI has stated quite transparently that, even if parts of the reports
were true, there was never the intent to violate their guidelines and there were insufficient controls
put in place to ensure compliance (Responsible Marketing Practices at PMI 2019). Ultimately,
this incident led the company to shy away from engaging with anyone for the purpose of creating
social media posts promoting their products. However, this type of transgression against com-
pany’s standards and overall misalignment between its branches around the world induced many

to believe that PMI is not yet prepared to let go the past and go fully sustainable.

Communication

When assessing how to communicate and reach consumers in an effective way, tobacco
companies must innovate since most of the usual marketing channels are restricted by tight regu-
lations implemented in the last decades. PMI has relied and continues to rely on its reputation

toensure word-of-mouth as an effective means of getting consumers to know
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about their products. To support this process, PMI launched a global campaign called “Un-
smoke” in 2019, which was rolled out across various online and offline channels. Given wide-
spread misconception and mistrust towards PMI’s intentions, the campaign’s goal was to move
smoke-free products and their potential benefits for public health into the center of attention and
clear up misunderstandings. The campaign followed a clear message: “If you don’t smoke, don’t
start. If you smoke, quit. If you don’t quit, change.” (Unsmoke your World, 2019). To target spe-
cific groups, the campaign addressed the general public with the claim “Unsmoke Your World”
(UYW) while “Unsmoke Your Mind” (UYM) was aimed to reach opinion leaders. UYW targeted
individuals and had the goal to inform them about the existence of better alternatives as well as
encourage the general public to call for regulations that improve access to information. UYM ra-
ther addressed general misconceptions on smoke-free products and demanded for an open conver-
sation between tobacco companies and regulators as well as other stakeholders (PMI Integrated
Report 2020). The key focus of the campaign was on the concept of harm reduction with the goal

to reduce the negative impact of people’s choices (Unsmoke your World 2019).

Sales

From a selling standpoint, with the 1QOS launch came a transition from a conventional
B2B model to a more Direct-to-Consumer (D2C) approach. This meant that much focus would be
given to 1QOS unique points-of-sale (POS), examples of which are specialty stores, kiosks, pop-
up stores and “corners” in convenience stores (Israel Journal of Health Policy Research,
2019). Even though the strategies employed to promote 1QOS-related products are different ac-
cording to the type of POS analysed, one common practice seems to apply to all of them: the prod-

ucts sold should not be directed for young consumers. The company is taking this strategy so
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seriously that by 2023, it hopes to have its whole array of electronic smoke-free products outfitted
with age-verification technology (PMI Integrated Report 2020).

As it was already stated, the launch of IQOS resulted in a more customer-centric approach
based on aD2C business model. Further, as HTPs require detailed explanation and sharing
of clear information to help consumers in their decision-making, the company opened both sta-
tionary boutiques as well as temporary stores.

The adoption of this new model of doing business also led to a shift in the company’s strat-
egies to get closer to consumers. At this time, the company took in a lot of efforts to gather reliable
data that could be used in planning certain aspects, such as IQOS store locations and the inte-
rior materials of  these stores (Go-Popup, 2021). These stores allowed PMI  toget  closer
to the customer, and show and explain the new product on site, which playeda key role
in the branding of 1QQOS. In fact, a product like 1QOS, which did not exist before, requires that all
the aspects surrounding it, including the innovation itself, be transmitted in a clear way to consum-
ers, and this direct interaction becomes a primal form of doing so.

With a minimal, modern and product-focused design, PMI aims to create a warm and wel-
coming atmosphere in which adult smokers have the chance to experience and test the new prod-
uct (Exhibit 4). The personal contact with consumers during both the buying and after-sale pro-
cess is one that PMI has never had before. Now, this offers it the opportunity to not only receive
direct feedback on the product, but also follow up with consumers on their journey, therefore con-
tributing to IQOS’ so called “customer experience”. In general, IQOS stores play an important role
in PMI’s sales strategy, as they are the main marketing funnel to create awareness of the
brand (Go—-PopUp, 2021). PMI operates 24 consumer call centersthat help consumers
in the case that questions arise about the use of the product. Gathered insights are being collected

and used for improvements in product development. By the end of 2020, there were a total of 259
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IQOS stores and 2,200 exclusive 1QOS retail touchpoints worldwide, offering support to adult
smokers that are interested in learning about and experiencing heated tobacco technology.

PMI has invested heavily in training their IQOS coaches, who are instructed to follow the
company’s Good Conversion Practices. The stores do not only follow the purpose of selling
IQOS to new consumers, but also serve as a service point for cleaning and replacing devices, as
well as an opportunity to upgrade for current users. The latter includes sales of new device ranges
and accessories that offer users the option to personalize their IQOS device.

Adding to the personal contact in the stores, PMI has developed its digital services to bet-
ter serve customers. Particularly, the company has provided virtual sessions with 1QOS
coaches and built a customer relationship management system that offers tailored communication

and gathers relevant data on switching rates (PMI Integrated Report 2020).

Switching consumers to 1QOS

PMI has made significant progress towards its ambitious objective of having at least 40
million smokers transition from traditional cigarettes to PMI's smoke-free products by 2025, since
the debut of 1QOS. By the end of 2020, an estimated 12.7 million smokers have transitioned to
IQOS and quit smoking. The total number of 1QOS users amounted for 17.5 million in 2020, of
which 72% stopped smoking cigarettes. Following the 2016 announcement of a smoke-free fu-
ture, and the fact that IQOS has been made available for sale in 64 markets so far, the volume of
smoke-free products shipped by PMI increased tenfold until 2020, while the shipment volume
of combustible products decreased by almost 200 million units over the same period of time. As a
result, smoke-free products accounted for 10.4% of total shipment volume in 2020. Moreover,
smoke-free products contributed 23.8% of total net revenues in 2020, up from 2.7% in 2016. This

can be explained by a marketing overspend of 76% for smoke-free products (Exhibit 5). While
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consumer acceptance of 1QOS varies in different markets, the biggest success story emerged in
Japan, which became the first country where the shipment volume of heated tobacco units ex-
ceeded that of cigarettes (PMI 2021).

According to PMI, the number of smokers switching to 1QOS could be much higher if
more adult smokers had better access to its smoke-free products. “Access” is defined along four
variables: (1) awareness of the benefits of smoke-free products, (2) acceptance of products by
smokers as a viable alternative to cigarettes, (3) availability of products for sale to smokers and
(4) affordability of smoke-free products. But how can access be achieved? When raising aware-
ness, PMI wants smokers to understand the differences and benefits of smoke-free products com-
pared to combustible cigarettes, while also stressing out the fact that smoke-free alternatives are
not risk-free. Awareness is strengthened by information, and PMI puts in place an internal process
to ensure that messages to consumers concerning smoke-free alternatives are clear through com-
prehension research in various markets. Smokers will stop smoking cigarettes and switch to better
alternatives only if they prefer them, and this process is defined as product acceptance. Acceptance
is measured by the full-switching rate, which is defined as the percentage of IQOS users who have
stopped smoking traditional cigarettes compared to the total of 1QOS users. According to PMI, a
switching rate of 100% will make conventional cigarettes obsolete. Availability is a particu-
larly important component as it refers to the possibility of making smoke-free alternatives availa-
ble to smokers, and this depends on countries regulatory framework. Finally delivering a smoke-
free future will be highly dependent on making better alternatives to smokers affordable. Econo-
mies of smoke-free alternatives are different from those of traditional smoking and require cus-
tomers to buy a device to heat tobacco. The retail price for IQOS ranges from 29 to 49 euros de-
pending on the model. To address cost barriers, PMI has implemented actions, such as lending the

device or payment over time (PMI 2020).
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To achieve this, PMI calls for a regulatory framework driven by governments, policy and
regulators that allows smoke-free products to be sold and adult smokers to be informed about the
existence and availability of these products (PMI 2020). “We 're optimistic about the future as we
work to progressively transition PMI’s existing cigarette business to potentially less harmful al-
ternatives. There is tremendous opportunity to positively impact public health with the availability
of better choices than continued smoking, and we can’t do it alone. Contributions from public-
health experts, the scientific community and regulators will greatly accelerate switching from cig-
arettes to smoke-fiee products. ”, said Tony Snyder, PMI’s former Vice President of Communica-

tions (PMI 2019).

Engaging stakeholders

PMI is aware that the success of its strategy depends not only on consumers acceptance of
the new products, but also on other external stakeholders such as regulators, the scientific commu-
nity, investors, and NGOs. However, engaging stakeholders has been challenging, and the public
debate on smoke-free products has been controversial. In response to the launch of 1QOS, for in-
stance, health charity “Action on Smoking and Health” called for independent evi-
dence to prove that 1QOS is significantly less harmful than smoking, as well as for further inves-
tigation of risks of youth uptake and research on economic and social cost of dependence
(ASH 2016). In 2017, PMI and other tobacco companies were excluded from the United Nations
Global Compact (UNGC), following a letter signed by over 200 organizations calling for a perma-
nent participation ban for tobacco companies. Critics have claimed that the UNGC serves as a
point of entry for multinationals seeking to expand their policy influence over the UN and its

agencies (Tobacco Tactics, 2021). UNGC argues that “zhe decision recognizes that tobacco
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products are in direct conflict with UN goals, particularly with the right to public health, and
undermines the achievement of SDG 3 (United Nations Global Compact 2021).

Moreover, in 2020, the U.S. Food and Drug Administration (FDA) approved the market-
ing of 1QOS tobacco heating device, with information about “reduced exposure” (FDA 2020), alt-
hough the University of California Center for Tobacco Control Research and Education and the
US Tobacco Products Advisory Committee recommended against such authorization (Center for
Tobacco Control Research and Education UCSF 2020, Reuters 2018). The authorization al-
lows the use of claims in the scope of “exposure modification” in the U.S. — however, “the FDA
determined that the evidence did not support issuing risk modification orders” (FDA 2020). Nev-
ertheless, PMI communicated FDA’s authorization as a major achievement for the company, hail-
ing the decision as a “milestone for public health” (PMI 2020). Thereupon, WHO published a
statement reminding its member states of the prohibition of false, misleading, or deceptive to-
bacco advertising and that “reducing exposure to harmful chemicals in HTPs does not render
them harmless, nor does it translate to reduced risk to human health” (WHO, 2020). To avoid
potential misinterpretation of the FDA authorization, the Tobacco Control Research Group
at the University of Bath published a briefing summarizing the scientific findings on 1QOS and
calling for caution and close monitoring of PMI’s marketing activities. (TCRG 2020).

Further, the regulatory landscape for cigarettes, and particularly for new generation prod-
ucts, varied significantly around the world (Exhibit 6). Following the introduction of HTPs and e-
cigarettes, several regulations were enacted, ranging from no bans to complete bans in certain
markets. For instance, countries like Hong Kong and Singapore banned e-cigarettes
and HTPs with the reasoning that they encourage smoking among young people (South China
Morning Post 2021, Ministry of Health Singapore 2020). According to Calantzopoulos, regula-

tors are one of the most important stakeholders and key players in achieving the success of a
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smoke-free future: “On our side, we can develop a portfolio of products, put our money into com-
mercial efforts, but we need the government to play the game as well; for consumers to change
their behavior, you need products, but you also need incentives and differentiation...taxation, la-

belling, are all important.” (Barron’s 2019).

Looking ahead

Despite all the efforts over the past years, PMI still faces widespread mistrust from institu-
tions, regulators and consumers, a fact that the company sees as the biggest challenge on the way
to achieve the goal of becoming a predominantly smoke-free company by 2025. Tight regulations
and marketing bans for smoke-free products reduce opportunities for PMI to create awareness for
IQOS and its potential benefits, and the less opportunities there are for PMI to spread information
among current consumers, the less smokers switch to 1QOS. Will enough smokers switch to 1QOS
or is the smoke-free future at risk? Can trust be regained with a product that, while potentially less
harmful, remains highly addictive? As a second area of activity, PMI started to explore business
areas beyond tobacco and nicotine, and formulated a second goal of generating “at least $1bn in
net revenues from Beyond Nicotine products by 2025~ (PMI 2021), a move that will help it evolve
into a broader lifestyle and consumer wellness company. The first step in that direction was the
acquisition of Vectura, a UK-based inhaler company, in September 2021, which Calantzopou-
los described as “that missing capability in order to develop products that have nothing to do with
nicotine” (Financial Times 2021). However, also in this case, PMI is accused of false intentions.
In fact, the public debate on the deal was controversial, and public health and anti-smoking chari-
ties called it “an unresolvable ethical conflict” (British Thoracic Society 2021). In particular,

they refer to the fact that PMI currently still generates most revenues with combustible cigarettes,
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raising once again the issue of trust. Even if only for the transition phase, can the two business

areas coexist?

*k%k

As a young professional, you are thinking about investing your money in stocks. PMI is
also on your watchlist, but you are unsure whether it is the right decision to invest in the com-
pany. Big questions are buzzing in your head: Should you reward PMI’s approach to reinvent
themselves and address the problems they helped created or do you choose not to engage with
tobacco companies? Do you trust PMI’s intentions, and do you believe in a smoke-free future and

the Beyond Nicotine strategy? What would you expect from PMI as a shareholder?

INDIVIDUAL COMPONENT - TEACHING NOTE
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Exhibit 2: The difference between Heated Tobacco and E-Cigarettes
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Exhibit 3: The different parts of an 1QOS 3 device


https://www.pmi.com/our-science/difference-between-heated-tobacco-products-and-ecigarettes
https://www.pmi.com/our-science/difference-between-heated-tobacco-products-and-ecigarettes

The different parts of an IQ0OS5 3 device

Heated
tobacco unit
{consumable)

Haolder

Casing

j={mim1l

COMPOSITION OF A
HEATED TOBACCO UNIT

Mouthpiece filter

Charger

Cellulose
PLA filter acetate (CA)

Heating
blade

I C
|

Control
electronics

Tobacco

|
®
-

Source: https://www.pmi.com/sustainability/integrated-report-2020-digital (Accessed

17 Nov, 2021)

Exhibit 4: 1QOS Retail stores around the world
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Exhibit 5: Business transformation metrics
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Business transformation metrics 2016 (2017 (2018 [2019 [2020
R&D expenditure (in millions USD)* 429 453 383 465 495
R&D expenditure (smoke-free/total)* * 72% [74% [92% [98% [99%
Cumulative investments behind smoke-free products3.2 4.6 6.2 7.2 8.1
(since 2008, in billions USD)®

'Year-on-year change in number of SKUs—combus--1.7% [-6.5% [-6.1% [-5.5% [-4.1%
tible products®

Year-on-year change in number of SKUs—smoke-free[78.2%6 (9.9% (37.1% [24.9% (38.2%
products

SKUs (smoke-free/total) 4.7% [5.5% (7.8% (10.1% (13.9%
Number of markets where 1QOS is available for sale* |20 38 44 52 64
Proportion of markets where 1QOS is available for sale[32% [41% [44% @©45% [52%
that are outside the OECD

Number of 1QOS stores 26 63 81 199 259
Commercial expenditure (marketing) (smoke-free/to-{15% [39% [60% [/1% [76%
tal)

Smoke-free product shipment volume (billion units) 8 36 42 60 76
Combustible product shipment volume (billion units) 845 [791 [767 [732 |654
Smoke-free product shipment ratio (smoke-free/total) 0.9% [4.4% [5.1% ([7.6% [10.4%
Total 1QOS users (in millions) 2.1 6.9 0.6 135 [17.5
Estimated users who have switched to 1QOS and|l.5 4.7 6.6 0.6 12.7
stopped smoking (in millions)
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Estimated users outside the OECD countries who havel0.0 (0.2 1.1 29 43
switched to 1QOS and stopped smoking (in millions)

Net revenues (smoke-free/total) 2.7% [12.7% |13.8% [18.7% [23.8%
Number of markets where net revenues from smoke-{1 5 19 31 38
free products exceed 10% of total net revenues

Number of markets where net revenues from smoke-0 1 3 ul 6

free products exceed 50% of total net revenues

Source: https://www.pmi.com/sustainability/business-transformation-metrics (Ac-

cessed 17 Nov, 2021)

Exhibit 6: The state of selected tobacco control policies in the world, 2018
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Appendix — Individual Component

Exhibit 1 — United Nations Sustainable Development Goals
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Exhibit 3 — PMI’s Sustainability Materiality Matrix
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